
In the wake of financial reform: What’s next for community banks? 
by Mark H. Kawa, vice president, Supervision and Regulation, and Steven VanBever, lead supervision analyst, Supervision  
and Regulation

The sixth annual Community Bankers Symposium, co-sponsored by the Federal Reserve 
Bank of Chicago and the Federal Deposit Insurance Corporation (FDIC), was held at the 
Chicago Fed on November 19, 2010. This article summarizes the key presentations and 
discussions at the conference.
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More information about the 
2010 conference—Lessons to 
Lead Us Forward—is available 
at www.chicagofed.org/  
webpages/events/2010/ 
community_bankers_ 
symposium.cfm. 

Over220participants,mostlyrepresen-
tativesfromcommunitybanks1inthe
SeventhFederalReserveDistrict,2gath-
eredtoconsiderlessonslearnedfrom
thefinancialcrisisandassesstoolsfor
navigatingtherisksandchallengeson
theroadtoeconomicrecovery.Akey
focuswastheimpactoncommunity
banksofnewrequirementscontained
intheDodd–FrankWallStreetReform
andConsumerProtectionAct(the
Dodd–FrankAct).

MarkH.Kawa,vicepresident,Federal
ReserveBankofChicago,openedthesym-
posiumbyhighlightinganewoutreach
effortbytheFederalReserveSystem.
ThenewlyannouncedCommunity
DepositoryInstitutionsAdvisoryCouncil,
comprisingrepresentativesfromcom-
munitybankswithdifferentcharters
andregulators,thriftinstitutions,and
creditunions,willprovideinputtothe
FederalReserveBoardontheeconomy,
lendingconditions,andotherissues.

A challenging environment

CarlR.Tannenbaum,seniorvicepresi-
dent,FederalReserveBankofChicago,
outlinedthechallengesfacingcommunity
banks.TheU.S.economyisinrecovery,
butthepacesofarhasbeenmoderate.
Housingmarketsareparticularlychal-
lenged.Declinesinhomeequityhave
diminishedtheabilityofconsumersto
refinanceortopurchasenewhomes.In

addition,a“shadow”inventoryofhomes
(i.e.,homesintheprocessofforeclosure)
compoundstheproblemofalargein-
ventoryofhomesstillonthemarket.

Mortgagemodificationprogramshave
metwithonlymodestsuccesstodate.
Finally,considerableuncertaintysur-
roundsthefuturerolesandstructure
ofgovernment-sponsoredentities
FannieMaeandFreddieMac,3which
guaranteeorownabouthalfofthe
nation’smortgages.

Tannenbaumsaidthat,whileoverall
creditconditionshaveimproved,secu-
ritizationmarketshavenot.Impediments
totherecoveryofsecuritizationinclude
reduceddemandforloans(theraw
materialofsecuritization),difficulties
valuingtheunderlyingcollateral,new
legalrequirementsonretentionofcredit
riskbyoriginators,reluctanceonthe
partofcreditratingagenciestorate
someasset-backedsecurities,andthe
reducedriskappetiteofinvestors.

Banksarehealthierthantheywereat
thetimeoftheprevioussymposium,
butchallengesremainforthemaswell,
Tannenbaumexplained.Delinquencies
foranumberofloancategorieshave
leveledoffordeclined,andthebank-
ingindustryasawholehasreturnedto
modestprofitability.However,commer-
cialrealestate(CRE)lending4isstilla
majorconcernatmanysmallerbanks.



Although banking conditions are beginning to improve,  
community banks still face a challenging environment.

Continuinghighunemploymentreduces
thedemandforofficespace.Manycon-
structionandlanddevelopmentprojects
willneedtobedeferred.Asignificant
numberofCREloanscomeupforre-
newalinthenexttwoyearsandwilllikely
facetighterunderwritingstandards.
Finally,rapidlychangingmarketcondi-
tionsmakeitdifficulttoaccuratelyap-
praisecommercialproperties.

Tannenbaumalsohighlightedchanging
regulatoryexpectationsconcerningbank
capital.Regulatorsareemphasizingthe
needforbothhigherlevelsandbetter

qualityofcapital.Theso-calledBaselIII
capitalrulescurrentlyunderdevelop-
mentforthelargestbankswilllikely
trickledowntocommunitybanksaswell.
Moreforward-lookingapproachesto
capitalplanningwillbenecessaryinthe
futureatbanksofallsizes.

Risk-management suggestions

CathyLemieux,executivevicepresident,
FederalReserveBankofChicago,offered
anumberofrecommendationsforcom-
munitybankerstoconsidergiventhe
currentenvironment.Toaddresscon-
centrationsandweaknessesinCRElend-
ing,bankersshouldaskprobingquestions
abouttheircreditadministrationand
managementinformationsystems(MIS)
inthelendingarea.Forexample,are
MISflexibleenoughtoidentifycredit
problemsearlyandallowmanagement
toeffectivelymonitorthemonanon-
goingbasis?Isthebank’sCREloanwork-
outfunctionuptothetask,ordoesit
needadditionalspecializedexpertise?
Lemieuxalsonotedtheimportanceof
frequentlyreassessingCREcollateral
valuesandofcomplyingwiththeCRE
loanworkoutguidanceissuedin2009
bythebankingagencies.5

Lemieuxemphasizedtheneedforcom-
munitybankstoengageinsoundcapital
planning.Thisplanningshouldbebased
onrealisticearningsprojectionsanda
conservativeassessmentofthebank’s
abilitytoraiseadditionalprivatecapital.

Duringthefinancialcrisis,thebanksthat
continuedtoperformwellwerethose
thatidentified,quantified,andtook
actionstoreducetheimpactofany
loanconcentrations.6Stresstestingcan
beavaluabletoolinthisregard.Theval-
ueofstresstestingwasaffirmedbythe
SupervisoryCapitalAssessmentProgram
(SCAP)conductedatthe19largestbank
holdingcompaniesinthespringof2009.
Furthermore,theDodd–FrankActin-
cludesstresstestingrequirementsfor
bankingorganizationswith$10billion
ormoreinassets,andtheConference

ofStateBankSupervisorshasissueda
whitepaperurgingcommunitybanks
toutilizestresstestingtoevaluatethe
potentialimpactofkeyriskfactors.7

Finally,Lemieuxplacedspecialempha-
sisonsoundcorporategovernanceand
strong,independentrisk-management
functions.TheBaselCommitteeon
BankingSupervisionhas issuedrevised
principlesforenhancingsoundcorporate
governancepracticesatbankingorgani-
zations,reflectingthemostrecentlessons
learned.8Regulatorshavelearnedthat
risk-managementfunctionsatbanksmust
identifyrisksfromallsourcesandassess
theirpotentialimpactonafirmwide
basis.Riskmanagementmustalsohave
theresourcesandstaturewithintheor-
ganizationtoinfluencebothday-to-day
andlonger-termstrategicdecisions.
TheDodd–FrankActaddressesthese
needsbyrequiringpubliclytradedbank
holdingcompanieswithtotalconsoli-
datedassetsof$10billionormoreto
haveriskcommittees.

New consumer protections

LeonardChanin,deputydirector,Federal
ReserveBoard,outlinedsomeofthekey
consumerprotectionprovisionsofthe
Dodd–FrankAct,asidefromthefor-
mationofanewConsumerFinancial
ProtectionBureau(CFPB).Thenewlaw
requirestheFederalReserveBoardto
writeapproximately50newrules,includ-
ingnewmortgagerules,onitsownor

withotheragencies.Forexample,lenders
arenowrequiredtoverifythatborrowers
havethefinancialabilitytorepayaloan,
includingtheabilitytohandlepayment
increases.Lendersarealsobannedfrom
steeringconsumersintohigh-cost,un-
affordableloans.Thelawalsoeliminates
yieldspreadpremiums—i.e.,compensa-
tionpaidtoaloanoriginatorifaborrower
acceptsaninterestratehigherthanthe
raterequiredbythelender.Additional
datawillalsobecollectedfromlenders
onmortgagesundertheHomeMortgage
DisclosureActandonsmall-business
loans.Finally,acontroversialsectionof
theDodd–FrankActrequirestheFederal
Reservetoregulateinterchangefees.9

IndependentoftheDodd–FrankAct,
theFederalReservehasissuedanum-
berofsignificantconsumerprotection
rulesoverthepastseveralyears.For
example,inNovember2009theFed
issuedrulesprohibitingfinancialinsti-
tutionsfromchargingconsumersfees
forpayingoverdraftsonATMs(auto-
matedtellermachines)andone-time
debitcardtransactions,unlessthecon-
sumerconsents(oroptsin)totheover-
draftservice.InJune2010itcompleted
theissuanceofextensiverulesimple-
mentingtheCreditCardAccountability,
Responsibility,andDisclosure(CARD)
Actof2009.InAugust2010itissueda
numberofrulesrestructuringtheground
rulesforU.S.mortgageissuers,andin
October2010itannouncedaruleto
protectrealestateappraisersfromthe
influenceofthosewithaninterestina
particulartransaction.

States’ views

NeilMilner,presidentandCEO,Con-
ferenceofStateBankSupervisors,mod-
eratedapanelthatprovidedthestates’
perspectivesoncommunitybankingand
banksupervision.Thepanelists,from
fourSeventhDistrictstates,wereJorge
A.Solis,director,IllinoisDepartmentof
FinancialandProfessionalRegulation;
KenRoss,commissioner,Michigan
OfficeofFinancialandInsuranceReg-
ulation;ThomasB.Gronstal,superin-
tendentofbanking,IowaDepartment
ofCommerce;andRandallL.Rowe,
banksupervisor,IndianaDepartment
ofFinancialInstitutions.
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Overall,bankingconditionsinthefour
stateshaveimprovedbutarestillfarfrom
satisfactory.However,theeconomicand
bankingpicturevariessignificantlyfrom
statetostate.Forexample,Iowaexperi-
encedslowergrowthintherun-uptothe
financialandeconomiccrisis,aswellas
alessseveredownturn.At6.8%,Iowa’s
unemploymentrateisrelativelylow.
Michigan,incontrast,hasanunemploy-
mentrateof12.8%andhasbeenunder-
goingahistoric,long-termrealignment
ofitsautomotive-dependenteconomy.
Illinoishasexperiencedbyfarthelargest

numberofbankfailuresintheDistrict—
38betweenOctober2008andNovember
2010.10Forallthestates,therecoverypro-
cessforboththebanksandtheunderlying
economiesisexpectedtobeprotracted.

Inresponsetoquestionsfromtheaudi-
ence,thepanelistsmaintainedthatre-
centdowngradesinbanks’supervisory
ratingsreflecteddeterioratingbanking
conditionsandnotanew,harsheratti-
tudeonthepartofregulators.Regulators
havebeencriticizedbothforbeingtoo
lenient(bytheirinternalinspector-general
functions)andforbeingtoosevere(by
theindustryandbyCongress).However,
thepanelistsarguedthatexaminers’
assessmentsarestilldrivenbyobjective
dataandalsocontendedthatmultiple
layersofreviewhelppromoteconsistency.

RegardingtheeffectsoftheDodd–Frank
Actoncompetitiontocommunitybanks
fromnonbanks,panelistsnotedthatthis
actlevelstheplayingfieldbysubjecting
nonbankstobank-likeconsumersuper-
vision.However,muchdependsonhow
welltheCFPBexecutesitsresponsibili-
tiesandisabletocollaboratewithits
statecounterparts.

Industry perspectives

TheIndependentCommunityBankers
ofAmerica(ICBA)isatradeassocia-
tionrepresentingcommunitybanks.
KarenM.Thomas,itsseniorexecutive
vicepresident,outlinedtheICBA’s
strategyregardingtheDodd–FrankAct

andassessmentofthepositivesand
negativesinthenewlaw.

ThomascalledtheDodd–FrankAct
“massive,landscape-changing,genera-
tionallegislation.”Sheemphasizedthat
fortheindustry,implementationwould
be“amarathon,notasprint,”because
manykeyelementsstillneedtobedeter-
minedthroughtherule-makingprocess
andtheindustrywillneedtocontinueto
exertitsinfluence.ICBArecognizedthat
financialreformlegislationwasinevita-
ble,Thomassaid,andsoughttoobtain
a“seatatthetable.”Itthenattempted

tokeepthefocusontherolethatthe
largestbanksandnonbankcompanies
hadplayedincausingthefinancialcrisis
whiledifferentiatingandprotectingthe
interestsofcommunitybanks.

AccordingtoThomas,communitybanks
achievedanumberofvictoriesinthenew
law.Forexample,FDICdeposit-insurance
assessmentswillnowbecalculatedona
differentbasis,whichwillsignificantly
reduceassessmentsforcommunitybanks.
Thecoveragelimitfordepositinsurance
waspermanentlyincreasedto$250,000,
andunlimitedcoveragefornon-interest-
bearingtransactionaccountsunderthe
FDIC’sTransactionAccountGuarantee
wasextendedfortwoyears.Inaddition,
policiesintendedtoreducesystemicrisk
andaddressthetoo-big-to-failproblem11
shouldreduceriskstothefinancialsys-
temandprovideforamorecompetitive
marketplaceforcommunitybanks.

Bankswithlessthan$10billioninassets
arealsogenerallyexemptfromexami-
nationsandenforcementactionsbythe
CFPB.Communitybankswillcontinue
tobeexaminedbytheirexistingbank
regulators,who,Thomasargued,have
abetterunderstandingoftheinterplay
betweensafety-and-soundnessandcon-
sumerprotectionthantheCFPBmay
have.Finally,bankingorganizationswith
lessthan$15billioninassetsobtained
somerelieffromtheDodd–FrankAct’s
restrictionsontrustpreferredsecurities.12

Thomasalsodetailedsomeofthedis-
appointingprovisionsoftheDodd–Frank
Act.Althoughbankswithlessthan
$10billioninassetswillbeexemptfrom
thenewinterchangerules,sheexpected
thattheruleswouldstillsignificantlyre-
ducedebitinterchangeincomeatcom-
munitybanks.Manycommunitybank
representativesalsoobjecttothecreation
ofastand-aloneCFPB,theexemption
ofautodealersfromregulationbythe
CFPB,therequirementthatshareholders
ofpubliclytradedcommunitybanksmust
begivenanonbindingvoteonexecutive
compensation,andnewreportingre-
quirementsforloanstosmallbusinesses
andminority-ownedbusinesses.

Thomasnotedthatwhetherthetoo-
big-to-failproblemisactuallyeliminated
andhowcommunitybanksareactually
affectedbytheCFPB,amongotheras-
pectsoftheimplementationofthe
Dodd–FrankAct,willnotbeclearfor
sometime.Sheconcludedbylistinga
widerangeofotherchallengescommu-
nitybanksnowface.Theseincludestra-
tegicissues,CRElending,theeconomic
andinterestrateenvironment,andthe
needtostrengthencapitallevelsand
riskmanagementinthecontextofthe
currentsupervisoryenvironment.In



1Communitybanksaretypicallysmallerbanks,
whichconductmostoftheirbusinessin
theirlocalcommunities.Thesizethresh-
oldmostoftenusedis$1billioninassets.

2TheChicagoFedservestheSeventhFederal
ReserveDistrict,whichcomprisesallofIowa
andmostofIllinois,Indiana,Michigan,
andWisconsin.

3Formoredetails,seewww.fanniemae.com
andwww.freddiemac.com.

4CRElendingreferstoloanssecuredbycom-
mercialrealestate(e.g.,officebuildings
andshoppingcenters),whoserepayment
typicallycomesfromrentalincomeor
sale/refinancingoftheproperty.

5Seewww.federalreserve.gov/newsevents/
press/bcreg/20091030a.htm.Thispolicy
wasissuedbytheFederalReserve,theFDIC,
theNationalCreditUnionAdministration,
theOfficeoftheComptrollerofthe

Currency,theOfficeofThriftSupervision,
andtheFederalFinancialInstitutions
ExaminationCouncilStateLiaison
Committee.

6Aloanconcentrationexistswhenasignifi-
cantportionofabank’sloanshavesimilar
riskcharacteristics.Forexample,aconcen-
trationmayexistforloansofaparticular
type(mortgages),toaparticularindustry,
orfromaparticulargeographicalarea.

7Seewww.csbs.org/news/press-releases/
pr2010/Pages/pr102010a.aspx.

8Seewww.bis.org/publ/bcbs176.htm.
9Aninterchangefeeisafeethatamerchant’s

bankpaysacustomer’sbankwhenamer-
chantacceptscardsusingcardnetworks,
suchasVisaandMasterCard,forapurchase.

10Incontrast,therewereninefailuresin
Michigan,threeinWisconsin,andonly

oneeachinIndianaandIowaduringthe
sametimeperiod.

11Regulatoryauthoritieshavestrongincen-
tivestopreventthefailureofalarge,highly
interconnectedfinancialfirmbecauseof
theriskssuchafailurewouldposetothe
financialsystemandthebroadereconomy.
However,thebeliefofmarketparticipants
thataparticularfirmisconsideredtoobig
tofailhasanumberofundesirableeffects,
includingreducingmarketdiscipline,en-
couragingexcessiverisk-taking,andincreas-
ingcoststotaxpayers.

12Trustpreferredsecuritiesarecumulative
preferredsecurities,issuedthroughaspecial-
purposevehicle,thatcombinethebenefits
ofdebtandequity.Thesehavebecomean
importantsourceofcapitalforcommunity
bankingorganizations.

spiteofthesechallenges,shepraised
communitybanksfortheirextraordi-
naryresilienceandpredictedthatwell-
managedbankswouldalwaysfindways
toovercomesuchchallenges.

Conclusion

Lemieuxalsoemphasizedthecontinuing
viabilityofthecommunitybankmodel.
Communitybanksaregroundedintheir
localcommunitiesandthusareableto
provideservicesthatarepersonalized
andtailoredtomeetlocalpreferences
andneeds.Bytransforminglocaldeposits
intolendingintheareaswheredeposi-
torsliveandwork,communitybanks
contributetolocaleconomicgrowth
andvitality.

Communitybanksembodythenotionof
relationshipbanking.Theyarelessde-
pendentthanlargerbanksonfinancial
modelsandthusareabletotakeaccount
ofawiderrangeoffactorswhenmaking
loandecisions.Inaddition,theyoften
canrespondtolendingrequestsfaster
thanlargerbanksbecausetheyhavea
moredirectwindowintocustomers’
financingneedsandcapacities.

Closingthesymposium,M.Anthony
Lowe,regionaldirector,FDIC,notedthe
contentiousprocessthathadledtothe
passageoftheDodd–FrankActbutalso
emphasizedtheclearbenefitsthelaw
providedforcommunitybanks.These
includethedepositinsurancechanges
notedearlier,aswellasattemptstoend

thetoo-big-to-failproblemandstrengthen
regulationofnonbankcompetitors.
Thecombinedeffectofthesechanges
shouldbetoleveltheplayingfieldfor
communitybanks.

LowepredictedthatCREloanconcen-
trationswouldtakeadditionaltimeto
resolve.Onthepositiveside,henoted
thatthepaceofbankfailureswasslow-
ingandthatthenumberoffailuresfor
2010asawholewouldbemuchlower
thansomehadpredicted.Somebanks
areseeingtheirearningsrecoverand
newcapitalbecomeavailable.Finally,
Lowestressedthatregulatorsarecom-
mittedtoworkingwithcommunity
bankstohelpthemthriveandcontin-
uetosupporttheirlocaleconomies.


