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Topics for today

Are banks really any different from other businesses?
What good are banks—can we live without them?

What are their strengths and weaknesses?

Why does the Government regulate and supervise banks?

What Federal Agencies Regulate and supervise the banking industry and what
do they do?




Ordinary companies

In the US, businesses operate in many forms, including as a sole proprietorship (i.e., a person
conducting business directly) and through various types of corporate forms.

* Corporate forms include a stock corporation, a limited liability company, a general partnership, a limited
partnership, a non-profit entity, and other entities with special tax treatment.

* Corporate forms have various tax advantages, make it easy to attract and organize a large numbers of
investors, and provide some insulation to investors from liability for debts and many legal problems of the
business, among other advantages.

* Corporate forms are primarily creatures of State law, that is, the permission to form a company, and the
rules governing corporate governance and liability are typically determined by the State law where the
company is formed and/or registered to conduct business. The Federal Government does not typically
charter companies and there is no body of Federal corporate law.

* In the US, any person may conduct business through a corporate form. To form a company, a person must
register with a state government, choose a form of corporate entity (such as a corporation, partnership, or
limited liability company), choose a unique name and pay a small registration fee.

Once formed, a company may engage in any activity and conduct any business with a general
corporate license, unless that activity is specifically prohibited by law.




A look at balance sheets of ordinary
non-bank companies

Let’s look at some balance sheets of ordinary corporations, including some non-bank competitors of
banks. In each case, notice:

Assets on the left side; liabilities and capital on the right side. The two sides must balance—that is,
be equal.

Typically, the assets of a company include marketable securities and cash, accounts receivable and
other things needed to run a business day-to-day, also goodwill—the premium paid for acquisitions.
Cash is usually held as a deposit in a bank

The dominant liabilities are typically various forms of debt used to fund the business, such as
accounts payable to others for goods purchased, various leases for property used in the business and
debt incurred to fund business operations.

Notice in particular the amount of shareholders equity compared to the amount of total liabilities.
Ordinary businesses typically have a significant amount of shareholders equity compared to total
liabilities, meaning that shareholders largely fund the business operations of the company.




Meta, Inc
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Rocket Companies (Mortgage, Loans, Other)

As of 12/31/2022, $ amounts in thousands
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Jeffries Financial Group (Securities Broker Dealer)

As of 12/31/2022, $ amounts in thousands
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Why do ordinary companies fail?

Usually, an ordinary company will fail due to a problem related to operations,
financing or sales.

o Customers no longer are willing to buy products sold by the company, so revenues decline
and the company can’t pay its business expenses and debts in an ongoing manner

> The company loses the ability to make its product (e.g., catastrophe or loss of supplier) or sell
it at a reasonable price

> The company can no longer obtain credit needed to operate
° Failure is not usually a balance sheet problem
o Failure of an ordinary company is not usually a threat to financial stability or the economy




How is a depository institution different from
an ordinary company?

Depository Institutions are unique corporate entities.

* A Depository Institution (DI) may be chartered by either a state or the Federal government, the
chartering (and acquisition) process is rigorous and requires substantial capital at the start.

* A DI may engage in “the business of banking,” and is granted three special powers not available to
ordinary companies: the power to collect deposits protected by the US taxpayer, the power to
access the US (and global) payments system; and the ability to access credit from the Federal
Reserve discount window at any time (providing a source of funds whenever needed).

* Only an entity chartered by the state or Federal government as a DI may engage in a banking
business (ordinary corporations may not collect deposits insured by the Federal government, do
not have direct access to the payments system, and cannot borrow from the Federal Reserve
except in extraordinary situations and then only on a limited basis).

* A DI may engage only in activities permitted by the chartering authority—not in general business
activities.

* Because make deposits safe and retain confidence in the banking system, the US taxpayer
(through the FDIC) guarantees deposit liabilities used by the Dl in its activities.




What is special about depository
institutions?

The Activities of a DI are especially important to the economy. Dls engage in activities as principal that
are vital to the financial health of customers and the well being of the overall economy.

* Deposit-taking—this provides businesses, retail customers and others a safe place to temporarily
store idle funds. Deposits are a type of debt liability of the DI—the DI has borrowed money from the
depositor and owes the depositor the entire sum (deposits are NOT investments).

* Lending--this generates economic growth.

* Processing payments—processing checks, credit card transactions, and various types of wire
transfers facilitates the safe and reliable transfer of funds throughout the economy.

* Intermediation and Maturity transformation--a DI helps make idle funds work for the economy and
transforms short term liabilities into long term assets. In this way, a DI facilitates the efficient
allocation and use of funds in the economy.

Concerns raised by DI activities.
* Abuse of economic power (e.g., biased or anti-competitive access to credit)

* Potential damage to the economy and to healthy DlIs from the failure of a troubled DI.

* Because a Dl is allowed to use customer deposits as well as investor equity to fund the DI’s business
activities, depositors may lose their funds if the DI fails.




The Balance Sheet of a depository
institution reflects its uniqueness

The format of a bank’s balance sheet is the same as for an ordinary company.
o Like any company, Assets are on the left side of the balance sheet,

o Liabilities and Shareholders Equity are on the right side of the balance sheet, and the two sides must be in balance.

Deposits are on both sides of the balance sheet.
o Deposits on the LEFT or Asset side reflect money the bank has deposited in another bank (just like for an ordinary company).

o Deposits are also by far the largest entry on the RIGHT or Liability side of the balance sheet. Banks fund their operations by
taking deposits from customers and those deposits are legally debts owed to its customers.

The dominant asset on the balance sheet is loans extended to customers, then cash and investments in cash-like
assets. For a bank, loans are the inventory of products from its operations.

Unlike with an ordinary company that makes profits mainly by selling its inventory, banks generate profits mainly
by making and holding loans for the life of the loan.

o Banks may sell loans, but the amount of loans a bank will hold is typically driven by the amount of deposits it collects (that is,
the amount of assets it holds is driven by the amount of deposits (Liabilities) it collects). An ordinary company manages its
balance sheet differently—the amount of debt (Liabilities) it incurs is typically driven by the amount of assets it must hold
and by the amount of cash it needs for its operations.

Compare the amount of Total Liabilities to Total Shareholders Equity. The ratio of Total Liabilities to Total
Shareholders Equity is much smaller than for a typical ordinary company.
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What makes Dls fragile?
Why do they fail?

The activities and funding of depository institutions are inherently risky.

* Maturity transformation activities greatly enhance economic activity, but they also introduce risky
asset-liability mismatches.

* Access to cheap funding through deposit-taking activities is a strength and a source of fragility

* Management, operations and investor issues exist for DIs in the same way as for ordinary
companies

Causes of failure of depository institutions

 Capital insolvency
* Losses from lending activities
* Losses from investment activities
* Losses from operations (including from technical failures and from improper insider activities)
* Liquidity insolvency
* Depositor runs resulting from loss of confidence in the institution
* Operational failures, very rare—typically cause either capital insolvency or liquidity insolvency.




Comparison of Key Financial Measures

Total Assets Shareholder Leverage Ratio Net Income/
Equity (Capital/Assets) Total Assets

Meta, Inc $185.727 $23.200 $125.713 67.69% 12.5%
Rocket Co. $20.082 $0.699 $8.476 42.22% 3.5%
Jeffries Financial $51.057 S0.782 $10.295 20.16% 1.5%
JPMC $3,665.743 $37.676 $292.332 7.97% 1.0%
Wachovia Corp $782.896 $6.312 $76.872 9.82% 0.8%
SVB Financial $211.793 $1.609 $16.295 7.69% 0.76%

All Dollar figures in billions, and as of 12/31/2022 except Jeffries as of 11/30/2022 and Wachovia as of 12/31/2007




A Look at a Bank Failure:
Capital Insolvency at Wachovia Bank

In 2007, Wachovia Bancorp was the fourth largest banking firm in the US with nearly S800 billion in total assets.
It failed in early October, 2008, and is the largest bank failure in US history.

As shown on its 2007 year-end balance sheet, Wachovia Bank held over $457 billion in loans, mostly mortgages
including a significant amount of subprime mortgage loans. (a net loans-to-total assets ratio of about 58.4%)

As the US housing market began its decline, Wachovia was forced to recognize almost $33 billion in losses during
the first 6 months of 2008. To match the losses it recognized on its loan portfolio, Wachovia had to reduce its
Shareholders Eguity account by an equal amount—balance sheets must stay balanced and Wachovia remained
legally obligated to repay depositors and other creditors.

That meant the Shareholders Equity account was cut nearly in half, from about $76.9 billion to about $44 billion.
Both Wachovia management and the market exFected Wachovia to take substantially more losses during the
third quarter of 2008 as the housing market declined even more. With only $44 billion in remaining capital,
Wachovia Bank was facing capital insolvency, that is, a total depletion of its capital. Wachovia was purchased by
Wells Fargo in a deal brokered by the FDIC.

While Wachovia Bank had sufficient cash and cash equivalents to be able to pay its liabilities for some period of
time, capital insolvency—a balance sheet calculation—is a grounds for closing a bank in order to stave off a run
on the bank and further losses as the bank tries to raise funds by selling assets at depressed prices in a fire sale to
meet a run.

An important lesson—Shareholders Equity is important because it is the cushion a bank has to absorb losses.




Wachovia Corp (BHC

As of 12/31/2007, $ amounts in millions

ASSETS
Cash and due from banks $ 15,124
Interest-bearing bank balances 3,057
Federal funds sold and securities purchased under resale agreements 15,449
Total cash and cash equivalents 33,630
Trading account assets 55,882
Securities (amortized cost $116,327 in 2007; $109,589 in 2006) 115,037
Loans, net of unearned income ($7,900 in 2007; $7,394 in 2006) 461,954
Allowance for loan losses (4,507)
Loans, net 457,447
Loans held for sale 16,772
Premises and equipment 6,605
Due from customers on acceptances 1,418
Goodwill 43,122
Other intangible assets 2,119
Other assets 50,864
Total assets $782.896

LIABILITIES AND STOCKHOLDERS' EQUITY
Deposits

Noninterest-bearing deposits 60,893
Interest-bearing deposits 388.236
Total deposits 449,129
Short-term borrowings 50,393
Bank acceptances outstanding 1,424
Trading account liabilities 21,585
Other liabilities 19,151
Long-term debt 161,007
Total liabilities 702,689
Minority interest in net assets of consolidated subsidiaries 3,335
STOCKHOLDERS' EQUITY
Preferred stock, Class A, 40 million shares, no par value; 10 million shares, no par
value; none issued —
Dividend Equalization Preferred shares, no par value, outstanding 97 million shares in
2007 and in 2006 —_
Non-Cumulative Perpetual Class A Preferred Stock, Series |, $ 100,000 liguidation
preference per share, 25,010 shares authorized —_
Non-Cumulative Perpetual Class A Preferred Stock, Series J, $1,000 liquidation
preference per share, 92 million depositary shares issued and outstanding in 2007 2,300
Common stock, $3.33-1/3 par value; authorized 3 billion shares, outstanding
1.960 billion shares in 2007; 1.890 billion shares in 2006 6,534
Paid-in capital 56,149
Retained earnings 13,456
Accumulated other comprehensive income, net (1,567)
Total stockholders’ equity 76,872
— Total liabilities and stockholders' equity $782.896




A Look at a Bank Failure:
Liquidity Insolvency at Silicon Valley Bank

Unlike Wachovia, Silicon Valley Bank (SVB) faced pressures on its liability side.

SVB focused on serving venture capital funds and start-up businesses. Between 2019 and 2021, SVB nearly tripled in size from
about $70 billion to about $212 billion in total assets. SVB was NOT a significant lender—its net loan portfolio was valued at
almost $74 billion out of more than $211 billion in total assets (a net loans-to-total assets ratio of about 35%)

During the end of 2022, SVB experienced some deposit outflows by its venture capital and tech start-up customers as rising
interest rates put pressure on these customers to fund their operations internally. SVB was able to fund these early outflows
using cash on hand and by liquidating about $21 billion of its holdings of US government securities and other liquid assets.

In early 2023, SVB announced that it would take a $1.8 billion loss related to the sale of its investment securities sold to handle
outflows from deposit withdrawals and planned to raise about $2.25 billion in additional capital.

A combination of factors, including the announced losses, the concentration of customers in the VC and tech community, the
relatively small remaining portfolio of liquid assets available for sale on SVB’s balance sheet, and concerns about a downgrade by
the credit-rating agencies, fueled by social media, caused depositors at SVB to become concerned about the liquidity at SVB.

The day after SVB’s announcement of its plan to buttress its balance sheet, depositors withdrew about $40 billion. SVB expected
orders for an additional $100 billion in withdrawals the next day. SVB would not have been able to fund those expected
withdrawals, and was closed in anticipation of liquidity insolvency.

An important lesson—banks need liquidity to address the potential that depositors may demand their funds at any time.
R R R R




SVB Financial Group

As of 12/31/2022, S amounts in millions
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Why does the Federal Government supervise
and regulate DIs?

Federal Deposit Insurance

* Federally-backed deposit insurance is designed to create a safe place for small businesses and
consumers to place cash needed for daily living.

Federal Supervision and Regulation

* Federal supervision and regulation of banking firms is designed to reduce the number and impact of
failures of banking firms and create a safer financial system.

* Federal supervision and regulation also protects the taxpayer, who ultimately stands behind the
deposit insurance provided to IDlIs.

Combination

* Together, Federal deposit insurance and Federal supervision and regulation also help to maintain
confidence in the financial system by reducing fear that the failure of a troubled DI may cause the
failure of other DIs and other financial firms that might be healthy.

Caveat:

* The combination of Federal supervision and regulation, Federal deposit insurance and the way the
Federal Government has responded to past DI failures, has also created the perception that some
banking firms are too important to let fail. This disadvantages smaller banking firms and creates a
perception the Government may not be willing to fulfill—which creates its own hazard.




How warm is the Federal Government’s
embrace?

Prudential Rules. Supervisors attempt to reduce the risks of failure of DIs with:
e Capital requirements
* Liquidity requirements
* Limits on risky activities
* Limits on lending activities and credit exposure to customers, affiliates, insiders and others
* Limits on expansion and size
* Requirements that DIs be run by competent and experienced management
* Regular reporting and on-site examination of policies, financial condition, activities, risk management, etc.

Other Rules. Banking firms are also subject to other more special-purpose supervisory
and regulatory requirements, such as:

* Rules designed to protect consumers from over-pricing, fraud, abusive or unfair or deceptive trade practices
by the organization, and

* Laws designed to implement laws prohibiting socially undesirable activities, such as money-laundering,
supporting illegal activities and funding terrorist activities.




The Development of US Banking Laws

The development of US banking laws has occurred in layers throughout the last 150 years,
largely in response to various banking crises. The result is a complex system of regulators and
legal requirements that often overlap and create tensions in the way depository institutions and
their affiliates are supervised and regulated. For example,

* The National Banking Act of 1864 created the Office of the Comptroller of the Currency (OCC) and the

national bank charter in order to help finance the Civil War, giving the OCC regulatory and supervisory
authority over national banks.

* The Federal Reserve Act of 1913 created the Federal Reserve System in response to the Panic of 1907,
and gave the Federal Reserve some regulatory authority over national banks and state member banks.

* The Federal Deposit Insurance Act created the FDIC and Federal deposit insurance in 1935 in response
to the massive number of bank failures that led to the Great Depression, giving the FDIC regulatory and
supervisory authority over state banks that were not members of the Federal Reserve System.

* The Bank Holding Company Act of 1956 authorized the Federal Reserve to regulate and supervise
companies that control banks (and all their affiliates) in order to prevent BHCs from creating risks for
their banks and being used to evade various limitations on the geographic scope and activities of banks.

* The Dodd-Frank Act of 2010 was enacted to address weaknesses in the bank regulatory structure
revealed by the Great Financial Criss of 2007-09.




Key Supervisors and Regulators of
Banking Firms

Federal Regulatory Agencies. These layers of laws have also created numerous Federal Agencies that interpret
and enforce US Banking Laws. Some Agencies supervise or regulate specific activities, others supervise or
regulate firms based on their charter type. The result is a complex system of agencies and laws that often overlap.

Key supervisors and regulators of depository institutions include:
> The Office of the Comptroller of the Currency (OCC).

o The Federal Reserve System, which is comprised of the Board of Governors (a Federal agency based in Washington DC) and
12 Federal Reserve Banks located across the US.

o The Federal Deposit Insurance Corporation.
o The National Credit Union Administration.
o State Banking Supervisors.

> The Consumer Financial Protection Bureau.

Coordination among Federal and State Agencies

* The Federal Reserve, FDIC and OCC generally coordinate their regulatory and supervisory activities in order to limit
differences in supervision and regulation at the Federal level.

* The Federal Reserve and FDIC also coordinate with State bank supervisors on examinations of state-chartered banks and
thrifts to reduce duplication and coordinate findings regarding the operations of state-chartered banks and thrifts.

* While the Agencies try to coordinate their regulatory and supervisory activities, conflicts and inconsistencies inevitably occur
that add complications and uncertainty to banking regulation and supervision.

T




The Office of the Comptroller of the Currency
(OCC)

Charters national banks

Supervises and examines national banks
* National banks are generally examined annually

*  National banks with less than $3 billion in total assets and good exam ratings are examined every 18-months, with more off-site review
*  Large National banks are examined continuously

Conducts Prudential supervision and regulation of national banks
 Sets capital, liquidity, stress testing and other prudential requirements

* Establishes and monitors compliance with risk management, corporate governance, internal controls, audit
and compliance systems requirements

Activities regulation
* Determines the scope and type of activities permissible for national banks

Reviews expansion proposals
. rre(\j/gents monopoly or significant loss of competition; ensures strong resulting firms; encourages community
ending

Foreign banks. Licenses, supervises and regulates federal US branches and offices of foreign banks




The Federal Deposit Insurance Corporation
(FDIC)

Supervision and Regulation Authority.

* The Federal Deposit Insurance Corporation supervises State chartered banks that do not choose to become
members of the Federal Reserve System. All state-chartered banks that collect insured deposits must choose
either to be supervised and regulated by the Federal Reserve System or by the FDIC as a quid pro quo for
taking deposits insured by the FDIC.

* Examinations, Prudential Supervision authority and Review of Expansion Proposals mirror OCC authority, but
extend to State non-member banks only.

* The FDIC also examines all state-chartered savings associations and savings banks (thrifts).

Deposit Insurance.

* In addition to its role as a bank supervisor and regulator, the FDIC is empowered to insure deposits held by
banks and thrifts, and has authority to resolve any failed bank and thrift that holds insured deposits.

Resolution Authority.

* The FDIC has authority to resolve all failed and failing insured depository institutions (banks and thrifts). It
may not resolve a bank holding company or any non-bank affiliate of a bank except in extraordinary
circumstances where FDIC action is necessary to prevent system risk.




The Federal Reserve System

Supervision and Regulation Authority.

* The Federal Reserve System supervises and regulates all state-chartered banks that choose to become part of
the Federal Reserve System.

* The Federal Reserve also supervises and regulates all companies that acquire control of a bank (called a “bank
holding company” or BHC) or thrift (called a savings and loan holding company or SLHC) Supervision and
regulation of BHCs and all non-IDI subsidiaries of a BHC or SLHC.

* The Federal Reserve’s Examinations, Prudential Supervision Authority and review of Expansion Proposals mirror
OCC authority, but applies only to BHCs (and their non-banks subsidiaries) and State member banks.

* The Federal Reserve also supervises and regulates branches and agencies of foreign banks operating in the US.

* The Federal Reserve is responsible for adopting rules that govern transactions between a bank and its affiliates
(Regulation W) as well as rules that govern transactions between a bank and insiders of the bank (Regulation
O). These rules are then enforced by the primary Federal regulator of the bank.

Central Bank of the US

* The Federal Reserve is also charged with implementing monetary policy in order to maximize long term
economic growth and maximum employment; maintaining a ubiquitous payment system for financial

transactionS'i and serving as the lender-of-last resort for banks andI in emergency circumstancesi to markets.




The Consumer Financial Protection Bureau

The CFPB
* Created by the Dodd-Frank Act to consolidate consumer regulation in one agency (enforcement still

shared)

Brief overview of duties
* The CFPB interprets and enforces laws focused on financial services provided to consumers by any
financial services provider (not just Dls):

e Unfair and Deceptive Acts and Practices (UDAP),
* Unfair, Deceptive, or Abusive Acts and Practices (UDAAP),
* Ability to repay mortgage loans,
* Truth in Lending Act (TILA) and Truth in Savings Act (TISA),
* Avariety of other consumer protection statutes.
Compliance examinations and enforcement
* By the CFPB for banking firms with more than $10 billion in assets and all non-banking firms

* By the Fed/OCC/FDIC for banking firms with $10 billion or less in total assets




Where to find the law: Statutes

National Bank Act 12 USC§ 1
Federal Reserve Act 12 USC § 241
International Banking Act of 1978 12 USC § 1301
Home Owners Loan Act 12 USC § 1461
Federal Credit Union Act 12 USC § 1751
Federal Deposit Insurance Act 12 USC § 1811
Bank Holding Company Act 12 USC § 1841

Other laws, like the Gramm-Leach-Bliley Act and the Dodd-Frank Act, largely amend
these and other statutes




Where to find the law: Regulations

Comptroller of the Currency Rules (National 12 CFR 1-199
banks and thrifts)

Federal Reserve Rules (State member Banks, 12 CFR 200s (Rules are referred to by Letter,
Bank Holding Companies, Savings and Loan with each letter matching the numerical

Holding Companies, Foreign Banks, and Limits  designation—e.g., Regulation W is 12 CFR
on transactions with affiliates and forinsiders  >73__the 231 |etter of the alphabet)

for all banks)

FDIC (State non-member banks, State thrifts, 12 CFR 300s
Deposit Insurance, Failed IDI resolutions)

National Credit Union Administration (Federal 12 CFR 700s
regulation of credit unions)

Consumer Financial Protection Bureau 12 CFR 1000s




Where to find the law: Agency websites

WWW.OCC.treas.gov

www.federalreserve.gov

www.fdic.gov

WWw.Nncuqa.gov

Www.consumerfinance.gov

T



http://www.occ.treas.gov/
http://www.federalreserve.gov/
http://www.fdic.gov/
http://www.ncua.gov/
http://www.consumerfinance.gov/
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