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BRIAN SULLIVAN Welcome back to the FDIC podcast. Andif you're new to this
conversation, nice to have you. I'm Brian Sullivan that the Federal Deposit Insurance
Corporation. Thisis a place where we talk about our banksand your money. And today it's
all aboutrisk. A lot of people think of riskas a bad thing while others considerrisk to be
unnecessarypath toward reward. Still, all agree too much riskisa bad thing.

The FDIC recently published its 2021 Risk Review, a comprehensive summary of emerging
risksin the U Sbanking system. And joining us today to talk about these risks are two of
the editors of that Risk Review, Krishna Patel and Kathy Kain the FDIC's research division.
Krishna, Kathy, welcome.

KATHY KALSER: Nice to be here Brian.
KRISHNAPATEL: Yeah,thanks, Brian. We welcomed the opportunityto discuss these risks.

BRIAN SULLIVAN Krishna let's begin with you. Tell us what this 2021 risk review is all
about.

KRISHNAPATEL: Well. so the 2021 Risk Review summarizes conditionsintheU S
economy, financial markets and the banking sector, and in particular, it presents key credit
and marketrisksto the banks.

So,credit risks are those risks that relate to bank lending. So, for example, the banks,
extended variety of differenttypes of loans - consumer loans, mortgages, business, or
commercial loansand agricultural loans. But each of these have differentrisk profiles and
the reportpretty much covers how these differenttypes of loans presentrisks to the banks.

On the marketrisk side...market risks arethose that relate to financial market conditions
overall. And sortof talk about development such as changes in interest rates and overall
fundingconditions,you know, how tight how easily banks can obtain funding. So the
reportfocuseson all of these risks and it particularly the effects of these risks on
community banks, asthe FDIC is a primary federal regulator for most of the roughly 4,500
community banks inthe United States.

BRIAN SULLIVAN: Well, you know, 2020 was really a year, like no other. How did the
pandemicimpact the risksyou just talked about?
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KRISHNAPATEL: Well, the banks face unique challenges during the pandemic. So, you
know, this pandemic broke out early last year and financial market stressesintensified
suddenly in Marchwith a broad based sell-offin equity and bond markets and declinesin
interest rates.

Theresultwas an abruptchange in financial market conditions and the U.S.
economy...widespread business closures and reduced economic activity resultedin a
surgein the unemployment rate with many borrowersunable to make their loan
payments. Banks faced uncertain economic outlookand potential for much higherloan
defaults.

Atthe FDIC we were really concerned about possible bank failures last year. Thankfully
that didn't happen. Fortunately banks entered the pandemic with strongcapital and
liquidity levels. The banking sector remained relatively resilient pretty much throughout
2020 and was actually a source of stability for the economy, even as it was challenged by
broader economic and financial market weakness.

From an operational perspective, banks responded to challenges, you know, when their
physical officeswere notaccessible and you know, theiremployees had to stay at home.
So,they were able to circumvent these challenges and meet their consumer's needs. So
the overall banks were relatively stable.

BRIAN SULLIVAN Right, and so many bank branches were closed, right. Kathy, can you tell
us more about the credit risks that are mentioned in this report? What, for example, what
doesthe reportsay about the risks that the differenttypes of loans that, that borrowers
took outand their ability to repay thoseloans duringthe crisis?

KATHY KALSER: Thanks, Brian. When we say the term credit risk,we're really referring to
therisks that borrowers will not be able to repay their loans. And as Krishna mentioned,
banks lentto many differenttypes of borrowers. For example, consumers, businesses of
all sizes, homeownersand farmers are a few examples.

Duringthe pandemic, the industryfaced the potential for heightened credit risks, meaning
therisk thatborrowers couldn'trepay their loans, particularly in sectors or areas that were
hardesthit by the pandemic. And banks with higherloan exposures,meaning more loans
to risky sectors, could be more vulnerable to credit risk problems.

BRIAN SULLIVAN: Right, right. Well, when you break down the loan portfolios of banks,
did some categories of loans perform better or worse than, than maybe we expected?

KATHY KALSER: Sure. At the onsetof the pandemic, the nation banks faced the potential
forseriousloan quality deterioration across many types of loans as the economy suddenly
weakened. For example, agricultural loansseem to be vulnerable at the very start of the
pandemic. If you recall, restaurants closed, people stayed in their homes, they didn't go
out, but despite a very volatile environment last year, agricultural loans, farm loans,
remained resilient. Initially the farmers had to adjustto supply chain disruptions and the
change in eating habits. And that created initial dropin the demand for manyfood
products. But prospectsimproved for farmersin the second half of the year with the help



of arecord level of government assistance and froma bankingits perspective at the FDIC
farm loan asset quality was sound last year.

Now, a couple othersectors also surprised us. It may seem like a long time ago, but at the
very start of the pandemic, housingactivity slowed considerably amid great uncertainty
aboutjobs,the economy, and actually people's health...people didn't leave their homes.
But after decliningsharply at the start of the pandemic, housingsales picked up
strongly...low mortgage rates and increased demand for homes as people adjusted to
working fromhome...and workingremotely and beingwith their kids and the family...and
home changed preferencesforhome and this all contributed to increase demand for new
homes.

And also we had a limited inventory of homes for sale, which also contributed home price,
stronghome price gains and this limited inventory of homes is vastly differentin this cycle
than in the prior housingcycle.

BRIAN SULLIVAN: Well, how about the commercial real estate sector?

KATHY KALSER: You read my mind, I'd like to comment about the commercial real estate
sector last year. Now, hopefully you'll you either have, or will be able to enjoy a nice
summer vacation this year. But last year, most of us had to cancel our summervacation
plans and that hurt hotels and other leisure properties...many hotel rooms stayed empty.
In addition, businesstravel declined and actually business travel still remains weak. And so
that hurthotel and lodging properties.

On theretail side, onlineshoppinghas beenincreasingfor years well before the pandemic,
butit accelerated during the pandemic and that hurtretail storesand shopping malls,
those remained empty.

And if we have a moment, | alsowanted to talk about office properties. Today the three of
us areworking fromdifferentlocations. We're notin the same office that we'd usually be.
And office properties remain mostly vacant last year. And this includes a range of different
type of properties across geographiesand other areas. So lots of changes ahead in the
office sector.

Now, while commercial real estate market conditions have improved this year, from last
year, we really have to wait and see how everything falls out from the pandemic and how
behaviors change to see the overall effect on commercial real estate propertiesand on the
ability of CRE borrowersto pay theirloans.

BRIAN SULLIVAN: Right, right. Krishna. Well, some of these risk factors we've been talking
aboutwere obviously associated with the pandemic, what were the risksin the banking
sector that predated this global health crisis?

KRISHNAPATEL: Right. So actually there were a couple of key risks that predated the
pandemic and still continueto be riskfactorstoday. First, 1'd like to say the low interest
rate environment that challenges the community bank and banking sector profitability,
and then the vulnerabilities to corporate debt.



So the bankingindustry, particularly community banks, were already challenged by the
low interest rate environment for more than a decade before the pandemic hit last year.
As you know, banks make a profitfrom interestthat they earn on the loans that they make,
net of any interest that they pay on deposits.

Now, when interest rates were near zero over the past decade, this was particularly
challenging for this type of business model. Soin this environment, as interest rates fall,
banks’interestincome decline but interest that they pay on deposits can't fall any further
because they're stuck at zero. So then they get squeezed,in a sense, as the interest that
they areon the loans declines, but then they're still paying the same for deposits. Asa
result, bank net interest margins fall. Thisreduces their profitability and may actually
encouragerisk-taking behaviorsfromthe banks as they try to find innovative ways to make
up forthe declineinincome. And if they can't earn profits, unprofitable banks may merge
with other banks orfail altogether. So this isa challenge, one key challenge, that still
remainswithin the banking system.

And anotheroneis exposuresto the corporate debt. So what what's happeninghere? Well,
corporations have become highly indebted and many riskycorporations are vulnerable to
default. Corporatedebt has increased duringthe pandemic time as interest rates fell even
further,and the corporations had a need to borrowmore cash, all which encouraged more
borrowingatthe end of the day.

Right now, conditions are pretty stable. Theeconomyis improving and so thisis good for
corporatedebt overall, but this still remains a vulnerable sector and an area of potential
riskto the banks.

BRIAN SULLIVAN: Kathy, one ofthe big surprises of 2020 was the explosion in bank
deposits. People put their money into the bank, which I guessisa goodthing, right? They
expresstheir confidencein, in putting their money in a safe place and banks are, and have
been generally speaking, a safe place to put their money, given that they those bank
depositsare insured. That helped banks weather this storm, didn’tit?

KATHY KALSER: Yes, Brian. Thanks. During2020 banks,our record amount of deposits
flow into banks. Forthe industry bank deposits grew by $3.3 trillion, over 22% in 2020. And
although the largest banks capture the majority of the growth, deposits at community
banks also rose those rose 16% and exceeded $2 trillionin 2020.

Brian, numerous factors contributed to the increase in deposits. For example, when a
national state of emergency was firstannounced early in the year, many consumers
decreased spending, and increased savings as a result of what we talked about...canceled
vacations, lessdining out, reduced transportation expenses,a myriad of reasons of why
spendingwent down. And some of that money made it back into their bank savings
accounts, which helped banks. And on the business side, corporations also were
concerned about the economy and they increased their cash. They borrowon corporate
lines and other fundingsourcesand putthat moneyinto banks. So they had a cushionto
absorbwhatever shocks...to help absorb shocks.



Now, many of the federal programs created to mitigate the economic stress, particularly
the CARES Act, also contributed to depositgrowth. Government assistance provided
individuals with stimulus checks and increased unemployment benefits. And it also
provided thousands of small businesses access to Paycheck Protection Programloans,
also called PPP loans,and a large share of those loan funds were deposited into the
banking system. So, both consumersand businessesand small businesses putnew-found
money into their bank accounts.

Now, traditionally banks use this new money, this liquidity that comes to the system, to
fundlending. But last year loan growth was tepid and it primarily consisted of the PPP
loansthat | just mentioned. Andthe weak lending outlookwas consistentwith a weak
economy. No one knew what demand would be for the economy. So absent the PPP loans,
lending was down. So deposits stayed...the banks used the depositsinstead of funding
loans to increase their liquidity. And they invested in invested in short-term securities and
other cash-like investments.

Now while many community banks ended 2020 with a lot of liquidity, the stickiness of the
deposits,meaning how long will these deposits stay in the bank, is unknown.And we don't
know that both fromthe consumer standpoint and the business standpoint. And we'll have
to see how that plays out this year as the economy, economic activity increases.

BRIAN SULLIVAN: Krisha if we stepped back, you know, we've been talking aboutthese
variousindicators of the health, and the risks to the banking sector...netinterest margin,
the ‘stickiness’ of these deposits that Kathy just mentioned. But if we back up justa bit, is
there anything you can tell our listeners about the overall risk climate to the banking
industry now?

KRISHNAPATEL: Yeah. So I'd say that overall, the bankingindustry rate remains pretty
strongdespite the many and very uniquechallenges that came about from the pandemic
lastyear. The number of bankson the FDIC’s problem bank list, which is a list of banks that
we're seeing facing particular problems, remainrelatively flat throughoutthe pandemic
and remains near historiclows.

Nevertheless the continued low interest rate environment, as | discussed before, along
with weak loan demand overall will continue to presentchallenges forthe banking
industryin the near term. For now you know, dependingon how the pandemic evolves, but
as long as things are pretty stable, | would say that the banking industry iswell positioned,
 would say.

BRIAN SULLIVAN Well, it'll be somethingwe'll pay close attention to in the, in the future.
Kathy Kalzer, Krishna Patel, thank you both for stopping by to talk about the risksto our
banking sector.

KRISHNAPATEL: Thanksfor having us. Thank

KATHY KALSER: Thankyou.



