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Letter from Jerome H. Powell

For many community banks, the past year has been one of significant improvement. Bank balance
sheets have strengthened, with notable reductions in problem assets. Liquidity remains ample,
with many banks actively competing for prime lending opportunities. Yet despite this progress,
community bank earnings have not returned to precrisis levels, and many banks feel burdened by
the challenges of new and changing regulations and developing cybersecurity threats.

As time passes, the challenges facing community banks continue to evolve. This year’s research and
policy conference, Community Banking in the 21st Century, addresses a number of issues import-
ant to community banks. For example, we focus on how patterns of community bank formation,
behavior and performance have changed since the financial crisis and on the effects of government
policy on community bank behavior. In addition, new survey data collected by bank commissioners
across the country informs the discussions and furthers the opportunity for academics to examine
the issues.

I commend the state bank commissioners who conducted the survey and hosted town hall meet-
ings with community bankers during the spring and summer of 2014. I look forward to continuing
to build on our understanding of the industry as we combine the perspectives of researchers, regula-
tors and community bankers.

Jerome H. Powell

Governor

Federal Reserve Board of Governors

Chair, Subcommittee on Smaller Regional and Community Banking



Letter from John W. Ryan

long with Conference of State Bank Supervisors Chairman Candace Franks and Federal Reserve

Gov. Jay Powell, I am pleased to present this second report on the opportunities, challenges and
perspectives of community banks. The response following last year’s inaugural Community Banking
in the 21st Century research conference has been very positive, and I am encouraged by the increased
interest from researchers and by the increased number of academic papers that were submitted for
this year’s research conference. Academics and economists are presenting new research on commu-
nity bank performance, the effects of government policies on these institutions and their impact on
the financial system as a whole.

During last year’s inaugural conference, the Federal Reserve System and the CSBS issued a first-
of-its-kind report that assessed the challenges and opportunities community banks were facing from
data gathered through town hall meetings between state regulators and community banks. This
year’s report builds on that research, including quantifiable data gathered from a survey taken by
banks from across the country. This survey complements the qualitative research we received from
town hall meetings conducted this year. The survey data clarifies—and for some may challenge—
the anecdotal feedback state regulators hear from community bankers every day. Through both the
survey and the town hall meetings, we are able to put in perspective the challenges and opportunities
community banks are facing today.

Last year’s community banking research conference was an important first step in sharing research
related to community banking. Through an increased dialogue among the industry, academics and
policymakers, we hope to better understand the role of these institutions and the impact they have
on the communities they serve.

John W. Ryan
President and CEO, Conference of State Bank Supervisors
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Foreword from Candace A. Franks

As we come together for this second annual Community Banking in the 21st Century research
conference, I am honored to be able to present to you the culmination of the hard work and
research of my fellow state and federal financial regulators. Earlier this year, state financial regulators
held town hall meetings around the nation to continue the dialogue we started last year and to once
again learn from community bankers what new and continuing challenges and opportunities their
institutions face. It is critical that state and federal regulators continue to explore these important
issues that will impact the future of community banking. By doing so, we become better informed
of how the various aspects of our current system of supervision work and more capable of finding
right-sized solutions that promote a competitive, diverse and dynamic banking system.

Hearing the views of community bankers over the past several years, trends are beginning to
emerge that deserve our attention. First, it is becoming increasingly clear that banks are finding it
difficult to customize solutions that meet their customers’ needs. Community banks are feeling the
need to standardize and streamline their products to meet compliance requirements.

Furthermore, community bankers are finding that compliance itself is becoming more costly. The
increase in and complexity of compliance regulations is having a direct impact on bank profitability,
forcing banks to focus more of their efforts and time on compliance than on providing services to
customers. And as these community banks are struggling but adapting to regulatory expectations,
they also face increased competition from bank and nonbank financial service providers.

To meet the challenges of doing business in a 21st century environment, more and more commu-
nity banks are now turning to Internet and mobile solutions for their customers. While potentially
costly, community banks increasingly view technology solutions as an advantage they have over
other firms. Technology will continue to change the banking model for a long time to come in still
unexpected ways.

It is vital that we invest in new research and continue dialogue on the future of community
banking in this country. Conducting this research and continuing the conversation will undoubtedly
lead us to a clearer picture of the opportunities and challenges facing community banks and help
us develop a future system of supervision that provides for a strong, enduring future for the
dual-banking system.

Candace A. Franks
Chairman, Conference of State Bank Supervisors
Commissioner, Arkansas State Bank Department
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2014 National Survey Results

( :ommunity banks are
going through a period of

substantial change, and they

are responding to pressures to

develop business plans that

will allow them to thrive.

Some of the pressures are

coming from new regulations,

particularly concerning their
activities in offering custom-
ers residential mortgages. In
addition, pressures for change
are coming both from new
technology challenges and
from increased competition
from other financial service
industry businesses.

The Conference of State

Bank Supervisors (CSBS)

and state bank regulators

have conducted a survey of

community banks on a variety

of topics that will shape the
future of community banking.

The goal of the survey was to

provide a national view of how

bankers are thinking about
key issues facing the industry
and how they are responding
to changes in the market. The
hope is that these data will be
used by researchers to support
their work in the community
banking sector. This document
presents the results of the sur-
vey. These topics include:

* Lines of business pursued by
community banks, includ-
ing the lines of business they
are entering and exiting

e Community bank participa-
tion in the market for 1- to
4-family mortgages in light

of recent changes in regula-
tion of mortgage lending

e Effects of changes in tech-
nology and compliance with
regulations on the operating
expenses of community

banks

 Changes in competition in
the markets in which com-
munity banks operate

¢ Consolidation in the
banking industry, including
receiving or making acquisi-
tion offers

To develop the survey,
staff members of the CSBS
met with representatives of
several Federal Reserve banks,
the Federal Reserve Board
of Governors and academic
researchers with an extensive
background in community
bank research. This commit-
tee developed draft questions
that were refined by a pro-
fessional survey firm. The
survey firm developed the web
interface used by the respon-
dents, handled the technical
aspects of the data collection
and removed any potential
identifying information from
the raw responses before
forwarding them for analy-
sis. Respondents could also
provide contact information to
participate in follow-up stud-
ies. Subsequent studies will
provide a unique opportunity
to evaluate changes in these
banks over time and match
their responses with other
publicly available information.

Synopsis of the Results

The survey provided a
fascinating look into the
community banking sector.
The respondents were largely
state-chartered banks operat-
ing in a single state and engag-
ing in traditional banking
activities.

The planning group inten-
tionally focused a significant
number of questions on
mortgage lending. Bankers
have been vocal about the
compliance burdens associated
with mortgage lending. While
the ability-to-repay (ATR)
and the qualified mortgage
(QM)! rules have only recently
taken effect, bankers most
likely made the initial business
decision on how they would
respond to the new rules.
Understanding the impact of
these rules on bank lend-
ing and credit availability is
important to public policy.

The results of this survey
provide an early look into the
industry’s thinking. Banks con-
tinue to see opportunity in res-
idential mortgage lending but
have a mixed view of non-QM
lending. Assessing the ATR
and QM standards against
current exposures, bankers
generally identified a low level
of nonconformance, suggest-
ing the rules may generally
be in line with bank practices
while still requiring significant
changes in operations.

The survey identifies very
few banks looking to exit any
products or services. Areas
where banks are looking to
expand are largely centered on
technology, including mobile
banking, online loan appli-
cations and remote deposit
capture.

The increasing cost of reg-
ulatory compliance has been
a concern expressed by the
industry but difficult to quan-
tify. To encourage additional
data collection and research in
this area, the survey sought to
identify how increased com-
pliance costs are realized in
the bank’s operations. Almost
all banks realize these costs
through increased time alloca-
tion of their employees, overall
increased personnel costs, and
increased costs for third-party
vendors.

As banks grapple with a dif-
ferent regulatory environment
and assess the opportunities
from an improving economy,
it is a natural time to evaluate
merger opportunities. The sur-
vey asked four questions about
receiving and making offers.
Given the size of the industry,
the survey results do not seem
to suggest a signiﬁcant amount
of actual or planned activity in
this area.
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Comparing Survey
Respondents to the
Community Banking
Industry

This report is based on infor-
mation from 1,008 bankers
who completed the survey.

It is important to determine
how representative the survey
respondents are of all com-
munity banks. All but 23 of
the 1,008 survey respondents
identified their institutions as
state-chartered banks. For this
reason, we compare informa-
tion from the survey respon-
dents to information abour all
state-chartered banks. Com-
paring the survey respondents
to community banks in general
is especially important for this
survey because the percentage
of state-chartered banks that
completed the survey var-

ies widely among the states
(Figure 1). Survey respondents
were concentrated in several
states; eight states account for
609 of the respondents (60
percent). (These same states
account for 38 percent of all
banks and thrifts.)

Tables 1-4 compare
information about the survey
respondents to the same infor-
mation for all state-chartered
community banks.

Table 1 indicates that the
banks that participated in the
survey tended to be larger than
all state-chartered community
banks as a group. In particu-
lar, the percentage of survey
respondents with total assets
less than $100 million was less
than the comparable per-
centage for all state-chartered
community banks. Tables
2 and 3 indicate that the
survey respondents tended to
operate in more states and had
more branches relative to all
state-chartered community

12

FIGURE 1

Percentage of All State-Chartered Banks and Thrifts that
Participated in the Survey

banks. These observations are
consistent with the pattern in
Table 1, which indicates that
the survey respondents tended
to be larger than the general
population of state-chartered
community banks.

Table 4 indicates that
the ratios of 1- to 4-family
mortgage loans to total loans
tended to be lower on average
among the survey respon-
dents that provided complete
information on their 1- to
4-family mortgages than for
all state-chartered community
banks that had mortgage loans
in their portfolios. Differ-
ences in the distributions for
survey respondents and all
state-chartered banks in Table
4, however, are not large.
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TABLE 1

What was the asset size of your bank
as of December 31, 2013?

Banks in Survey

All State-Chartered
Community Banks

Numb Perc Numb Perc
1. Up to $50 million 79 7.8 635 12.7
2. $50 million to $100 million 167 16.6 944 18.8
3. $100 million to $300 million 414 411 1,961 391
4. $300 million to $1 billion 253 251 1,089 217
5. $1 billion to $2 billion 52 52 214 4.3
6. $2 billion to $10 billion 38 3.8 176 35
7. Greater than $10 billion 5 0.5 0 0
Total 1,008 5,019
TABLE 2
In how many states does your bank operate? EILS ST “C'L;':::;ft';a;';'::
N Per Per
1 state 895 88.8 91.8
2 states 76 75 57
3 states 23 2.3 1.2
4 states 2 0.2 0.5
5 or more states 12 1.2 0.8
Total 1,008
TABLE 3
How many branches does your institution EankslniSurvey “C'Lf“'am‘;ict';a;;j"::
currently have? —
Perc Perc
0-1 246 244 38.7
2-5 438 43.4 35.8
6-10 184 18.3 131
More than 10 140 13.9 124
Total 1,008
TABLE 4
As of Dec. 31, 2013, what share of the dollar BankelSlivey Ac':,;':::;ict';a;;'::
value of total loans held in your portfolio was
comprised of 1- to 4-family mortgage loans? pers Number | Per
0 to 10 percent 176 19.9 875 17.7
11 to 20 percent 236 26.7 1,249 25.2
21to 30 percent 194 21.9 1,150 23.2
Greater than 30 percent 278 314 1,673 33.8
Total 884 4,949
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Lines of Business of
Community Banks

Banks were asked to identify
their primary lines of business,
with no restrictions on the
number of lines of business
each bank could select. On
average, the respondents iden-
tified about four primary lines
of business; the largest concen-
trations of responses (Figure 2)
were in the following lines of
business:
¢ 1- to 4-family mortgage

lending (755)

¢ Commercial real estate

lending (754)

¢ Commercial and industrial

lending (647)
* Consumer lending (533)

e Agricultural lending (480)

Among the responses that
included “other” as a primary
line of business, the most fre-
quently mentioned was trust
services.

Survey respondents were
asked to indicate from a list
which products or services
they offered. On average, the
respondents checked about
eight services on the list. Fig-
ure 3 shows that the products
or services checked most
frequently were:

¢ Automobile loans (932)

° Unsecured consumer

credit loans (798)

¢ Second mortgages other
than home equity lines

of credit (738)

e Services involving electronic
banking (remote deposit
capture, mobile banking and
electronic bill presentment
and/or payment) (717)
Bankers were asked whether

they planned to start offering

one or more of the products or
services on a list in the survey
form. About 40 percent of the
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FIGURE 2

Primary Lines of Business (All that Apply)
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respondents said that they did
not plan to start offering any
of the products or services on
the list (Figure 4). The bankers
that planned to begin offering
products or services on the list
most frequently checked:

* Mobile banking (230)

e Online loan
applications (190)

* Remote deposit
capture (133)

Thus, plans by community
bankers to offer new products
or services reflect, to a large
extent, their plans to incorpo-
rate new technology into their
operations. Survey respondents
indicated reasons why they
expect to offer additional prod-
ucts or services, including:

e Competitive pressure

¢ Consumer demand and
convenience

e Profitability, including
expectation of increased
noninterest income

e Technological changes and
improved security

A comment from one
respondent tied plans to expand
product offerings to regulatory
burden: “We were forced to sell
to a bigger institution because
of regulatory costs and couldn’t
afford to add the services

)
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FIGURE 4
New Products Planned to Be Offered
in Next Three Years (All that Apply)
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FIGURE 5

Exit or Substantially
Limit Any Products
or Services in Next
Three Years

Yes 6%

No 94%

FIGURE 6

Products or Services to Exit
or Substantially Limit CAll that Apply)

requested by customers as plan to exit or substantially

each new service added comes reduce their product offerings

with more regulation.” cite regulation and compliance
Figure 5 indicates that only costs most often.

a small minority of commu-
nity bankers plan to exit or
substantially limit products
or services during the next
three years. Figure 6 indicates
the products or services these
bankers plan to exit or sub-
stantially limit. Bankers who
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1- to 4-Family
Mortgage Lending of
Community Banks

Figure 7 indicates that many
loans in community bank
portfolios are 1- to 4-family
mortgage loans. The survey
focused on the effects of recent
changes in government regu-
lations on the 1- to 4-family
mortgage lending of commu-
nity banks.

Roughly 12 percent of sur-
vey respondents indicated that
they do not make residential
mortgages or hold at least a
portion of them in their port-
folios. Although that number
is higher than the 1.5 percent
of all banks that reported zero
loans secured by 1- to 4-family
real estate on their year-end
2013 call reports, the discrep-
ancy is likely due to the fact
that loans remaining in port-
folios may have been booked
prior to a change in business
strategies.

Figures 8 through 18 reflect
a sample of 884 banks that
reported current mortgage
activity (active mortgage
lenders).

Figure 8 indicates a wide
range of opinions by com-
munity bankers on making
residential mortgages in
2014 that do not meet QM
standards (or mortgages with
terms that provide some legal
protection from claims that
they failed to consider the
ability of the borrowers to
repay their loans). Figure 9
indicates that the share of
active mortgage lenders that
plan to decrease their hold-
ings of residential mortgages
relative to 2013 is about equal
to the percentage that plan
to increase their holdings of
residential mortgages. Bankers

16

who anticipate reductions in
the dollar value of the 1- to
4-family mortgages of their
banks cited increased regula-
tion and compliance costs as
reasons for this change. Bank-
ers who expect the dollar value
of the 1- to 4-family mortgage
loans of their banks to rise
mentioned increased demand
for mortgage loans.

Figures 10 through 18 pro-
vide information on the effects
of changes in regulations on
the 1- to 4-family mortgage
loans provided by community
banks. About half of active
mortgage lenders are eligible
to make residential mortgage
loans with balloon payments
(Figure 10). Of these banks,
about two-thirds plan to
originate such loans with
balloon payments (Figure 11).
The ability to make balloon
loans in rural and underserved
markets was an important
accommodation made in the
Consumer Financial Protec-
tion Bureau mortgage rules.
Understanding why banks that
are eligible to make these loans
may not do so and the impact
on credit availability in these
areas is crucial to future public
policy.

Figure 12 provides infor-
mation on the mortgage loans
of respondents that would
not have complied with ATR
regulations. The percentage of
mortgage loans that would not
have complied with ATR reg-
ulations was 10 percent or less
for a large majority of active
mortgage lenders. In contrast,
some of the respondents
reported that 91 percent to
100 percent of their mortgage
loans would not have com-
plied with ATR regulations.
Thus, some of these banks
indicate that they will have to

FIGURE 7

1- to 4-Family Loans as a Percentage
of Total Loans by Size Class
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make major changes in their
business plans for offering 1-
to 4-family mortgages to com-
ply with the ATR regulations.
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FIGURE 8 FIGURE 9
Banks Making Non-Qualified Expected Change in Dollar Volume
Mortgages in 2014 in 1- to 4-Family Mortgages in 2014

29% - No 41% - It will remain about

7% - Undecided the same size as it was in 2013.

26% - Yes

31% - It will decrease
in size relative to 2013.

38% - Yes, but only 28% - It will increase
on an exception basis in size relative to 2013.

FIGURE 10 FIGURE 11
Eligible to Make Rural, Balloon-Payment If Eligible, Banks that Plan to Originate
Qualified Mortgages in 2014 Rural Balloon-Payment Qualified

Mortgages in 2014

35% - No 65% - Yes

50% - No

FIGURE 12
Percentage of Mortgage Loans That Would Not Have Qualified
under "Ability to Repay”
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Figure 13 displays survey
results on reasons why 1- to
4-family mortgage loans
would not comply with the
ATR regulations. On average,
each respondent checked two
reasons. Figure 14, in contrast,
displays the primary reason
checked by each bank. Results
are generally consistent in
Figures 13 and 14: The reasons

cited most often on why

1- to 4-family mortgages
would not comply with ATR
regulations were:

* Unaffordable debt-to-in-

come ratio (401)

* Inability to verify income
or assets (317)

e Weak or nonexistent
credit history (301)

For banks choosing “other”
for this question, the explana-
tion given most often was that
some borrowers had plenty
of asset wealth but a lack of
income.

Figure 15 indicates the
distribution of active mortgage
lenders by percentage of those
loans that would not meet
QM requirements. For a large

majority of these banks, the
percentage of 1- to 4-family
mortgage loans that would not
meet QM requirements was
under 10 percent. In contrast,
15 percent of active mortgage
lenders noted 80 percent or
more of their 1- to 4-family
mortgage loans would not
meet QM requirements.

FIGURE 13

Reasons for Not Qualifying Under "Ability to Repay” (All that Apply)

Unaffordable payments on loans secured by the same property
Inability to verify employment status
Unaffordable property taxes and insurance

Unaffordable monthly mortgage payment

Weak or nonexistent credit history
Inability to verify income or assets

Unaffordable debt-to-income ratio

FIGURE 14

Other borrower debts

Other

Primary Reason for Not Qualifying Under "Ability to Repay’

Unaffordable payments on loans secured by the same property

Inability to verify employment status
Unaffordable property taxes and insurance

Unaffordable monthly mortgage payment

Weak or nonexistent credit history

Inability to verify income or assets

Unaffordable debt-to-income ratio
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Figure 16 indicates the degree percent. This observation may W C ~Aar~ont - f Sct . Jr/ yaqe
to which the loans that fail indicate that banks are phasing > percent or active mortgag
to meet QM requirements out mortgage loans that fail to enders noted 80 percent Or
reflect loans originated prior meet QM standards, but data b ~ S
to 2013. For a large majority from prior years would be nec- more of their 1- to 4-famih

of the bankers that provided essary to confirm this possible

information on their 1- to change in lending standards. MO tq age 1[0ans wou 'd not
4-family mortgages, the per- o )

centage of loans that failed to eet QM /\/4\,‘\“\” ents.

meet QM requirements made
during 2013 was under 10

FIGURE 15
Percentage of Mortgage Loans that Would Not Have
Qualified as a Qualified Mortgage
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FIGURE 16
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Figure 17 displays survey
results on reasons why 1- to
4-family mortgage loans
would not comply with QM
requirements. The majority of
bankers provided one or two
reasons. Figure 18 displays the

'The primary reasons 1- to

4-family mortgages would not

comply with QM require-

ments are:

* Loans exceeding the 43 per-
cent debt-to-income ratio

threshold (514)

primary reason checked by
each banker. Figures 17 and
18 yield consistent results.

* Loans having a balloon
payment within the first
60 months (395)

FIGURE 17

Reasons for Not Qualifying as a Qualified Mortgage (All that Apply)
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FIGURE 18

Primary Reason for Not Qualifying as a Qualified Mortgage
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Impacts of Changes
in Technology

and Compliance
Regulations on the
Operating Expenses
of Community Banks

Technology Expense
Figure 19 indicates that the
technology expenses of com-

munity banks as a percentage
of their total assets tend to be
concentrated at relatively low
levels or at relatively high lev-
els: 5 basis points or less at 37
percent of banks, and 16 basis
points or more at 29 percent
of banks. The pattern in Figure
19 is consistent with the view
that community banks are
tending to follow very differ-

ent business plans on adopting
new technology. These banks
are making either large invest-
ments in technology relative to
their asset size or relatively low
investments in new technol-
ogy. The pattern in Figure 19
is consistent with the results

in Figure 4, in which about 40
percent of respondents do not
plan to offer any new prod-

ucts on the list, but the new
services that other respondents
plan to offer tend to involve
incorporating new technology
into their operations.

Compliance Costs
Compliance costs increased
for 94 percent of the respon-
dents. When respondents are
asked to list all the reasons

FIGURE 19

Technology Expenses as a Percentage of Total Assets
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Changes in
Competition

for increased compliance costs
(Figure 20), the following

drivers were identified most

frequently: The future for community

banks will be shaped by the
kinds of challenges they face
from competitors. Most of the
respondents expect competi-

¢ Increased time
allocation (848)

* Increased personnel

costs (807) tive pressures on their banks

to increase in the future: 45
percent expect somewhat more

* Increased costs for third-
party vendor services (800)
When asked to identify the

single most important reason,

competition, and 17 percent
expect significantly more
competition (Figure 22). A
small number of respondents
indicated that they anticipate
less competition in their mar-

the same three drivers domi-
nated the list (Figure 21).

ket areas. One reason respon-
dents cited for this decreased
competition was consolidation
among community banks.

About 36 percent of
respondents indicated that
they expect their banks to face
about the same level of compe-
tition in the next year (Figure
22). Comments by bankers on
why they expect competition
to remain about the same
included:

¢ The local market is already

competitive.

¢ Their bank is located in a

small or rural market that
is unlikely to support new
entrants.

* Loan demand is weak.
Respondents who antici-
pate greater competition were
asked to indicate the source of

greater competition, with an
option to select more than one
choice. They expect the great-
est competitive challenges to
come from other community
banks, followed by regional
banks and credit unions (Fig-
ure 23). Just 13 percent of the
responses cited competition

FIGURE 21

Biggest Contributor to Increased Compliance Cost

Loss of customers due to increased time
between loan application and final loan approval

Loss of profitable business lines

Loss of customers due to increased
paperwork and/or disclosure burdens
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FIGURE 22

Competitive Outlook
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from large banks (assets greater
than $50 billion). Comments
from survey respondents
mentioned increased compe-
tition from additional sources
not listed on the survey. These
sources included the Farm
Credit System; nonbank
service providers such as
Wal-Mart, Amazon, Google,
PayPal, Green Dot and eBay;
and other nontraditional
financial service providers.

Consolidation Among
Community Banks

The future of community
banks will also be shaped
by patterns of consolidation
among community banks
and acquisitions of commu-
nity banks by larger banking
organizations. Survey results
indicate that a large majority
of community bankers do
not expect their banks to be
acquired in the near future,
and they do not expect to be
involved in acquiring other
banks. Figures 24-27 show,

however, that consolidation
plans are on the agenda for
many community banks.
Figure 24 indicates that 11
percent of respondents have
received and seriously consid-
ered accepting an acquisition
offer in the past 12 months,
and Figure 25 shows that 21
percent of respondents expect
an offer during the next 12
months.

Comments from survey
respondents link reasons for
considering acquisition offers
to regulatory burden. One
banker said, “The appearance

[is] that institutions of our
size may not be viable in the
future.” Additional comments
communicate personal reflec-
tions on the stress of operating
community banks under what
bankers perceive as exces-

sive regulatory burden. One
comment mentioned “man-
agement fatigue,” and another
respondent said, “Banking is
not fun anymore.”

Figure 26 shows that 20 per-
cent of respondents have made
an acquisition offer in the past
12 months, and Figure 27
shows that 20 percent of the

FIGURE 23
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FIGURE 24

Received and Seri-
ously Considered
Accepting an Ac-
quisition Offer in
the Past 12 Months
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Expect to Receive
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FIGURE 26

Made an Offer
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FIGURE 27

Expect to Make
an Offer in the
Next 12 Months
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respondents expect to make
acquisition offers during the
next 12 months. It is not pos-
sible to relate these percentages
directly to the record on actual
mergers involving community
banks, because some mergers
may involve offers from more
than one potential acquirer
and, for some banks, expected
acquisition offers may never
occur. The actual rate of con-
solidation among community
banks is a fraction of these
percentages.

Conclusion

This survey presents an
overview of the community
banking sector of the banking
industry as described by com-
munity bankers. The pattern
that emerges from the survey
is that of community banks
pursuing substantially different
business plans. About 40 per-
cent of the survey respondents
plan no significant changes to
their products and services in
the near future, whereas many
of the other community bank-
ers plan major investments
in new services based on the
adoption of new technology.
Community bankers have
different plans for complying
with recent changes in regula-
tion of the underwriting of 1-
to 4-family mortgages. While
plans for consolidation are on
the agenda for many commu-
nity bankers, a large majority
do not expect to receive or
make acquisition offers during
the next year.

From the products and
services listed in the survey,
community bankers identified
their most important products
and services as various types
of loans. The most frequently
identified services included
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electronic banking, and in
their comments some commu-
nity banks added trust services
as important services provided
by their banks.

Just as community bankers
have a wide range of plans
for offering products and
services in general, they also
have a wide range of plans for
offering one of their import-
ant services: 1- to 4-family
residential mortgages. They
expressed many views on offer-
ing 1- to 4-family mortgages
that do not meet the QM
standards for legal protections.
In addition, the percentage of
community banks that plan to
reduce their mortgages during
2014 is about equal to the per-
centage that plan to increase
their mortgages.

More than 60 percent of
survey respondents expect to
face greater competition in the
future, primarily from other
community banks, regional
banks and credit unions.
Survey responses indicate that
a large majority of community
bankers have not received
offers from acquirers or made
offers to acquire other banks
during the past year. Survey
responses indicate, however,
that many community bankers
expect offers in the next year
or expect to make offers to
acquire other banks. These
observations indicate that
consolidation plans are on the
agenda for many community
bankers.

The mortgage lending
questions in this survey are
some of the most critical as
they reflect significant changes
in mortgage finance and the
traditional way banks have
engaged in this business. The
survey data suggest that the
majority of banks are engaged
in portfolio lending, and that

most of these banks have a rel-
atively small portion of loans
that would not have qualified
under the ATR and QM rules.
However, researchers and
policymakers will need to eval-
uate the impact of how these
banks respond to the new rules
on the local communities in
which these banks operate and
to overall availability of credit,
especially customized credit
designed to meet the needs

of the borrower. Because this
survey is an early look at bank-
ers thinking as they work to
implement the mortgage rules,
continued surveys and research
in this area will be crucial to
fully understand

the impact on traditional
community banking and
access to credit.

ENDNOTE

! The rule generally requires
creditors to make a reasonable,
good faith effort to determine
a consumer’s ability to repay
a consumer credit transaction
secured by a dwelling (excluding
an open-end credit plan, time-
share plan, reverse mortgage or
temporary loan) and establishes
certain protections from liability
under this requirement for a
QM. A loan satisfies the QM
requirements if, among other
things, it has a term of no more
than 30 years and adheres to
specific limits on points, fees and
risky features such as balloons,
interest-only and negative amor-
tizations.
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Introduction

State Commissioners Key to Leading Town Hall Effort

\ X Then creating the annual community bank research conference, the planners recognized that
i

ndustry engagement was vital for a successful outcome. Industry engagement needed to be

broad based, cover a range of issues and go well beyond those invited to the conference. The state
regulators were well-positioned to lead this effort, given that they operate at the local level and know
most, if not all, of the bankers in their states.

Thirty state regulators and more than 1,300 bankers participated in this process in 2014 in events
held between April and July. Events ranged from a series of small roundtables to large events with a

facilitator.
The states were given seven areas to explore:

1.

What do you consider the most promising opportunity for your bank this year, whether

it is growth from an existing line of business, new product or service, new market presence
or other opportunity? What is the single greatest challenge to your bank, whether it is
competition from another bank or nonbank, regulatory burden, weak economic conditions
or other challenge?

. Do you plan to launch any new products or services over the coming year? If so, what major

impediments could keep you from capturing new business or market share, and how do you
plan to address them?

. What areas of your business have been most impacted by new or evolving regulations? How

is your bank reacting to these regulatory changes? Have they changed your bank’s compliance
costs, and what have you done to adapt to any changes? What is the most effective way for
community banks to handle changing regulatory and compliance costs?

. Will recent mortgage rules (qualified mortgage, ability-to-repay, etc.) change the types of

loans you are willing to make going forward? If so, how, and how will this affect your bank?

. Which type of financial institution (credit union, large bank, nonbank financial institution,

etc.) poses the greatest competition to your institution and to community banks in general?
What competitive advantage do community banks have over these other types of
financial institutions?

. What characteristics are most important for community banks’ executive management

teams and boards of directors in today’s banking environment?

. What key changes in the dialogue or general attitude did you observe since last

year’s town hall meeting?

The questions were designed to complement the Community Banking in the 21st Century
national survey also presented in this publication. The results of the town hall meetings provide a

unique opportunity to connect the quantitative data in the survey with the stories and experiences

of bankers serving their communities.
The following provides an insightful look into these views as summarized by each state.
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Community Banking Town Hall Event Summary

State Agency Attendance Count
Arizona 13
Arkansas 3
Connecticut 36
Idaho 15
lllinois 50
Indiana 21
lowa 18
Kansas 36
Kentucky 34
Massachusetts 82
Michigan 19
Minnesota 16
Mississippi 34
Missouri 10
Montana 29
New Hampshire n
New Mexico 7
North Carolina 40
North Dakota 60
Ohio 120
Pennsylvania 76
South Dakota 42
Tennessee 50
Texas 165
Utah 5
Vermont 7
Virginia 81
West Virginia 16
Wisconsin 101
Wyoming 40
Total 1,337
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Arizona

Greatest Local
Challenges

Arizona community bankers
pointed to increasing reg-
ulatory burden as the most
pressing challenge facing their
institutions. At the heart of
the issue is a misunderstand-
ing by lawmakers and federal
regulators regarding the differ-
ences in the business models
of community banks and large
national banks. Community
bankers in the state feel that
the federal reaction to the
financial crisis has been too
focused on banks and not
enough on the nondepository
financial service providers
who caused the most harm
to consumers. The level of
trust between community
banks and their regulators has
decreased due to this critical
oversight. Arizona community
bankers also cited low loan
demand and competition from
nonbank entities for the few
customers who are seeking
loans as significant challenges.

Risks associated with
working with third parties
are another challenge for
community banks. Examin-
ers expect community banks
to address the systemic risks
associated with this work, but
community banks are con-
strained by long-term contract
restrictions, and there are few
alternatives to relying on these
service providers. In addition,
information from interagency
exams of service providers

is not delivered to banks in
a timely fashion. Regulators
could be significantly more
helpful in this area.
Competition from large
banks, credit unions and the
Farm Credit System is increas-
ing. Large banks are offering
attractive “teaser” rates that
community banks cannot
match. Credit unions are not
as big of a threat, but com-
munity bankers are concerned
with relaxed business loan
limits for these institutions.
In addition, Farm Credit is
increasingly seen as a competi-
tor for agricultural loans.

New Products and
Services

Arizona community bankers
generally feel unable to offer
new products and services to
their customers. Compliance
and risk assessment hurdles
have made it too costly to
develop and implement
new systems.

Changing Regulatory
and Compliance
Environment

It is critically important that
staff stay informed of ongoing
regulatory changes. Com-
munity bank management is
struggling to train newly hired
staff and provide ongoing
training to existing staff.
Between compliance costs
and training costs, commu-

nity banks have little ability

to invest in new services and
community engagement.
Community bankers in
Arizona feel that the new
ability-to-repay and qualified
mortgage rules will have a neg-
ative socioeconomic impact
on lower income families,
who will have limited access
to mortgage credit. Historic
losses do not suggest that there
is higher risk in the commu-
nities that are served by the
state’s community banks.
In addition, the increased
amount of disclosures and
paperwork involved in mort-
gage lending will increase
the costs for all consumers.
In today’s regulatory envi-
ronment, banks that engage
in mortgage lending will be
required to have a unique
skillset to manage the risk
of noncompliance.
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Arkansas

Greatest Local
Opportunities and
Challenges

Arkansas community bank-
ers believe that their greatest
opportunities over the coming
year will come from new or
expanded market presences
rather than new products or
services. Community bankers
prefer expanding their banks’
footprints, perhaps through
acquisitions, to launching new
products or services, which
can be very costly endeavors.
Indeed, none of the Arkansas
community bankers indicated
specific plans for releasing new
products or services over the
next year.

Community bankers high-
lighted their ability to identify
and attract qualified employees,
and this issue’s impact on man-
agement succession planning,
as one of their chief concerns.
Overall, Arkansas bankers
believe they face a variety of
challenges in today’s environ-
ment, and they feel strongly
that improved economic condi-
tions can help banks to absorb
many of these challenges.

As far as competition is
concerned, Arkansas com-
munity bankers believe other
community banks pose the
greatest competition in their
respective markets. Larger
banks are not as significant a
competitor as other commu-
nity banks, because com-
munity banks tend to offer
better and more competitive
rates, products and services
than their larger counterparts.
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Credit unions always pose a
competitive threat to com-
munity banks, but compe-
tition from the Farm Credit
System is also increasing. One
particular banker noted that

a Farm Credit entity is trying
to attract the bank’s largest
and strongest customers. Farm
Credit operates with fewer
regulations, and its funding
source allows for attractive
rates and terms.

New Mortgage Rules

Collectively, Arkansas
community bankers agree that
recent changes in mortgage
rules will change the types
of loans banks are willing
to make going forward, and
the new rules have already
changed the loan process in
some areas. Mortgage rule
changes result in a much
longer and delayed process
for making a mortgage loan.
Community bankers indicate
that it is now a much more
difficult process to originate a
loan, unless that loan is to be
sold in the secondary market.
Arkansas bankers indicate that
the rules are too stringent,
and prospective borrowers
cannot meet all of the new
criteria. The specific “check
box” criteria keep even strong
borrowers from qualifying for
some mortgage loans.

Changing Regulatory
and Compliance
Environment

Arkansas community bank-
ers agree that compliance costs

have increased over the past few
years. Specifically, one banker
noted that compliance costs in
his institution have increased
approximately 60 percent in
the past three years. In some
instances, banks are looking to
outsource some of the compli-
ance functions and use models
or other external sources to
appropriately staff and address
the increased need for strong
compliance programs. How-
ever, the need for qualified
internal compliance staff
continues, and both avenues
ultimately result in increased
costs to the institution.

Increased compliance costs
lead to margin compression
and have a direct effect on the
bank’s earnings and profitabil-
ity. Arkansas bankers indicate
that as costs increase, this
translates to increased fees to
consumers. Specifically, there
are not many opportunities for
“free checking” for consumers
in the current regulatory envi-
ronment. Community banks
are looking to offset higher
compliance costs, which is
likely to negatively affect
consumers.

In general, Arkansas bankers
indicate that the changing
regulatory environment has
impacted their reinvestment in
their communities. Specifi-
cally, the increased costs and
resources they must allocate
to stay on top of regulatory
changes result in decreased
time and money (contribu-
tions) that banks are able to
give back to their communi-
ties. Because they must devote

more resources to regulatory
compliance, the bankers
commented that their public
image has diminished in

their communities. Arkansas
bankers are concerned that a
declining community presence
will also negatively impact the
loyalty of the next generation
of customers. Unfortunately,
community contributions,
projects and resources are
some of the first areas banks
are forced to re-evaluate when
faced with trimming expen-
ditures and enhancing the
bottom line.

Important
Characteristics of
Bank Management and
Boards of Directors

Arkansas community
bankers agree that involve-
ment is the most important
characteristic of board and
bank management in today’s
environment. Bank manage-
ment needs a deep knowledge
of their customers and should
continue to be community-fo-
cused. Additionally, commu-
nity bankers feel that keys
to institutional success are
ownership involvement and
maintaining a vested inter-
est in the institution. Lastly,
Arkansas bankers noted that
management and the board
should always maintain a high
level of ethics and integrity.

Community Banking



Connecticut

Greatest Local
Opportunities and
Challenges

Community bankers in
Connecticut agree that the
most promising opportunities
available to their institutions
involve the expansion of activ-
ities in which they are already
engaged. Opportunities
include expanding market area
through acquisition or branch-
ing, improving processes for
greater efficiency and increas-
ing market share from large
institutions that are active in
the state. Community banks
are benefiting from increased
demand for commercial real
estate lending, commercial
and industrial lending and
small business lending. In
addition to the expansion of
existing activities, Connecti-
cut’s community banks are
seeking to gain new business
and retain existing custom-
ers through the increased
use of mobile and electronic
banking channels. Commu-
nity bankers are also confident
that improved relationships
and enhanced communication
between their institutions
and the state legislature will
contribute to more effective
advocacy efforts.

Community bankers in
Connecticut cited competi-
tion from other banks and
nonbanks, regulatory burden
and weak economic condi-
tions as some of the most
pressing challenges facing
their institutions. Banks in the
state see stiff competition for

both loans and the payment
system from unregulated
nonbanks and less-regulated
credit unions. Capital flows
to the less-regulated entities,
and these organizations are
able to adapt more quickly to
customer trends and to pro-
vide pricing advantages due to
fewer regulatory requirements.
The media tends to paint
banks and nonbanks with
the same brush, and mistakes
made by nonbanks are having
a negative impact on the repu-
tation of the banking industry.
On the topic of regulatory
burden, community banks in
the state remain challenged by
the level of resources needed
to address continued prolif-
eration of bank regulations.
Banks are finding themselves
unable to provide a high level
of customer service due to
the need to shift all available
resources to compliance. Lim-
ited resources make it difficult
for banks to respond to cus-
tomer demands for new prod-
ucts and services, including
mobile banking. Community
banks need to provide these
services to remain competitive,
but many institutions are find-
ing it difficult to absorb the
additional expenses associated
with development and rollout.
Other challenges exist out-
side of the control of financial
institutions, such as the low
interest rate environment
and a sluggish economy in
Connecticut. Both of these
factors are contributing to
increasingly thin margins, and
banks are struggling to find

new sources of fee income to

offset reduced profitability.

New Products and
Services

When it comes to offering
new products and services,
Connecticut community banks
are focused on pursuing tech-
nology-related initiatives such
as person-to-person payments
and mobile check deposit.
These services are considered
important in attracting and
retaining younger custom-
ers who tend to be less price
sensitive.

Enthusiasm for new ven-
tures is tempered, however, by
the significant cybersecurity
risks involved with electronic
banking. Some banks in the
state have taken a reputational
and financial hit stemming
from merchant data breaches.
Bankers agree that embracing
microchip technology could
significantly reduce the num-
ber of merchant breaches, but
disagree on who is responsible
for the slow implementation
of the technology. More
critical impediments to
cybersecurity include the costs
associated with cybersecurity
preparedness and the difficulty
of finding and retaining qual-
ified information technology
staff. Community bankers in
the state have discussed part-
nering to share information
related to electronic transac-
tions and cyberactivity with an
emphasis on preventing fraud.

‘Limited
resources
make it difficult
for :\a*fwkf) to
respond to cus

c%%r“\wrwcif
cts

tomer
orodt

for new

and services’

31



Connecticut

Changing Regulatory
and Compliance
Environment

Community bankers agreed
that compliance costs have
increased dramatically in
recent years. Due to the need
to evaluate regulatory impact
and compliance associated
with any new product or ser-
vice, banks noted longer prod-
uct development cycles than
nonbank entities. One banker
noted that his institution is
offsetting the cost of hiring
additional compliance staff by
curtailing new hiring in the
customer service department.
Due to increased compliance
costs as well as increased
regulatory costs associated
with examinations, banks are
forced to reduce costs through
creative and disruptive means.
Strategies for cost reduction
include outsourcing, and
reducing employee expenses
such as pensions and health-
care policies.

Connecticut community
bankers are wary of the Con-
sumer Financial Protection
Bureau’s (CFPB’s) new mort-
gage rules, and bankers agree
that management strategies for
their residential loan portfolios
have changed significantly
since the rules were finalized.
Strategies include:

* Using brokers and reduc-
ing the amount of loans
originated

e Focusing on loan documen-
tation and exceptions given
concerns about perceived
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board members include the
increasing time commitment
required and increased liabil-
ity. Community bankers agree
that attracting talented, skilled
and dedicated board members

disparate treatment for
Community Reinvestment
Act evaluations

* Keeping only qualified
mortgage (QM) loans in

portfolio e e
is critical to the success of

¢ Ceasing to originate high- community banks.

cost or exotic loans

Bankers expressed concern
for the lack of oversight in
the CFPB’s rule-making and
agreed that oversight and
requirements applied to the
other federal agencies should
apply to the CFPB. Connecti-
cut community bankers feel
strongly that their practices
did not contribute to the
mortgage crisis. There is
consensus among community
bankers in the state that all
loans held in portfolio should
be given qualified mortgage
status. Overall, bankers are
concerned with the level to
which their institutions have
to spend time and money
to develop new systems and
compliance infrastructure for
QM lending, despite ongoing
uncertainty about the actual
legal protections afforded by
QM status as well as the appli-
cation of the new mortgage
rules in upcoming examina-
tions.

Critical Characteristics
for Bank Management

Bank management and
board members need ongoing
training to remain cognizant
of regulatory developments.
Barriers to attracting new
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Idaho

Greatest Local
Opportunities and
Challenges

Despite the challenges
posed by increasing regulatory
burden and low interest rates,
Idaho community bankers
believe that there remain some
opportunities for growth.
Bankers in the state are seeing
an increase in demand for
custom construction lending
and commercial and indus-
trial lending. A rebounding
local economy, coupled with
improved conditions in nearby
states, is fueling new devel-
opment and increasing loan
demand among customers.
Although larger institutions
are competing for many of
the same customers, Idaho
community banks are benefit-
ing from increased antipathy
towards the biggest banks.
Idaho community bankers
stated that they still hold an
advantage over their compe-
tition through their ability to
use local decision-making to
quickly respond to customer
requests. This competitive
advantage is especially evident
in certain lines of business that
competitors are not experi-
enced in, such as agricultural
lending.

Idaho community bankers
pointed to regulatory bur-
den, especially in the area of
consumer compliance, as the
single greatest challenge facing
their institutions. Consumer
regulations, such as the
Consumer Financial Protec-
tion Bureau’s (CFPB’s) new

mortgage rules, have “driven
banks into a box” as they are
forced to treat every customer
the same. Designed to protect
consumers from unscrupulous
lenders, these rules have had
the unintended consequence
of depriving customers of
variety.

Staying “relevant” due to
outside competition, especially
from nonbank financial institu-
tions, is another challenge often
cited by Idaho community
bankers. Money service busi-
nesses and online payment sys-
tems are two of many sources
of competition. To retain
customers and to attract new
customers who desire mobile
interactions with their financial
services providers, community
banks need to invest capital in
technology. Competition from
credit unions is also increasing.
Some of Idaho’s community
bankers noted that they have
ceded the consumer loan
business to credit unions, who
have essentially assumed the
traditional community bank
role in the state.

Changing Regulatory
and Compliance
Environment

Community bankers in the
state share the perception that
the policies pursued by federal
regulators are counterintuitive.
Regulators want banks to offer
more products and meet the
specialized needs of consum-
ers; however, the preponder-
ance of new regulations is
making this nearly impossible

for community banks in the
state. Idaho’s community
banks perceive impediments
to offering new products and
services. Bankers cited a high
cost of entry for new products,
especially for technology-based
products that are attractive

to younger customers. While
focused on growing existing
lines of business, bank man-
agement is now also forced to
consider limiting or exiting
some of those existing lines,
specifically consumer and
mortgage lending.

Idaho community bankers
stated that consumer and
mortgage loans have been the
products most impacted by
new and evolving regulations.
Traditionally, consumers
would become customers to
get a home loan or other loan
and would then use the bank
for their other credit needs.
This type of relationship
lending has been critical to the
business model of community
banks. Idaho’s community
banks are no longer able to
exercise discretion and rely on
independent judgment in their
lending decisions. The new
mortgage rules, while difficult
for banks to understand, are
even more difficult to explain
to customers. Customers seek-
ing a specific type of mortgage
or other consumer credit prod-
uct are turning to nonbank
competitors who can offer
better pricing and terms, often
at the expense of increased risk
for the consumer. Community
bankers noted that a carve-out
from the CFPB’s mortgage

rules for all loans held in
portfolio would be helpful,
but they also stated that their
institutions can only portfolio
so many mortgages without
increasing risk in other areas.
Idaho community bankers
stressed that rural communi-
ties in the state have been hit
hardest by the new mortgage
rules. Banks operating in these
areas are unable to price in the
increased risk of lending in
rural markets.

Regulations geared toward
larger institutions present a
compliance burden that is pro-
portionately greater on smaller
banks. These institutions have
far fewer employees to tackle
an increasingly large work-
load, and the costs of hiring
additional compliance staff
further squeeze margins and
profitability. Margins that have
already been compressed by a
continued flat yield curve and
low interest rates are increas-
ingly stressed by the need
to dedicate these additional
resources to compliance. One
banker noted that only five
years ago, his bank had one
compliance officer compared
to the seven they have today.
There is concern that many
opportunities have been lost
because employees who would
be focused on developing
business are now working
on compliance.
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Greatest Local
Opportunities and
Challenges

[llinois community bank-
ers expressed that the mul-
titude of challenges facing
their banks outweighed any
opportunities that may be
available in today’s economic
and regulatory environment.
However, bankers in the state
noted that their experiences
interacting with state regu-
lators have been increasingly
positive. Bankers are also
finding it easier to communi-
cate with federal regulators.
These improved relationships
are providing institutions with
additional flexibility needed
to solve problems as they
arise. Community bankers in
Illinois engage directly with
the Federal Deposit Insurance
Corp., and many said that
they feel more comfortable
picking up the phone and
engaging in a conversation
with agency staff.

Regulatory burden was
consistently cited as the most
pressing challenge facing com-
munity banks in Illinois. Small
banks that have operated
in their communities for a
decade or more are struggling
to retain profits while divert-
ing resources to keep up with
new regulatory requirements.
One small bank with assets
fewer than $1 billion has had
18 exams in less than four
years from multiple agen-
cies. In addition, bankers are
struggling to keep up with and
provide necessary training to
staff in areas such as the Bank
Secrecy Act (BSA) and Office
of Foreign Assets Control
requirements. Bank employ-
ees typically receive training
outside of the office, making it
even more difficult for banks
to continue normal operations
with limited staff remaining

in the institution. One banker
who represented an institution
with less than $50 million in
assets stated that his bank has
had to hire a full-time compli-
ance officer for the first time
in more than 50 years.

Community bankers in Illi-
nois expressed concern with an
increasing disconnect between
the regulatory approach of
federal regulators and the
needs and circumstances of
local communities in Illinois.
Too often, federal regulators
have cited community banks
in rural counties for concen-
trations in agriculture without
recognizing that the areas in
which these banks operate spe-
cialize in this type of lending
due to their location and the
needs of their local communi-
ties. Small banks pride them-
selves on providing economic
benefits and stability to their
local communities. Commu-
nity bankers in Illinois feel
that the onslaught of new
regulations and compliance
requirements is crippling their
institutions to a point where
they can no longer effectively
serve the communities in
which they operate.

New Mortgage Rules

According to Illinois
community bankers, new
mortgage rules have made
the lending process extremely
complicated and have failed
to improve the process for
consumers. Participants noted
that community banks in the
state have always followed
thorough underwriting guide-
lines. The rules have limited
the ability of community
banks to exercise the discretion
that is central to the relation-
ship lending business model.
Even where regulators have
attempted to create tiered reg-
ulation, such as with the small

creditor qualified mortgage
exemption, there is evidence
that banks are hesitant to take
advantage of these carve-outs.
Banks operating on the edge
of the 500-loan requirement
feel constrained by the carve-
out, which does not distin-
guish between loans that are
held in portfolio and loans
that are sold to the secondary
market.

Focus on Management

Bankers in Illinois spoke
of difficulty in succession
planning and in attracting
qualified individuals to serve
on banks’ boards of directors.
The goal of seeking board
members who could attract
business to the bank has now
shifted to seeking members
who have deep experience in
areas such as BSA require-
ments and interest rate risk
liability. In today’s regulatory
environment, board mem-
bers must be more willing to
focus on paperwork related to
regulatory compliance, rather
than spending time engaging
with stakeholders in their local
communities.
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Greatest Local
Opportunities and
Challenges

Community banks in
Indiana continue to generate
opportunities for them-
selves by offering responsive
and flexible service to their
customers. Despite increasing
regulatory burden, commu-
nity banks are able to execute
decision-making faster than
their big bank counterparts.
Knowledge of local economic
conditions and circumstances
impacting customers allows
community banks in the
state to cater their services in
a way that large institutions
cannot. Currently, regional
banks operate 780 branches
outside of major cities in rural
areas of Indiana. The bankers
projected that 70 percent of
these branches will close in the
next five years as these banks
decide to pull out of rural
areas. Community banks are
determined to stay in these
communities, and they have
the opportunity to gain cus-
tomers from institutions that
are more focused on metro-
politan areas. Increased use of
technology is seen as another
way that community banks
can compete on the same level
as large banks.

Indiana community bankers
agree that the use of tech-
nology is important to their
customers. However, the costs
associated with producing
and implementing electronic
services present some of the
toughest challenges facing
banks in the state. One banker
noted that it is not bad loans
that keep him up at night.
Rather, the fears of bankers
in the state are centered on
cybersecurity and vendor man-
agement. Providing the tech-
nology that customers demand

while ensuring the security of
their systems is challenging for
small institutions with limited
resources already stressed by
rising compliance costs. Com-
munity banks also need to be
certain that vendors are dili-
gently working to safeguard
customer information. Bank-
ers would appreciate enhanced
information sharing from state
and federal regulators con-
cerning reviews of data service
providers and other vendors.
Often, information known by
regulators is not shared with
banks until problems occur.

Credit unions continue to
compete for the same custom-
ers as community banks. An
elimination of the advantages
and leveling of the playing
field between banks and credit
unions is near the top of the
wish list for Indiana commu-
nity bankers. Community
banks are also feeling the
impact of increased compe-
tition from the Farm Credit
System. Tax advantages and
less regulatory oversight allow
nonbank entities to operate
with significant advantages
over community banks.

Changing Regulatory
and Compliance
Environment

Community banks are a key
provider of credit in their local
communities. Many bank-
ers have been working with
particular families for genera-
tions. These institutions take
pride in maintaining customer
relationships, and their ability
to tailor products based on
the needs of their community
members is what distinguishes
them from larger institutions.
Unfortunately, new regulations
and changes in existing regula-
tions continue to discount the
business model of community

banks. According to bankers
in Indiana, the current regula-
tory environment has become
more product-sensitive and
less customer-sensitive.
Specifically, community
bankers pointed to the
Consumer Financial Pro-
tection Bureau’s (CFPB’s)
ability-to-repay and qualified
mortgage (QM) regulations
as an impediment to their
ability to exercise discretion
in extending residential loans
to borrowers. Just a year ago,
community bankers referred
to their ability to lend to
marginal borrowers as a
competitive advantage. Today,
this traditional community
banking trait is seen as a
liability. Given the uncertainty
surrounding the treatment by
examiners of non-QM loans,
many community banks in
Indiana will not be making
non-QM loans. Many com-
munity bank customers would
not qualify for a QM loan due
to falling under the debt-to-
income ratio requirements or
having income that is difficult
to validate. For these borrow-
ers, access to credit will be
restricted. These customers are
likely to take their business to
entities that are less regulated,
but whose products carry
more risk and additional costs.
Community bankers in Indi-
ana would appreciate if the
CFPB tweaked the mortgage
rules to clarify that all loans
held in portfolio have QM
status. Community bankers
also recommended that loans

sold into the secondary market

should not count towards the
500-loan cutoff for the small
creditor exemption.

The new mortgage rules and
other rules that have come
into effect over the past year
are contributing to rising
compliance costs for the entire

industry. Increased compliance
costs have a disproportionate
effect on smaller institutions.
These entities, already dealing
with constricted margins

due to a low interest rate
environment, must shift all
possible resources to compli-
ance. Upcoming changes to
Home Mortgage Disclosure
Act reporting requirements
are also expected to bring
additional regulatory costs to
community banks.

Staffing Difficulties

Community banks in Indi-
ana are struggling to attract
qualified directors, managers
and board members. Man-
agers at many institutions
will be retiring in the coming
years, making management
succession a top priority. It is
difficult to entice new staff to
move to rural areas and even
more difficult to ensure that
employee bases are diverse. It
is critical that management
teams develop succession plans
for both senior management
and the board of directors.
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Greatest Local
Opportunities and
Challenges

Although the challenges
facing their institutions are
numerous, lowa commu-
nity bankers are confident
that their institutions can
benefit from a diverse set of
opportunities. Smaller banks
in the state are seeing stra-
tegic opportunities in both
commercial and agricultural
lending. Community banks
are also experiencing increased
demand for wealth manage-
ment services. Given the large
number of community banks
in the state, banks that are
struggling with ownership or
management succession have a
wide pool of banks willing to
acquire their institutions. In
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addition, bankers are opti-
mistic about their ability to
gain new customers and retain
existing customers through
increased use of technology
and mobile banking services.
Regulatory burden was cited
as the most pressing challenge
facing community banks in
Iowa. Bankers feel that the
huge increase in employee
hours spent on compliance
has no benefit to consumers or
the economy. To the contrary,
rising compliance costs have
resulted in more expensive
products for customers and
less time available to work with
members of the community.
The tax advantages enjoyed
by nonbank financial institu-
tions such as credit unions and
Farm Credit System organi-
zations were noted as another
ongoing challenge for com-
munity banks. Credit unions
are competing for the same
customers as urban commu-
nity banks, while competition
in rural areas is coming from
Farm Credit. These institu-
tions are able to offer more
flexible rates on loans and have
been increasingly pushing into
lines of business traditionally
held by community banks.
Succession planning is
another challenge for com-
munity banks. It has become
increasingly difficult for insti-
tutions operating in rural areas
to recruit executive level talent.

New Products and
Services

Community bankers in
Iowa are eager to enhance
their offering of technology-re-
lated products such as mobile
and online banking. While
bankers see technology as
critical to being able to com-
pete with larger institutions,
bankers worry that there is

limited opportunity for profit
due to the costs associated
with implementation. Security
is also a concern, and commu-
nity bankers will need assis-
tance from third-party vendors
to help mitigate threats.

Changing Regulatory
and Compliance
Environment

New and changing fed-
eral regulations have failed
to take community banks
into account. While larger
institutions are able to easily
absorb rising compliance
costs, community banks are
forced to move resources from
other areas to stay afloat amid
an ocean of new regulatory
requirements. Community
banks are hiring additional
staff to meet regulatory
requirements, significantly
reducing profit margins that
are already stressed by tech-
nology costs and a low interest
rate environment. Compliance
costs related to items such as
lost time, salaries, auditing
and policy work are difficult
to determine. One banker said
that costs have increased by
$100 per loan file over the past
three years. Due to the prolif-
eration of regulations, training
costs have also increased. New
hires are overwhelmed by the
magnitude and complexity
of regulations, and existing
employees struggle to keep
up with constantly chang-
ing requirements. The vast
amount of training options
available makes it difficult to
determine which courses will
be beneficial to employees.

Iowa community bankers
agreed that mortgage lending
is the area of business that has
been most impacted by recent
regulatory changes. One
banker estimated that new

mortgage rules have added
four to six hours of work for
each mortgage application.

In addition, the Consumer
Financial Protection Bureau’s
narrow definition of “rural”
has made it difficult or impos-
sible to serve bank customers
in certain communities.
Nonbanks are increasingly able
to compete for residential and
consumer loans due to less
regulatory oversight.

Despite uncertainty sur-
rounding mortgage lending,
Iowa community banks are
determined to continue
offering residential real estate
loans. Approximately half of
Iowa community banks have
indicated that they will offer
nonqualified mortgage loans
and hold them in portfolio on
a very selective basis.

Management Issues

Bankers noted that federal
regulators have unrealistic
expectations for bank board
members. The responsibilities
of board members are numer-
ous; however, many board
members have professional
responsibilities outside of
the institution. Iowa bankers
agreed that diversity for both
the board and management is
very important. Not every-
one on a board should have a
banking background. Today’s
board members need to be
technologically savvy, com-
mitted to ongoing education
and not averse to risk analysis.
Occasional turnover is to be
expected and is necessary for a
healthy institution.

Community Banking
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Greatest Local
Opportunities and
Challenges

Kansas community bankers
noted their greatest opportu-
nity and advantage has histori-
cally been flexibility. However,
this flexibility is getting “reg-
ulated away” from them by
new rules that replace bankers’
judgment with box-checking
exercises. Community banks
must now rely on the loyalty
of their customers, which is
difficult given that consumers
are primarily price-oriented.
No amount of personalized
service can overcome signifi-
cantly cheaper loan terms.

With community banks
losing their flexibility, neigh-
boring credit unions and the
Farm Credit System are able to
offer more attractive rates. One
banker relayed that a credit
union competitor informed
him that he looked at the
bank’s rate sheet, and then sim-
ply undercut the community
bank. Another Kansas banker
said a Farm Credit organi-
zation singled out one of his
bank’s larger agricultural loans
and was eventually able to
poach the borrower by offering
loan terms that the community
bank could never match.

Changing Regulatory
and Compliance
Environment

Kansas bankers have seen
their compliance costs increase
in the wake of regulatory
reforms. These costs are having
a negative, material impact on
the bottom line of many com-
munity banks. One banker
shared how his institution was
forced to increase spending
on compliance staff. In the
past, his bank only needed a
part-time compliance officer,
but he now employed two

full-time compliance staff out
of 32 total employees. The
banker had to dismiss a loan
officer to hire a compliance
staff member. He estimated
that each compliance staff
member cost his bank 35 to
40 basis points. Addition-

ally, compliance is no longer
strictly confined to compliance
staff. All bank employees must
now be well-versed in regula-
tory compliance.

Even though the largest
institutions are the regulators’
primary targets, community
banks experience a host of
negative effects from rules
intended for their larger
counterparts. Regulators
might think their new rules
only have a marginal impact
on community bank activities,
but it is precisely these small
activities that add up and
translate into real economic
growth. On a broader level,
regulations are hurting Kansas
bankers’ abilities to fuel
economic growth in their
communities.

New Mortgage Rules

New mortgage regulations
are a serious threat to Kan-
sas community banks. One
banker from a town of 800
residents related how new
mortgage rules are hurting
both his bottom line and the
broader community. In this
rural community, the price
of a home may average only
$50,000. Some borrowers may
not have pristine credit, but
the banker noted his institu-
tion’s willingness to work with
these borrowers to keep them
in the community. In fact, the
Kansas community bankers
noted they were the only ones
in their market willing to
make such loans. However,
rigid new mortgage rules are
taking away the flexibility

community banks need to
serve their consumers, thereby
removing a primary source of
credit and banking services on
which rural communities rely.
A Kansas banker from
a $130 million institution
said home lending was a
cornerstone of his business.
He has seen more demand as
other banks flee from mak-
ing mortgage loans, but is
hesitant to fill the lending gap
due to uncertainty from new
mortgage rules. The banker
said, “I feel like I'm the rat in
the trap who's wondering if he
wants more cheese.” Another
rural banker noted that his
institution’s focus on charac-
ter lending would run afoul
of regulators’ stringent new
debt-to-income requirements,
even though the bank holds
its mortgage loans in portfo-
lio. The banker argued that
loans held in portfolio should
be exempted from qualified
mortgage requirements.

Important
Characteristics of
Bank Management and
Boards of Directors

Kansas community bankers
stated that smart, well-con-
nected individuals who are

engaged and speak their minds

make ideal directors. Such
directors reflect well on the
institution and provide good
guidance. However, commu-
nity banks face difficulties
attracting directors in today’s
environment. New rules and
regulations regarding bank
boards of directors have
increased their expected work-
load, increased their liability,
exposed them to higher risks
and stripped the position of
any of its former prestige
and reward.

New rules also have an
impact on a bank’s senior

leadership team. Older, more
experienced community
bankers in leadership roles are
frustrated with the new rules.
Many of these individuals do
not want to put in the time to
learn and navigate the chang-
ing banking environment

and are choosing to leave the
industry altogether. New rules
could lead to a mass exodus of
deep knowledge and experi-
ence from community banks.
While many senior leaders are
leaving, Kansas bankers noted
it is difficult to attract talented
senior management to rural
areas to replace them. Addi-
tionally, there are many fam-
ily-owned community banks
that have relied on drawing
management from the family,
which can be good or bad.
Many of the bankers noted
the importance of having solid
succession plans in place.
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Greatest Local
Opportunities and
Challenges

Community bankers in
Kentucky feel that there
are opportunities currently
available to their institutions.
Banks in the state are seeing
an increase in loan demand,
especially in commercial and
consumer lending. Agricul-
tural loan opportunities, as
well as loan demand from coal
mining operations, are grow-
ing, and community banks
are increasingly able to reach
into other markets through
participations. Some banks in
the state have expanded into
additional counties through
the purchase of existing
institutions. Despite increased
compliance costs, commu-
nity banks are finding ways
to improve staff efficiency.
Strategies include taking
advantage of automated sys-
tems to reduce fixed expenses
and working with outside
vendors to assist employees
with underwriting and other
time consuming responsibili-
ties. In addition, increased use
of technology has led to less
foot traffic in branches and
improved operating efficiency.

Community banks in the
state have numerous compet-
itors, including credit unions,
national banks, regional
banks, the Farm Credit System
and other nonbank entities.
Credit unions pose the most
significant competition to
community banks, and their

presence in the state is growing.
Credit unions benefit from a
significant tax advantage, and
they hold a large percentage of
market share in many areas of
the state. Large national and
regional banks benefit from
lower marginal costs and higher
lending limits, and they are
able to easily reach out to cus-
tomers given their large mar-
keting budgets. Farm Credit

is able to underprice banks

and lock in long-term fixed
rates. These entities are able to
circumvent regulatory require-
ments by securing commercial
loans with farmland, and they
are increasingly moving into
residential lending. In addition,
nonbank entities such as check
cashers, insurance companies,
lenders and brokerage houses
are not subject to the same
regulatory framework and have
lower compliance costs. Due to
increasing regulatory burden,
community banks are finding it
difficult to offer the same level
of customized, customer-fo-
cused service that has tradition-
ally distinguished them from
these nonbank entities.

New Products and
Services

Community banks in the
state recognize that to compete
with larger banks, they need
to offer customers access to
mobile and online banking
services. Many community
banks already offer mobile
banking and services such
as remote deposit. However,

institutions are lagging behind
larger banks in develop-

ing protocols and training
employees for cybersecurity
readiness. There are many
hidden costs associated with
producing and implementing
technology-based products
and services. Hidden costs
include staff training, hiring
of information technology
staff, equipment costs and
third-party contracts for
implementation and mainte-
nance. Vendor management

is a challenge, partly due to a
lack of information sharing
between regulators and the
industry concerning vendor
reviews. The largest cost and
concern for community banks
looking to increase their use of
technology is the responsibility
to absorb security and fraud
costs. Reputational risk is a
serious concern since banks
typically bear the brunt of the
blame for security breaches,
even if the breach resulted
from third-party errors.

Changing Regulatory
and Compliance
Environment

Community banks, already
faced with reduced margins
stemming from stagnant
economic conditions and a
low interest rate environment,
are struggling to remain
sufficiently profitable in a
constantly changing regula-
tory environment. The federal
response to the financial crisis
has failed to take into account
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the intricacies of the commu-
nity bank business model. No
longer can community banks
exercise discretion and rely
on their knowledge of their
customers. Current paper-
work and documentation
requirements have essentially
removed the personal rela-
tionship from banking. New
regulations encourage “plain
vanilla” products that need

to fit within certain parame-
ters. Any deviation from the
standard results in compliance
problems for community
banks. Banks are ceasing to
offer variable-rate loans, bal-
loon loans and other products
that consumers actively seek
out. Management teams are
finding that it is necessary to
have specialized personnel in
each lending area to prop-
erly comply with regulatory

requirements for each product.

It is no longer possible for a
loan officer to originate any
product. One banker noted
that he used to make twice the
number of loans with half of
his current staff.

Stafling needs related to
compliance costs are over-
whelming for community
banks, and there is the
perception that new rules have
led to an asset-size minimum
that community banks must
achieve to remain viable. As
loan demand has decreased,
personnel-related overhead
expenses have increased.
Banks attribute this quandary
directly to regulatory burden.

Many banks are unable to
even consider introducing
new products and services due
to rising compliance staffing
costs. There is no benefit to
consumers when bankers are
forced to put their brightest
employees in backroom com-
pliance positions.
Community bankers
expressed concern with the
zero tolerance attitudes of
regulators when it comes to
compliance. These exams
have a “gotcha” approach, and
examiners fail to consider the
difference between uninten-
tional errors and intentional
violations. In addition, bank-
ers are frustrated by inconsis-
tent applications of compli-
ance rules berween different
regulatory agencies.

Effects of New
Mortgage Rules

The Consumer Financial
Protection Bureau’s qualified
mortgage (QM) rule is forcing
community banks to treat
long-time customers like new
ones. There is no longer the
ability to customize a product
to meet a customer’s indi-
vidual needs. The new rule is
disproportionately affecting
borrowers from rural parts
of the state. It is difficult to
find qualified appraisers and
comparable properties in rural
areas. More importantly, banks
are experiencing difficulty
when trying to consolidate
or restructure loans for

troubled borrowers. Ken-
tucky’s community bankers
expect the new rule to lead to
increased foreclosure rates due
to the inability to work with
troubled borrowers. Despite
the challenges associated with
mortgage lending in today’s
regulatory environment,
some Kentucky bankers will
make non-QM loans on an
exception basis for existing
customers who do not qualify

for QM.
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Massachusetts

Greatest Local
Opportunities and
Challenges

Community bankers in
Massachusetts are optimistic
that their institutions can take
advantage of multiple oppor-
tunities to foster growth and
stability. Despite an industry-
wide movement toward online
banking, branching continues
to allow community banks
in Massachusetts to serve
new markets and bring in
new customers. Community
banks are also benefiting from
significant cost savings and
increased flexibility by leasing
existing real estate for branches
instead of constructing new
buildings. Additional oppor-
tunities include an increase
in construction lending and
increased demand for home
equity lines of credit.

Challenges facing commu-
nity banks in Massachusetts
are numerous. Community
bankers agreed that the
greatest challenge is planning
for the future in a world of
unknowns associated with
cybersecurity, regulatory bur-
den and credit risk.

Community banks face an
uphill battle when it comes
to cybersecurity prepared-
ness. Given the speed and
sophistication of cyberattacks,
institutions face challenges in
protecting their institutions
as they attempt to contain the
damage under rapidly chang-
ing conditions. Small institu-
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tions typically do not have the
information technology exper-
tise necessary to counteract
cyberattacks, which can range
from highly complex corpo-
rate account takeover attacks
to phishing attempts against
employee email accounts.
Increasing regulatory bur-
den stemming from a prolif-
eration of new and changing
regulatory requirements makes
it difficult for community
banks to develop strategic
plans for the future. More
time and money is being spent
on compliance-related costs,
resulting in less time available
to serve bank customers.
Another noted challenge is
increasing competition from
regional banks and credit
unions. Regional banks attract
customers with competitive
pricing and convenient loca-
tions. Large credit unions are
expanding into commercial
lending and other activities
traditionally performed by
community banks. Addition-
ally, there is concern about
large, out-of-state credit
unions that are increasingly
opening branches in the state.

New Products and
Services

In response to increased
demand from consumers for
faster and more convenient
banking options, community
banks in Massachusetts plan
to expand or upgrade existing
mobile services, including
the addition of mobile check
deposit, e-checking and
peer-to-peer payments. While
community banks see tech-
nological advancement as an
important goal, bankers share
concern that increased use
of mobile and online bank-
ing will make their physical
branch locations obsolete.

Despite this risk, offering
additional mobile services will
help to attract new customers
and will allow community
banks to remain competitive
against larger institutions with
more robust mobile offerings.

Changing Regulatory
and Compliance
Environment

Community banks in
Massachusetts are doing their
best to keep up with a rapidly
changing and complex regu-
latory environment. More so
than in previous years, banks
are hiring new employees or
consultants for quality control
and are dedicating additional
staff hours to policies, proce-
dures and general compliance.
Bankers noted that there are
many layers of sometimes
duplicative regulations. In cer-
tain areas, such as the federal
regulations that govern per-
missible bank activities, rules
between agencies are not con-
sistent, leading to confusion
and extra work for compliance
staff and management. Rules
are also inconsistently applied,
and enforcement seems
arbitrary, especially around
compliance with fair-lending
regulations and the Commu-
nity Reinvestment Act. One
bank representative noted that
bankers are essentially becom-
ing full-time compliance
officers who sometimes make
loans or offer other banking
services to customers.

Community bankers agreed
that the area of business most
impacted by new or evolv-
ing regulations is residential
lending. Institutions have
seen diminishing residen-
tial mortgage portfolios in
recent years due to secondary
market standards, and the new
mortgage rules will further

contribute to a decrease in this
business line. Massachusetts
community banks are still able
to offer first-time homebuyer
loans through local programs,
but overall credit availability is
anticipated to decline. Com-
munity bankers agree that
there is a large percentage of
the marketplace that will not
be served due to ability-to-re-
pay requirements, including
self-employed individuals and
younger borrowers with stu-
dent debt. Due to the severe
consequences associated with
making non-qualified mort-
gage (QM) loans, at least one
community banker indicated
that his institution would not
be making them. Bankers
suggested that there should

be a broadening of alternative
means of documentation.
Another suggestion was that
borrowers should be able to
sign a waiver recognizing a
non-QM loan, which would
shield banks from litigation
risk. Despite decreasing loan
demand and the challenges
associated with mortgage lend-
ing under the new Consumer
Financial Protection Bureau
rules, community banks in
Massachusetts are determined
to stay active in the residential
lending market.

Community Banking



Michigan

Opportunities and
Challenges

Michigan community
bankers readily cited chal-
lenges for their banks, and
potential opportunities were
often quickly paired with
related impediments. Oppor-
tunities are being driven
in large part by improving
economic conditions, which
are benefiting both individual
and commercial customers as
well as the banks themselves.
Home sales have picked up in
many markets, and individu-
als are also considering larger
consumer purchases. Busi-
nesses are seeking commercial
and industrial loans as well as
commercial real estate loans,
and construction has returned
in certain markets. A number
of bankers report commer-
cial customers are requesting
increases in existing lines of
credit. The improving econ-
omy has helped alleviate asset
quality issues, strengthened
institutions and permitted
bankers to dedicate more time
to what their business is all
about: helping the customer.

Technology-related initia-
tives and wealth management
services were viewed as other
areas of potential opportu-
nity. Community banks are
generally not early adopters
of the latest technology, and
decisions to move forward
with new customer-facing
applications are often driven
by clients and implemented to
complement current product
lines and services. Wealth
management was highlighted
by a number of bankers,
particularly in light of the
impending generational trans-
fer of wealth.

The most prominent
challenges facing Michigan
community banks fall into

the following broad catego-
ries: regulation, competition,
staffing and succession, and
market issues. A consistent
concern is increased operating
costs related to regulatory
compliance. Competitive
pressures have increased with
the improving Michigan
economy, and competition is
posed by a number of different
players within and outside the
traditional financial services
industry. Many bankers noted
difficulties attracting and
retaining qualified candidates
for management and board
positions. While the overall
state economy has turned
around, certain markets
continue to experience weak-
ness, and some bankers also
noted declining and/or aging
populations in their markets,
particularly in the more rural
communities.

Changing Regulatory
and Compliance
Environment

Michigan community
bankers know their cus-
tomers and their customers’
circumstances and try to do
what makes sense for them.
Community banking used to
be about developing a solution
to fit the customer’s needs,
and many feel it is becoming
the opposite. What standard
product is closest to fitting? If
the best solution falls outside
a standard, what are the poten-
tial regulatory implications?

Community banks are dedi-
cating significant and increas-
ing resources to consumer
compliance and Bank Secrecy
Act personnel, third-party
reviews, continual staff train-
ing and interpreting what at
times appears to be conflicting
regulations. Where once a sin-
gle employee could wear sev-

eral hats, community bankers

report adding the equivalent of

two to three full-time employ-
ees dedicated to compliance
due to the complexity of the
regulations and the scrutiny
applied by regulators.

Bankers expressed frustra-
tion over products and services
they can no longer offer due
to changing regulations or
perceived regulatory pressures.
Certain mortgage products
and balloon mortgages, in
particular, were common
examples. The concept of
“know your customers’ cus-
tomers” was also identified as
an impediment, particularly
for cash businesses and com-
plex depositor relationships
that involve a high number
of ACH transactions. Fur-
thermore, bankers fear that
increasingly complex demands
are causing directors to lose
the forest for the trees. At the
same time, it seems examin-
ers are continually coming
up with even more areas
that bank directors should
learn about and oversee. One
banker noted, “The pendulum
of regulatory oversight swung
too far in response to the
crisis, and I fear a permanent
‘us versus them’ relationship,
specifically on the federal side.
The relationship needs to be
repaired. Regulators used to
provide answers and help
with solutions.”

New Mortgage Rules

The qualified mortgage
(QM) and ability-to-repay
(ATR) rules are generally
viewed as impediments to indi-
viduals and the economy—
perhaps well-intentioned, but
ineffective. The rules are very
prescriptive, and the specific
documentation required is
burdensome for borrowers and
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slows down the origination
process. The rules have a signif-
icant impact on self-employed
individuals, in particular.
Michigan bankers were
divided on whether the QM
and ATR rules have changed
the types of mortgages they
are willing to make. Many felt
more direction is needed on
the potential implications of
making non-QM loans. Those
originating non-QM loans
noted that doing so requires
a great deal of work and

patience.
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Michigan

A number of bankers cited
the historical delinquency and
foreclosure rates of residential
mortgages held in their portfo-
lios, which are better than
national averages, as evidence
of the community banking
industry’s tradition of prudent
and responsible lending. Oth-
ers noted that QM and ATR,
if in place prior to the crisis,
wouldn’t have made a differ-
ence for borrowers in areas hit
especially hard economically
because their circumstances
changed as a result of the
recession. There was cautious
optimism by a few that the
rural petition bill and exemp-
tions for all portfolio resi-
dential mortgages, if enacted,
could make a meaningful
difference.

According to one Michigan
community banker, “The new
mortgage rules lead to higher
costs and longer loan processing
times for customers. Customers
don’t feel protected. They feel

inconvenienced, burdened.”

Competition and
Advantages of
Community Banks

There is no single greatest
competitor in the financial ser-
vices industry, but rather key
competition is often viewed
by product or service type and
can differ by market. Recur-
ring examples include credit
unions for personal and auto
loans; the Farm Credit System
for agricultural loans; large,
regional banks for commercial
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loans; nonbank firms for a
variety of financial transac-
tions, and emerging payment
systems that go around the
banking industry.

Michigan community bank-
ers were quick to point out the
advantages their institutions
hold over competitors, all of
which are distinctly rooted
in customer service and a
dedication to the community
as a whole. Bankers often
noted that community banks
actually answer the phone
when customers call. Custom-
ers can get the right answer the
first time, and can speak with
a decision-maker. Members
of the community know their
bankers as individuals and
know where they live. They see
them at sports events, church,
the grocery store, etc. They
trust their local bankers. The
core of community banking is
building relationships. How-
ever, some fear millennials take
a more transactional approach
to their financial needs and
may not value the concept of
relationship banking.

“At the heart of community
banking is a collection of sto-
ries about serving customers,”
another community banker
noted. “When a customer
complained, via social media,
that the bank’s ATM was
down, the CEO promptly
responded with an apology
and said he had $40 in his
wallet and that the customer
was welcome to have it to tide
her over until the bank opened
the next day.”

Important
Characteristics of
Bank Management and
Boards of Directors

Executive management in
community banking requires
a broad range of experience,

a commitment to continuing
education, and dedication to
the community. The breadth
and depth of knowledge
required of a CEO is stagger-
ing and seems to be ever-in-
creasing. Many bankers noted
difficulty in attracting qualified
candidates, especially in rural
areas, and that there appears to
be little interest in community
banking by college students.

Michigan bankers uni-
versally identified diverse
backgrounds as being a critical
component of the most effec-
tive community bank boards.
Individual board members
must be engaged, be able and
willing to learn, and be able to
make the time commitment.
Directors’ responsibilities
require a huge investment
of time, which, combined
with the potential individual
liabilities, deter some business
leaders from serving on bank
boards.

Executive management and
board members must be will-
ing to ask the tough questions
and always be looking for, and
be hungry for, new opportuni-
ties. The process of continually
identifying and evaluating
opportunities is crucial, even
if the ultimate decision is not
to pursue them. A community

banker noted, “Bank executive
positions require experience,
integrity and intelligence.
Banking’s not for dummies.”

Key Changes
Since Last Year

Few Michigan bankers
noted any key changes in the
dialogue or general attitude
toward community banks
during the past year. Locally
based institutions have always
had much better reputations
in the communities they serve
than the big banks. There
is mutual respect and trust
between community bankers
and their customers.

Political and regulatory
leaders seem to recognize the
value of community banks.
They understand the impor-
tance of such institutions in
serving the needs of individuals
and small businesses, as well
as their collective significance
in the broader economy.
However, few bankers felt the
positive rhetoric was reflected
in the rule-making process or
the application of the rules and
regulations by examiners. More
could be done to “right-size”
expectations and “risk-focus”
examinations. While politi-
cians appear to understand the
plight of community banks,
they seem to have little appe-
tite to do anything to remove
roadblocks and alleviate the
challenges.

Community Banking



Minnesota

Greatest Local
Challenges

Minnesota bankers focused
their discussion on regulatory,
compliance and competitive
challenges. Minnesota com-
munity bankers feel they are
being forced to act more like
big banks. Smaller commu-
nity banks are required to ask
more and more information
from their customers. The
value of the social capital that
small banks have earned in the
community is being reduced.
These requirements are dam-
aging the relationships that
community banks have built.

Changing Regulatory
and Compliance
Environment

to figure out new regula-
tions. Ultimately, Minnesota
community bankers feel that
they suffer from regulations
that were designed for larger
institutions.

Minnesota bankers feel that
regulatory relief would help
community banks increase
capital to help grow the Min-
nesota economy. Additionally,
Minnesota bankers believe
federal regulators should take
a more progressive stance on
community bank innovation.
For example, community
banks might be able to share
noncompetitive overhead costs
and collaborate more in rural
areas to decrease costs and
benefit the bottom line.

New Mortgage Rules

"The value of the social capita
that small banks have earned in
the co NIty Is ::;::ei'” reduceo

Minnesota bankers believe
that overreach in Washington
has resulted in rules that are
too complex and too numer-
ous as applied to the size of
their banks. The quantity and
complexity of the rules creates
uncertainty in the examina-
tion process and how different
federal regulators interpret the
law. Community bankers state
that this regulatory uncer-
tainty has turned their focus
from serving their customers
and from innovating to regula-
tory compliance.

Minnesota bankers state
that the quantity, complexity
and uncertainty of new regula-
tions impose costs that are dif-
ficult for them to absorb. They
feel that they cannot afford
all of the staff time required

Community bankers feel
that new mortgage rules, such
as the ability-to-repay and
the qualified mortgage (QM)
rules, put community banks at
risk and restrict credit to con-
sumers. Community bankers
believe that the rules do not
take the nuances of commu-
nity banks’ business models
into account. Minnesota bank-
ers state that they are afraid
to make non-QM or balloon
mortgage loans for fear of run-
ning afoul of new regulations,
even when they believe those
products have a good track
record. New mortgage rules
will ultimately restrict credit
in Minnesota communities
as banks pull back from real

estate lending.

Minnesota bankers
expressed hope their legislative
representatives understand
the problems that arise in
communities when credit is
restricted. Minnesota commu-
nity bankers believe that the
core of their business model is
their commitment to building
a strong community and that
they should not be penalized
for doing so.
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Greatest Local
Opportunities and
Challenges

Bankers from smaller com-
munity banks in Mississippi
(those with less than $500
million in assets) see growing
their existing customer bases
as their best opportunity.
Mississippi community banks
with more than $500 million
in assets are largely looking
to expand their footprints by
opening new locations and
entering into new markets.

Most Mississippi bankers
project that their earnings
will increase approximately
10 percent. They also expect
loan growth throughout 2014.
Banks that do not project
increased earnings for the year
are in markets where unem-
ployment still exceeds 10
percent, or that are in agricul-
tural areas in which farm loans
comprise a major portion of
their portfolios. Loan demand
is down in these markets due to
a string of excellent crop years.

Miississippi community
banks are also increasing their
investments in technology.
Opver the past five years, bankers
noted their technology-related
investments have risen any-
where from 10 to 25 percent.

A majority of Mississippi
bankers, regardless of bank
size, identify regulatory bur-
den as their greatest challenge.
Local economic conditions
present another challenge for a
number of community banks,
as a number of Mississippi

counties still struggle with
double-digit unemployment.

Most of the bankers
reported other financial
institutions to be their main
competition. While smaller
banks did not think they had
a competitive advantage over ast few vears
other banks, most larger banks b years.
perceived that they did have a
competitive advantage. Only
bankers from some of the
larger banks reported credit
unions as competitors. Many
bankers reported that the
Mississippi Land Bank, a part
of the Farm Credit System, is a
major competitor for many of
their loans.

New Mortgage Rules

Mississippi bankers report a
wide range of effects from the
qualified mortgage rule, based
mainly on the market areas
they serve. Many counties in
Mississippi are designated as
rural, low-income counties,
and institutions located in
these communities could
benefit from the Consumer
Financial Protection Bureau’s
small creditor exemption.

Changing Regulatory
and Compliance
Environment

Mississippi community
bankers note that regulatory
and compliance costs are a
tremendous challenge to their
institutions. Also, many bank-
ers reported Bank Secrecy Act
exams are now a major focus
of the examination process.

Community Banking

Opverall, most of the bankers
report that their regulatory
and compliance costs have
increased by approximately

25 percent, while some state
that their costs have risen by
as much as 50 percent over the



Missouri

Greatest Local
Opportunities and
Challenges

Missouri community bank-
ers see commercial, noncredit
services to be one of the most
promising opportunities for
their banks over the coming
year. The New Markets Tax
Credit program presents their
banks with additional business
opportunities. At least one-
third of bankers believe that
they will increase their loan
portfolios in the next year.

Regulatory burden is the
greatest challenge Missouri
community bankers face. Fed-
eral regulators fail to differen-
tiate between the community
bank relationship lending
business model and larger
institutions’ risks and prac-
tices. Nonbank competition is
also a major concern for com-
munity banks, specifically the
Farm Credit System, aggressive
credit unions, Internet lenders
such as Quicken Loans, and
even Wal-Mart. The slow pace
of the economic recovery has
also taken a toll on commu-
nity banks in Missouri. A
potential challenge looms once
interest rates begin to normal-
ize. Agricultural conditions
are currently good, due to
strong commodity prices and
low interest rates, but agricul-
tural banks could suffer when
interest rates begin to rise and
if commodity prices fall.

New Mortgage Rules

The ability-to-repay and
qualified mortgage (QM) rules
have negatively impacted com-
munity banks’ mortgage orig-
inations, hurting their bottom
lines and ultimately the cus-
tomers who look to commu-
nity banks for mortgage loans.
Simply put, borrowers are not
uniform, and new mortgage
rules strip community banks
of the flexibility they once had
to meet customers’ housing
finance needs through spe-
cially designed mortgage loans.

With new mortgage rules
coming out of the federal
agencies, one-third of Missouri
bankers report that they plan
to change how they approach
mortgage lending products
and services. However, an
even larger number of bankers
believe they will have to
withdraw from mortgage
lending if regulators do not
expand exceptions for making
non-QM loans. This belief
is driven by the fear that
community bankers might be
required to hold more capital
against non-QM loans.

Changing Regulatory
and Compliance
Environment

Missouri community
bankers state that regula-
tory compliance costs have
increased over the past few
years, and that their resources
are stretched thin as they
try to keep up with evolving

regulations. In their atctempts
to navigate and manage rising
regulatory costs, community
bankers have hired more com-
pliance staff, turned to outside
consultants and outsourced
compliance to third-party
providers to leverage their
resources.

With rising compliance
costs, Missouri community
bankers say they lack the
resources needed to explore
new products or services.
Bankers feel that they are being
regulated out of business, as
they spend hours creating
new products only to find
that there will be a regulatory
or compliance obstacle that
quashes the product before it
is implemented. Community
banks are hesitant to venture
outside of regulatory boxes for
fear of getting in trouble, and
this means more standardized
products and mechanical
processes that lead to fewer
consumer options.

Important
Characteristics of
Bank Management and
Boards of Directors

Community bankers high-
lighted intelligence, initiative
and integrity as essential char-
acteristics for successful senior
bank managers and boards of
directors. They are looking
for well-rounded leaders with
a wider range of banking
experience, including those
with backgrounds in retail,
wholesale and operations,

and who are also adept at risk
management. Community
banks need leaders who can
effectively communicate up
and down the organizational
chain and who are also open
to change.
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Greatest Local
Opportunities and
Challenges

In today’s economic and
regulatory environment,
community bankers in
Montana face challenges that
are numerous and complex.
Opportunities, where they
exist, are often coupled with
uncertainty and their own set
of difficulties. For example,
Montana community banks
are seeing renewed growth
within the home construction
industry—particularly in
the eastern parts of the state.
Despite this new business, the
increased compliance costs
associated with residential
real estate lending are causing
many banks to decide not to
engage in this type of lending.
In other parts of the state,
opportunities in real estate
lending are limited due to a
large amount of housing still
in flux because of the financial
crisis. Overall, only a small
portion of community banks
in the state expect to see an
increase in the dollar volume
of 1-to-4-family mortgages
in 2014.

Community banks in Mon-
tana continue to see increas-
ing competition from the
Farm Credit System, regional
banks and large national
banks. Competition from
Farm Credit is not limited to
agricultural real estate, and it
holds significant competitive
advantages over Montana
community banks in terms

of taxes, less regulation and
the ability to have appraisers
on staff. Large national and
regional banks are able to
offer lower rates and to handle
credits without the same level
of scrutiny that community
banks would undergo for
credits of similar size. As loan
growth in the state remains
low and liquidity levels remain
high, loan competition is
fiercest from these larger
institutions.

Changing Regulatory
and Compliance
Environment

Bankers in the state agree
that increased compliance
costs associated with real
estate lending present the
biggest challenge facing their
institutions. All Montana
community bankers indicated
that their compliance costs
have increased over the past
three years. Consistent with
the 2014 Community Banking
in the 21st Century national
survey data, the majority of
these increases are associated
with “people costs,” either
in the form of hiring addi-
tional personnel, third-party
vendor costs or increased time
allocation among existing staff.
In addition, finding qualified
compliance staff or attracting
qualified board members is dif-
ficult given the rural nature of
the state. Community bankers
are also increasingly concerned
by rising information technol-
ogy (IT) compliance costs and

the balance between wanting
to stay competitive through
the offering of mobile and
Internet banking services and
the significant costs associated
with doing so in a way that is
safe for customers and their
institutions.

When it comes to mortgage
lending, Montana’s results
from the survey show that
there is a hesitancy to take
advantage of the small creditor
exemption for qualified mort-
gage (QM) lending, or to offer
balloon loans in rural areas.
About 70 percent of Montana
community bankers indicated
that they are eligible to make
balloon-payment QM loans
in 2014 (significantly more
than the national average), but
only 50 percent of those banks
indicated that they will make
these loans (significantly less
than the national average).

Regulatory burden is also
cited by many Montana
community bankers as a factor
in their decisions relating
to mergers. Certain bankers
feel that their banks are too
small to survive and to be
profitable without increasing
their respective footprints
and obtaining more efficient
economies of scale.

Community Banking



New Hampshire

Greatest Local
Opportunities and
Challenges

New Hampshire com-
munity bankers see growth
opportunities in their existing
lines of business, particularly
on commercial accounts and
in terms of volume. There is
also opportunity for compe-
tition among the banks. As
an indicator of competition
among fellow community
banks, they are moving
into each other’s geographic
markets through branching
and expansion, specifically
in the southern tier of the
state. Larger community
banks in New Hampshire are
actively competing with the
big national banks, especially
through winning business
accounts by providing strong
customer service. New Hamp-
shire banks are also open to
merger opportunities that can
lead to cost savings and larger
market share.

There are more opportuni-
ties for growth in the southern
tier of New Hampshire than
in the northern tier. Bankers
located in the northern part
of the state indicate that the
economy there has still not
recovered. There is no new
business formation activity,
no expansion of business and
no consumer lending. Many
cash deals are being made on
residential real estate. Bankers
expressed a sentiment that
New Hampshire is really a tale
of two states: the northern tier

and southern tier.

New Hampshire bankers
feel that government reg-
ulation poses the greatest
challenge to community
banks. It seems that even state
legislators feel that business
is the enemy, with some state
legislators recently coming
after interchange fees in
proposed legislation. Regu-
latory burden has resulted in
significant time and money
spent on compliance. In addi-
tion, government interference
with bank business has gone
beyond regulation to imposing
government philosophies. For
example, “Operation Choke
Point” discourages banks from
doing business with certain
types of entities, despite those
entities being legal.

Government regulation and
oversight activities appear to
be tied to the negative image
of banks and antibusiness
sentiment in general. Federal
Deposit Insurance Corp.
examiners have described their
purpose as being to “protect
the consumer.” Community
banks are left feeling on the
defensive even though they
have done nothing wrong.
Generally, New Hampshire
bankers feel that customers are
happy with their community
banks, yet the banks are cast
as “bad.”

Additionally, the most
significant short-term prob-
lem is lower earnings. Interest
earnings remain down while
expenses are up, and rules and
regulations make it difficult to

collect “noninterest” earnings
such as overdraft fees and
interchange fees. Charitable
giving and employment are
lower due to higher costs and
lower earnings.

New Hampshire commu-
nity bankers strongly feel that
their greatest competition
comes from credit unions.
There is an unlevel playing
field in that credit unions
act as banks, with the ability
to have an expansive field of
membership and a patently
unfair tax advantage for doing
exactly the same business.
Credit unions are no longer
small, discreet groups with a
common bond. One credit
union in New Hampshire
advertises that “if you live and
work in N.H., you're a mem-
ber.” Credit unions comprise
a multi-trillion dollar industry
that is tax-exempt. They are
using their financial advantage
to expand, to take over banks
and to move into more profit-
able markets. Credit union call
reports and financial perfor-
mance reports are sparsely
detailed in comparison with
the information that banks are
required to report.

New Mortgage Rules

Some New Hampshire com-
munity banks are not chang-
ing the types of loans they will
offer but are tightening up the
rules regarding income. Others
are choosing to do only qual-
ified mortgage (QM) loans.
‘The smallest banks feel they

cannot risk making non-QM
loans. The QM regulations are
slowing down the loan process,
requiring approximately two
additional hours of work per
loan. This makes customers
and real estate agents angry
and adds to the negative image
of banks.

New Hampshire bankers
are concerned about their
ability to continue securitiz-
ing and selling loans on the
secondary market. They are
also concerned about the lack
of regulation around nonbank
loan servicers.
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New Hampshire

Changing Regulatory
and Compliance
Environment

New Hampshire bank-
ers’ compliance costs have
increased over the past few
years. One community bank
determined in 2012 that the
cost of compliance at that time
accounted for more than 90
percent of its total overhead
costs, and that compliance
costs have only gone up. To
manage compliance costs,
banks are using a combination
of third-party resources and
internal expertise, specifically
senior staff. Regardless of the
methods used, assessing and
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implementing rules and regu-
lations in a community bank
will always involve senior staff.

Customer service is the area
most impacted by new regula-
tions, as the plethora of lending
regulations promulgated by the
Dodd-Frank Act has moved
employees away from helping
customers to analyzing and
implementing regulations. Even
when a regulation ultimately
does not apply to the com-
munity bank, it still requires
employee hours to assess and
make this determination.

Bank consolidations will
continue unless something
changes. One New Hampshire
community bank’s decision to
sell was due, in large part, to
regulation. In five years, New
Hampshire bankers think they
could see approximately half
the current number of com-
munity banks in the state.

Important
Characteristics of
Bank Management and
Boards of Directors

The most important attri-
butes of today’s community
bank executive or director are
a positive outlook, adapt-
ability and a sense of humor.
Banks are looking for board
members who are more active
and engaged in business and
community, and individuals
who can be real contributors.
Like large banks, community
banks are about processes and
services. Unlike larger banks,
they are also about people and
community. Executives and
directors need to represent a
diverse spectrum and possess
an ability to create new busi-
ness and to get things done.

Community Banking



New Mexico

Greatest Local
Opportunities and
Challenges

Bankers in New Mexico are
optimistic about promising
opportunities stemming from
customer frustration with
larger banks. Attendees noted
that big national banks have
essentially abandoned New
Mexico by reducing their
emphasis on serving smaller
customers, allowing commu-
nity banks to gain customers
and profit. For example,
community banks in the state
are seeing increased business
from home builders who have
become more active after a
slow period that spanned the
past five years.

Unfortunately, the chal-
lenges identified by New
Mexico community bankers
far outweigh the opportuni-
ties available to their institu-
tions. The low interest rate
environment continues to
trouble banks in the state. The
financial crisis of 2007-09
caused New Mexico to lose
a significant number of jobs,
and the state’s economy has
been slow in returning to a
level where there is a healthy
and productive labor force.
The costs of compliance with
new regulations, when coupled
with low interest rates, have
taken an especially heavy toll
on small banks.

Another challenge facing
New Mexico’s community
banks is competition from

credit unions and nonbank
financial services providers.
Both are engaging in business
lending, resulting in commu-
nity bankers losing a signif-
icant portion of commercial
loan opportunities.

New Products and
Services

Community banks in New
Mexico are finding it difficult
to keep up with technological
advances within the industry
(such as mobile banking) due
to the high cost of implement-
ing these new technologies.
Capital and earnings that
were once used to support
these new services are now
being absorbed by compliance
demands. Due to a 91 percent
increase in compliance costs
over the past three years, New
Mexico’s community banks are
limited in their ability to offer
new products and services.

Changing Regulatory
and Compliance
Environment

Bankers in New Mexico
stated that the Dodd-Frank
Act has doubled the cost of
regulatory compliance and
increased the number of
days spent preparing for an
examination. Community
banks have been forced to
hire additional compliance
personnel, which has put
additional stress on profits.
New regulations have also
made it nearly impossible for

community banks to maintain
their “relationship lending”
business model. Due to
fair-lending risk and uncer-
tainty regarding the applica-
tion of new regulations like
the qualified mortgage and
ability-to-repay rules, some
community bank products
that were once offered may
no longer be available. Small
business owners in the state,
due to a lack of documenta-
tion surrounding income, are
having a difficult time quali-
fying for loans due to the new
mortgage rules. Many small
business owners have excellent
credit and equity but lack the
documented income to show
the ability to repay a loan.
Prior to the current regulatory
environment, community
bankers were able to exercise
discretion and accommodate
these customers based on
their long-standing business
relationships.

Further research is essential
to ensuring the survival of the
community bank business
model. The application of
one-size-fits-all regulations on
community banks will con-
tinue to suppress the growth
of community banks. The
current regulatory landscape is
limiting the ability of commu-
nity banks to work with small
businesses across the state. The
economy of New Mexico will
suffer unless regulators craft
rules that allow community
banks to operate and thrive.

Important
Characteristics of
Bank Management and
Board of Directors

Bank management and
board members must keep
actively involved in the over-
sight of today’s banking envi-
ronment. It is critical that they
have the skillset to stay focused
on the needs of the bank and
the flexibility to tackle issues as
they arise. Community bank-
ers in New Mexico recognize
the importance of bringing
in new board members with
experience in technology.
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North Carolina

The Future of
Community Banking

North Carolina bankers
have many questions about the
future of community bank-
ing, given the wide-ranging
challenges in everything from
regulations to economic devel-
opments to new technologies.
The future looks uncertain,
and the complexity of issues
facing community banks
seems to be only increasing.
For example, community
banks feel they could still
be suffering the fallout from
negative public perceptions of
“too big to fail” institutions.

With the long-term decline
in net interest margins, com-
munity banks are contemplat-
ing which products will allow
them to remain profitable.
Even if small institutions can
continue to pull in profits, the
industry seems to be facing an
employment crisis, and com-
munity banks are struggling to
attract new talent. The median
age of employees at commu-
nity banks is going up, and
training young bankers to han-
dle the complexity of today’s
banking challenges takes more
time. All in all, North Caro-
lina bankers are unsure about
what the future holds for their
institutions.

Community Banks and
New Technology

North Carolina community
banks are wrestling with the
potential benefits and possible
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challenges of adopting new
technologies. North Carolina
bankers are considering how
much they should be investing
in new technology, especially
mobile banking platforms.
They also believe that their
smaller size might provide
them with an edge over larger
banks when it comes to
adopting new technologies.
Mobile technology could allow
community banks to “play
larger than their footprint”
and might be a growth strategy
going forward. However,
North Carolina bankers also
expressed uncertainty about
how potential regulations
could impact mobile plat-
forms, and when to expect
such regulations.

Mortgage Market
Concerns and New
Mortgage Rules

North Carolina bankers
expressed concern that strong
potential borrowers are having
trouble getting suitable loan
products, due in large part to
the way the secondary market
is viewing community banks’
mortgage loans. One banker
reported difficulty in financing
rural homebuyers due to a lack
of interest from the secondary
market. This banker’s market
involves a lot of family land
and custom-built properties
(outside major homebuilder
subdivisions) that the sec-
ondary market is unwilling to
consider based on variations in
borrowing profiles and prop-
erty types. Another banker
reported documentation and
secondary market difficulties
with balloon loans. Although
this institution is in a rural
county with a total population
of less than 60,000, it also falls
in a metropolitan statistical
area. Therefore, it will not

benefit from the rural designa-
tion under the small creditor
rule. As a result, documen-
tation for non-QM balloon
loans is prohibitively difficult,
even though the economic
benefit from three- to five-year
balloon loans has a positive
impact on the local economy.

Rethinking Regulation
for Smaller Institutions

North Carolina bankers
were vocal about the complex-
ity of the current regulatory
environment. They ques-
tioned whether there were
significant regulations that
could be reduced, such as the
multiplicity and complexity
of regulations on what were
formerly simple matters.
Community banks report
lengthier compliance exams on
their small portfolios. As such,
the number of bank personnel
hours expended on exam-
inations has increased, and
bankers question whether the
rising regulatory compliance
costs add that much value to
the overall system.

North Carolina bankers dis-
cussed the idea of establishing
a multi-agency and industry
partnership that would work
to identify a certain number
of regulations each year for
elimination. For example,
such a commission could
consider Regulation B, which
implements the Equal Credit
Opportunity Act and privacy
notices. Bankers identified a
lack of consistency in enforce-
ment and violations in this
area. Additionally, North
Carolina bankers discussed
how assigning values to the
cost of regulations versus the
economic consequence of such
regulations could be helpful.

Community banks are con-
cerned that the impacts of new

regulations are not affecting all
players in the financial indus-
try equally. Regulators might
need to rethink how they deal
with smaller institutions, such
as amending or considering
additional factors beyond

the prompt corrective action
framework or the cost to the
Federal Deposit Insurance
Corp.’s deposit insurance fund
when closing a small bank.
Additionally, federal regulators
might expedite application
decisions for troubled com-
munity banks given that time
is very much of the essence in
these situations.

Questions still abound
regarding fair-lending compli-
ance. North Carolina bankers
are unsure how Home Mort-
gage Deposit Act (HMDA)
data is used, and worry about
the consequences and costs of
unintended fair-lending viola-
tions. They discussed whether
fair-lending violations should
involve an element of intent,
and if there should be safe har-
bor defenses for inadvertent
fair-lending violations that are
revealed solely on the basis of
HMDA data. North Caro-
lina bankers are also worried
about the effect of the many
unwritten and unimplemented
rules of the Dodd-Frank Act,
and question whether some
banks are simply too small to
survive in the current regula-
tory environment.

Community Banking



North Dakota

Greatest Local
Opportunities and
Challenges

North Dakota bankers
identified a variety of promis-
ing opportunities relating to
the current banking envi-
ronment. Specifically, they
addressed taking advantage
of the state’s growing econ-
omy by expanding current
programs and offering new
products and technologies.
Community bankers indicated
the growing economy has led
to increased loan volume and
pricing opportunities and has
allowed banks to branch into
new communities. Enhanced
mobile banking products were
also seen as a way of reach-
ing the market. Finally, they
recognized the ability to use
the Bank of North Dakota as a
way of accessing the secondary
housing market.

North Dakota bankers also
identified the possibility of
positioning their banks to take
advantage of rising interest
rates. Additionally, there may
be the ability to enhance
noninterest income by
offering products relating to
trust services and third-party
processing.

North Dakota bankers
face several challenges. One
such challenge relates to the
perceived regulatory burden,
or as one banker called it,
“regulatory fatigue.” Many
bankers indicated that their
banks have been forced to hire
both internal and external
compliance officers, and these
requirements have been costly
in both time and money. Fur-
ther, many bankers noted they
fear their regulators.

Another challenge noted
by bankers relates to compe-
tition from other nonbank
institutions and specifically

the unfair advantage that
some of these institutions have
over banks. These institutions
include the Farm Credit Sys-
tem, credit unions and various
other nondepository lenders.
As examples of the unfair
advantages that these groups
have over banks, one banker
addressed the “cherry picking”
of loans by Farm Credit and
the “tax-free” operations of
credit unions. The bankers
indicated that whether it is
the tax advantages of credit
unions, the ability of Farm
Credit to pick the best loans
available, or the lesser regula-
tions enjoyed by nondeposi-
tory mortgage brokers, banks
do not feel that they have any
significant advantages over
their competition. They also
indicated a concern that credit
unions would soon be able
to secure secondary capital.
Community bankers are also
concerned about the lines
of credit offered by farming
industry suppliers (aka suppli-
ers liens). Bankers indicated
that many farmers take advan-
tage of these credits to fund
their operations, and the liens
secured by the suppliers step
into a superior position to the
interests of the banks.
Community bankers also
indicated that banks are
having a difficult time finding
experienced bankers. This
is especially true for banks
located in rural areas and
located in the western side
of the state. Another area of
concern relating to employ-
ment had to do with health
insurance and the changes
occurring at the federal level.
North Dakota bankers
expressed an understanding
of the challenges surrounding
information technology secu-
rity and enhanced services to
customers. Security breaches

can seriously damage a bank’s
reputation, as any breach
would be seen as the fault of
the bank. The bankers also
recognized that the costs of
banking security are always on
the rise. As a result, it is a chal-
lenge balancing the need for
security and the costs of main-
taining the security. North
Dakota bankers added that
although customers expect the
best security available, they

are generally unwilling to pay
for it. Therefore, bankers find
that they often have to educate
customers about the costs of
security.

New Mortgage Rules

from regulations. The group
indicated that loan decisions
are no longer made on the
basis of safety and soundness,
but instead are made based on
compliance issues.

Changing Regulatory
and Compliance
Environment

North Dakota bankers
pointed out that the increased
mortgage rules have caused
many smaller institutions to
either quit offering mortgage
services or attempt to partner
with larger institutions that
are better able to deal with
regulations. In addition, the
bankers stated that instead
of referring borrowers to
community banks, local real
estate agents are increasingly
sending borrowers to non-
bank mortgage lenders. The
bankers partially attribute this
behavior to the fact that many
nonbank entities are regulated
to a lesser extent, or in their
view, are completely exempt

Community bankers indi-
cated that compliance costs
have increased substantially
due to the need for staff,
consultants, attorneys and
IT programming services.

As a result, some banks have
retreated from offering various
products, and in some cases
have ceased operations entirely
or have merged into larger
institutions.

While bankers see the need
to further train employees in
the area of compliance, they
have indicated that many of
their seasoned employees have
left employment with their
banks to avoid the stresses of
increased compliance. North
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North Dakota

Dakota bankers pointed out
that the limited number of
staff in community banks,
combined with the steep learn-
ing curve for new employees,
has in some cases resulted in
periods where the bank has a
lack of informed employees
able to comply with bank
regulations.

North Dakota bankers
reiterated their position that
mortgage regulation has
substantially impacted North
Dakota banks. Multiple
bankers stated that their banks
have experienced ever-increas-
ing costs related to the need
for compliance employees,
consultants and attorneys.
Additionally, the bankers
discussed the fact that their IT
software vendors struggle to
keep up with the increased and
evolving compliance burden.

Another area of evolving
regulation that was discussed
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related to FAS 166 (ASC 860):

Accounting for Transfers of
Financial Assets. The com-
munity bankers noted that
the accounting rule has had

a negative impact on banks
because it restricts their ability
to repurchase loans sold to a
participating bank, even when
circumstances have changed

for the bank.

Important
Characteristics of
Bank Management and
Boards of Directors

North Dakota bankers
asserted that a community
bank’s executive management
and board must be flexible and
willing to change, even when

such changes are uncomfortable.

Community Banking



Ohio

Greatest Local
Opportunities and
Challenges

Ohio community banks’
greatest opportunities are
fueled by continued economic
growth and lower unem-
ployment. Ohio bankers are
expanding in existing markets
as well as reaching out to new
markets for new customers
and offering new products.
Ohio community banks have
seen some growth in existing
markets as larger regional
organizations redeploy their
resources and products and
services. Ohio community
banks continue to enjoy an
advantage of knowing and
understanding their customer
base, which allows them a
potential advantage over
larger banking organizations.
Wealth management services
are another area of growth,
particularly in eastern Ohio,
which benefits from shale-
based energy production.

Ohio bankers mentioned
that finding the right per-
sonnel to work with new
customers in new markets
is a challenge. Additionally,
Obhio banks are struggling
with board and management
succession. It can be difficult
to attract good potential
directors and younger talent to
bank management. Commu-
nity banks noted that larger
regional banks are challenging
competitors, especially for
commercial real estate loans.

One banker expressed a con-
cern regarding pre-paid cards
that can function as a demand
account for the consumer,
potentially capturing what
may be viewed as the “under-
banked” population.

New Mortgage Rules

Most Ohio bankers felt
there would be no significant
impact from the new qualified
mortgage and ability-to-repay
mortgage rules. By and large,
Obhio banks are portfolio lend-
ers, and thus the impact may
be minimal, especially as it
relates to alternative mortgage
lending. Most Ohio banks
that were originating noncon-
forming products will likely
continue to originate portfolio
loans not covered by the new
mortgage rules. There is some
concern about the potential of
future litigation based on these
new rules. Bankers expressed
a concern regarding the
potential for a shockwave in
the mortgage lending market
when the first lawsuit is even-

tually filed.

Changing Regulatory
and Compliance
Environment

Ohio bankers remain con-
cerned with ever-increasing
compliance costs, especially
as the need for third-party
expertise is growing to meet
regulatory requirements. This
additional cost burden, along
with narrowing margins, is

putting increased earnings
pressure on Ohio banks. Some
Ohio bankers feel that con-
cerns about regulatory burden
just need to be accepted, and
that banks should put forth
best efforts to implement
changes resulting from new
regulatory requirements.

Important
Characteristics of
Bank Management and
Boards of Directors

Successful Ohio banking
organizations have boards of
directors and management
teams that have strong connec-
tions and active involvement
in their local communities.
Board and management teams
that can adapt to changes in
the marketplace, technology
and regulatory requirements
will have the best chances
of succeeding. Several Ohio
banks are working with
younger staff members from
a training perspective to build
the leaders of tomorrow’s
banking organizations, includ-
ing implementing a mentoring
program that pairs senior exec-
utives with more junior staff
members. Other Ohio bankers
are using more traditional
training sessions to facilitate
knowledge exchange.
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Pennsylvania

Greatest Local
Opportunities and
Challenges

For Pennsylvania community
banks, the most promising
opportunity is the return of
customers who are looking for
better customer service. Con-
sumers are commenting they
are tired of “big banks” and
their level of customer service
and like the face-to-face transac-
tions at local banks. Customer
service is a local community
bank’s competitive edge.

Most Pennsylvania com-
munity banks are hesitant
to develop new products or
services. They prefer to let the
larger banks lead with product
diversification and new tech-
nology opportunities. Once
these products and services
are proven and the costs are
reduced, community banks
will then adopt the new prod-
ucts to be competitive without
all the overruns from the
trial-and-error stage. However,
a few of the smaller banks were
adding features to electronic
banking to keep pace with
national trends. In addition,
banks are increasing their pres-
ence in online banking services
to attract the younger genera-
tion to community banking.

Pennsylvania bankers expect
a moderate improvement in
the economy in 2014. Small
businesses are expanding oper-
ations slowly due to a sluggish
economy. Consumer confi-
dence is low, as demonstrated
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by lower and slower “new
money” loan applications.

Most community banks
have little resources for new
product development. They
are stretched thin by the need
to cross-train existing person-
nel to cover all the regulatory
and compliance burdens and
by the need to bring in their
legal teams to address and
clarify the regulatory rules
regarding mortgages, capital
requirements, privacy laws and
information technology (IT)
threats.

Pennsylvania community
bankers see several challenges,
including the Federal Reserve’s
artificially low interest rates,
uncertainty over the contin-
ued implementation of the
Dodd-Frank Act, Consumer
Financial Protection Bureau
“trickle down” fears, cyberse-
curity concerns and a sluggish
economy.

Community bankers
expressed concern with
increased competition from
new market entrants such as
more aggressive credit unions,
Wal-Mart and nontraditional
lenders.

Cybersecurity issues are also
a concern among Pennsylvania
bankers. Banks with $300
million to $500 million in
total assets stated that a single
cyberattack could “shuctter the
bank.” Banks with higher asset
levels were adding additional
levels of internet security.

New Mortgage Rules

The qualified mortgage
(QM) rule and ability-to-re-
pay (ATR) standards have not
changed the types of loans
Pennsylvania community
banks are willing to make.
They state these rules make
litele difference, as they never
were involved in originating
risky mortgages. Many keep
their mortgages in-house and
rely on mortgage servicing fee
income. Some indicated they
will not approve a non-QM
loan due to potential litiga-
tion and reputational risk.
Pennsylvania bankers also
commented that, based on
their strong relationships with
their communities, they will
make occasional exceptions to
the rules to help those in their
communities. However, some
customers who need financial
assistance will ultimately pay
a higher price with another
institution.

Changing Regulatory
and Compliance
Environment

Some Pennsylvania banks
are targeting only QM mort-
gages, while the few that even
consider offering non-QM
mortgages are maintaining
them in-house. Due to the
changes in regulations, bankers
state they are losing their
competitive edge. Pennsyl-
vania community banks are
losing distinction from big
banks, including the number

of days it takes to close a loan
and the inability to approve

a loan based on a consumer’s
character. New regulations
have increased expenses, and
limited staff must be cross-
trained on all products.

'The overall regulatory bur-
dens being placed on commu-
nity-focused banks for compli-
ance, and the costs associated
with them, along with their
already reduced/compressed
margins, are an earnings
concern. Many community
banks are expressing that the
regulatory agencies do not
want them to succeed and are
more concerned with the larger
banks. Community banks are
stretched with their expanded
roles, including spending more
time with issues related to the
Bank Secrecy Act, the filing
of Suspicious Activity Reports
and the move toward increased
monitoring and reporting of
financial elder abuse.The most
effective way for community
banks to handle changing reg-
ulatory and compliance costs
is through dedicating more
staff and resources. While com-
munity banks with less than
$2 billion in assets were not
specifically tracking the com-
pliance costs, the majority of
banks in the survey stated they
had increased costs and time
delays. Some banks estimated
the cost increase to be as much
as 30 percent per loan.

Community Banking



Pennsylvania

Important
Characteristics of
Bank Management and
Boards of Directors

Pennsylvania community
bankers almost always turn
the discussion to the topic of
finding appropriate executive
management and directors,
since many are getting close
to retirement and succession
planning is a cause of con-
cern. Executive management
is typically replaced from
within the institution, but
there are limited exceptions.
They know the person, and
the person is familiar with the
bank’s policy and community
mission. Community bankers
are looking for candidates with
experience throughout the
different economic and regu-
latory climates over the past
20 years and who are able to
use that experience to protect
and grow their banks’ business
models.

Board directors are more
difficult to replace. Commu-
nity banks indicated that they
are looking for new directors
who are dedicated to the bank,
who are involved with the
community and who have
strong business backgrounds.
The challenges of obtaining
qualified board members
include the prospect of
increased board scrutiny and
possible legal actions against
board members.

Key Changes
Since Last Year

Pennsylvania bankers
definitely had a more positive
attitude since the last meeting.
Many are modestly upbeat
with the increase in mortgage
activity and commercial lend-
ing. They are also adapting to
the increased regulatory bur-
den and the increased threat
from IT issues.

More than half of the com-
munity banks in the survey
thought merger and acquisi-
tion activity would continue to
grow. Surprisingly, the smallest
banks were not necessarily the
ones discussing mergers and
acquisitions. Banks located in
niche markets were confident
about their future in banking,
whereas banks located in more
competitive areas with lower
asset levels thought merger
and acquisition activity would
continue.

Many of the institutions’
boards of directors have
become hesitant to expand
loan products and services.
Board directors are content
with their current business
models and refuse to explore
other opportunities. They
are “hunkered down” and
watching the slow economic
recovery and the lingering
regulatory uncertainty.

‘Pennsylvania

s community-focused

bankers are increasingly uplbeat
oout the Commonwealtn's stea
albeit slower-than-desired. economic

recovery. The S, both direct
and indirect, derived from the boom-
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South Dakota

Greatest Local
Opportunities and
Challenges

Strong economic condi-
tions in South Dakota are
contributing to increased loan
demand for the state’s commu-
nity banks. Bankers are also
seeing growth in their agricul-
tural lending portfolios as a
result of a recent moderation
in commodity prices. Com-
munity bankers are optimistic
that their institutions will be
able to grow into new markets
in the coming year.

The greatest challenge for
South Dakota’s commu-
nity banks is competition
from nonbanks. Traditional
competitors, including Farm
Credit and credit unions,
benefit from substantial tax
advantages. In addition, local
agricultural suppliers finance
their own products, leading
to a further reduction in
loan demand for community
banks. These suppliers are not
required to be licensed as lend-
ers under South Dakota state
law. Despite this competition,
community bankers still feel
that they are able to generate
business due to long-term
relationships they hold with
customers, loyalty to the
community and the ability
to provide more customized
products and services.

Regulatory impediments to
residential lending, especially
in rural parts of the state,
pose significant challenges for
banks and the communities
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in which they operate. The
lack of qualified appraisers is

a huge roadblock to residen-
tial lending in rural South
Dakota. The requirements of
the Federal Financial Institu-
tions Examination Council’s
appraisal subcommittee for
becoming an appraiser should
be reviewed to ensure that they
do not discourage potential
candidates from joining this
line of work. In addition, the
costs of complying with new
and changing regulations

have increased dramatically,
resulting in limited options
and higher costs for customers.

New Products and
Services

Only a limited number of
the state’s community bankers
indicated that they would
be offering new products or
services in the coming year.
Mobile applications are a focus
of banks; however, institutions
are wary of undertaking tech-
nology initiatives for multiple
reasons. Given the high costs
associated with implementing
new electronic products and
services, community bankers
do not expect to generate sig-
nificant revenue from mobile
and online banking applica-
tions. Despite the costs, these
initiatives are seen as critical
for the purposes of retaining
customers and competing
with larger institutions. Not
only are the costs of produc-
tion and implementation
significant, but community

banks must also absorb the
regulatory costs associated
with appropriate due diligence
and cybersecurity. Faced with
these compounding costs and
risks, many institutions have
decided to forego plans for

expansion in this area.

Changing Regulatory
and Compliance
Environment

Residential lending in rural
areas has been the area of
business most impacted by a
changing regulatory environ-
ment. The impacting regu-
lations are not limited to the
Consumer Financial Protec-
tion Bureau’s qualified mort-
gage rule, but also include
appraiser requirements and
requirements of the secondary
market to qualify a loan for
sale. Many rural communities
have been cut off from the
secondary market for years
due to a lack of qualifying
comparable sales. With regard
to the CFPB’s mortgage rules,
community banks in South
Dakota would like to see a
carve-out that would grant

qualified mortgage status to all

loans held in portfolio.

South Dakota’s community
bankers noted that compli-
ance costs have more than
doubled over the past three
to five years. Staff members
are burning out quickly, and

management teams are ﬁndlng

it difficult to recruit new loan
officers and other staff, espe-
cially in rural areas. Overall,

bankers feel that enhanced
compliance efforts offer no
benefit to the institutions or
their customers.

Management
Characteristics

Candidates must be willing
to take on an extremely
high level of risk with little
or no reward to serve as a
community bank director.
These positions used to be a
matter of pride and prestige
in rural communities, but
increasing liability has made
these positions difficult to fill.
Passion for the community
and the community banking
business model is necessary to
overcome numerous obstacles
while maintaining a positive
attitude.

Community Banking



Tennessee

Greatest Local
Opportunities and
Challenges

The greatest opportunity for
community banks in Tennes-
see is very much dependent on
the size and location of a given
insticution. Community banks
within metropolitan statistical
areas have seen an increase in
demand predominantly for
residential real estate loans.
However, maintaining a
balanced loan portfolio while
limiting reliance on commer-
cial real estate lending is a
challenge that has come with
growth in this business line. In
addition, growth in real estate
lending, coupled with the uni-
formity of products offered to
consumers, poses an increased
concentration risk for commu-
nity banks.

Smaller banks in rural areas
of the state have continued
to struggle with a lack of loan
demand. For these institutions,
the only “opportunities” may
exist in consolidation. Soaring
compliance costs have con-
tributed to an environment
where it is almost impossible
for small community banks
to provide an adequate return
to shareholders. Rather than
shutting down, merging with
other local banks could allow
these institutions to reduce
compliance costs and continue
to serve their communities.
Other opportunities are not
dependent on size or location.
For example, recent changes
in state trust laws have opened

doors for banks to provide trust
services to their customers.

New Mortgage Rules

The consensus among
community bankers in Ten-
nessee is that the new rules
have made mortgage lending
an exceedingly complicated
process. Senior employees with
years of mortgage experience
struggle with the uncertainty
surrounding the application
and interpretation of these
rules by examiners. The lack
of clarity presents a difficult
environment for banks that
pride themselves on doing
things the right way. Given
the difficulties faced by senior
staff, bringing new employees
up to speed on the rules can
be an insurmountable task. In
light of the new rules, bankers
will continue to approach
every loan with due diligence
and customers can expect to
see a slower loan environment.
For community banks in
Tennessee, the mortgage rules
exemplify the federal regula-
tor’s lack of understanding of
the community bank business
model. Qualified mortgage
(QM) loans are not structured
for the average community
bank customer. To best meet
the needs of their local com-
munities, some banks have
made the decision to take on
the risk of making non-QM
loans on a case-by-case basis.

Community bankers noted
that the new mortgage rules
and associated fair-lending

risk have forced their insti-
tutions to reduce or elimi-
nate the offering of certain
products, including consumer
loans. Community banks
have traditionally been able

to accommodate a customer
based on their individual
finances and needs. These
institutions would often make
the loans that the large banks
and the secondary market did
not want. Today’s community
banks are driven to a very nar-
row product base. Multigener-
ational relationships between
a community bank and its
customers can no longer be
taken into consideration.
Banks can no longer focus on
how to help their customers.
Instead, the focus is on how
to tailor a loan to make it
work within the framework
of the mortgage rules. Federal
regulators fail to understand
community banks” use of other
loan products such as balloon
loans and adjustable-rate
mortgages. Given that most
QM loans will be 15- or
30-year fixed mortgages, there
is concern among community
bankers that their institutions
and customers will be steered
into interest rate risk sensitive
instruments.

Tennessee’s community
banks need guidance from
federal regulators that will bet-
ter prepare them for upcom-
ing examinations that will
include compliance with the
mortgage rules. If given clear
guidance, community bankers

in the state would have the
ability to confidently vet their
product offerings and oper-
ations to ensure compliance.
Simple questions remain to
be answered, such as whether
compliance with the mort-
gage rules will be examined
through compliance or safety
and soundness examinations.
Overall, there is concern
about the negative impact

on local communities due to
these rules. When a bank is
unable to finance a home for
a deserving customer, there

is a trickle-down effect on
home builders, truck drivers
and suppliers. Employment
and investment in the local
economy will also suffer when
housing credit is constrained.
The mortgage rules make sense
for loans that are available for
sale; however, for banks with
skin in the game, these rules
should not apply.

57



Tennessee

Changing Regulatory
and Compliance
Environment

There is significant concern
about the “one-size-fits-all”
approach to supervision. This
approach runs contrary to the
relationship-based business
model of community banks
and limits the ability of institu-
tions to offer the right product
to their customers. Flexibility
used to be a key selling point,
yet in the current environ-
ment, banks no longer have
the opportunity to be nimble.
Products that can be offered to
consumers now look identical
to those provided by regional
or nationally active banks. To
be able to compete, commu-
nity banks need to be able to
differentiate themselves from
their large bank counterparts.

Compliance costs have
soared for community banks
in Tennessee. Some bankers
have noted as much as a 500
percent increase in regulatory
(compliance) costs over the
past five years. The prolifer-
ation of new rules has made
it impossible for a single
person to handle compliance
at a given institution. Some
institutions have sought to
build a comprehensive “team”
of employees to handle
compliance. Banks across the
state are seeking experienced
compliance staff who specialize
in the Bank Secrecy Act and
other compliance areas, and
it is very difficult (particularly
in rural areas) to find that
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kind of expertise. There are a
handful of private consultants
in the state that work with
community banks, yet even
their resources are limited.
Tennessee bankers have dis-
cussed the possibility of hiring
compliance personnel to serve
a group of banks. This appears
to be an attractive option for
banks struggling to hire expe-
rienced compliance personnel;
however, there is concern that
participating banks could face
increased systemic risk due to
the possibility of one mistake
being shared across institutions.
There is a need for an over-
arching supervisory approach
to the evaluation of new prod-
ucts and services. In addition,
there should be a learning
period following the release
of a new rule. Guidance is
still forthcoming on multiple
regulations, and community
banks fear that examiners will
fail to take this lack of clarity
into account when examining
institutions for compliance
with new rules. The primary
goal of policymakers should
be to “do no harm” when
considering new guidance.
To limit unintended conse-
quences for community banks,
federal regulators need to
carefully consider the costs and
benefits of proposed guidance
and regulations. Community
bankers in Tennessee continue
to look to federal regulators
for guidance that will provide
clarity on the application of
new rules.

Community Banking



Texas

Greatest Local
Opportunities and
Challenges

Community banks in Texas
are embracing technology to
compete with larger insti-
tutions. For example, Texas
bankers have found that
remote deposit capture is one
way to stay competitive and
are generally offering these
services to medium-sized busi-
nesses. However, technology
is also a double-edged sword
in that face-to-face customer
service is sacrificed. With
somewhat diminished person-
alized service that community
banks have historically offered,
they must compete more
aggressively in pricing. To
maintain the personal touch,
Texas bankers stated that they
are expanding their market
through mobile banking, and
more than a few bankers plan
on opening branches and
moving into new markets with

traditional physical presence
and community involvement.
Regarding risk management,
community banks are also
increasing investments in
technology, spending more on
fraud detection and data secu-
rity, and upgrading ATMs and
workstations due to the phase
out of Windows XP.

While Texas bankers stated
that they face challenging
competition from a wide vari-
ety of financial institutions,
they voice a greater concern
about competing against the
federal regulations coming out
of Washington, D.C. Regard-
ing institutional competition,
big banks often offer rates
and terms that community
banks cannot match. Credit
unions are now going after
larger commercial loans, some
as high as $5 million. In rural
areas, the Farm Credit System
is a very large competitor
and takes community banks’

high-dollar, high-quality loans

Many consumers
to go to pavyday

small-dollar loans,
they would prefer
oan from a 1K
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at rates and terms that are very
competitive. Many consumers
are forced to go to payday
lenders for small-dollar loans,
even though they would prefer
to receive a loan from a bank.
Community banks would love
to make these loans, but the
fear of noncompliance and the
reality of a prolonged “pen-
alty box” status if compliance
issues are alleged, have driven
many bankers out of this mar-
ket or at the least eliminated
small-dollar consumer loans as
an option.

New Mortgage Rules

Only a handful of Texas
bankers say that they will con-
tinue making non-qualified
mortgage (QM) loans, and
most of this group say the new
rules deter them from making
more of these loans. They
cite the inordinate amount of
time required to document
non-QM loans to perceived
federal standards. Historically,
bankers focused on character
and repayment capacity in
making mortgage loans, but
they have shifted to making
sure loans stay within the reg-
ulatory box. One banker noted
that his community bank
made about 900 loans last
year, but that he only expects
to make about 400 this year.

Texas bankers are more
concerned about the nega-
tive impacts from the abili-
ty-to-repay (ATR) standard.
Many good prospective loans
are turned down because of

ATR’s strict documentation
requirements. For example,
self-employed individuals
often lack the requisite docu-
ments needed to comply with
ATR. Additionally, many rural
customers are self-employed or
sole proprietors. Texas bankers
have been doing business with
these types of customers for
years on commercial loans,
but the new rules keep banks
from also extending them
mortgages.

Texas community bankers
were strongly supportive of
measures that would grant
QM status to loans held in
portfolio.

Changing Regulatory
and Compliance
Environment

Texas bankers stated that just
trying to keep up with the vast
number of regulations being
issued is a challenge, and once
they think they have a working
knowledge, new ones are
issued. New rules represent a
lost opportunity for the banks
because they must divert an
increasing amount of funds to
compliance issues, rather than
customer service and helping
customers meet their financial
needs. Banks would like to
grow by increasing services, but
the regulatory environment
forces everyone in the bank to
focus on getting compliance
right before expanding services
or exploring new opportuni-
ties.
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Texas

Basically, community
bankers feel they have been
regulated out of consumer
lending, which has been
especially detrimental to rural
community banks and the
customers in those markets.
Consumers are forced to get
the credit they need from
alternative lending sources,
such as payday lenders.

Generally, community bank-
ers are struggling to attract and
retain the necessary staffing
to keep up with all of the new
rules and regulations. Indeed,
half of the bankers stated that
they have been forced to hire
additional compliance staff,
and pay for these compli-
ance officers was roughly 20
percent higher than previous
compliance staff. Even with a
competent compliance officer,
outside consultants are usually
required to supplement the
compliance program, and costs
continue to rise.

Texas community bankers
believe the federal philosophy
toward compliance examina-
tions has deteriorated over the
past few years to a game of
“I'm going to get you” rather
than a balanced review of the
facts and, if inconsistencies
are identified, working with
the institution to achieve a fair
and timely remedial response.
Because of federal regulatory
pressures, community bankers
are now forced to focus much
more on compliance. One
banker estimated that his
institution spends about 70
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percent of its time on com-
pliance risk management and
only 30 percent addressing
general safety and soundness
issues. Another banker noted
that his bank’s compliance
exam took nine weeks, while
his safety and soundness exam
lasted nine days. The banker
was questioned about why

he had given a $3,000 loan

to a 79-year-old widow with
poor credit, but had turned
down another borrower with a
better credit score. The widow
had needed the loan to bury
her deceased husband, and
the banker expressed frustra-
tion about having to justify
every single one of his bank’s
actions.

Many of the bankers used
“intimidation” to describe
their federal compliance exam-
inations. They did not know
what they would be asked, and
examiners were combative and
often had the same questions
about the rules and regulations
that bankers had.

Texas bankers commented
about spending the most
money on fair-lending com-
pliance. They feel that they
cannot deviate from a scoring
matrix because the time and
expense is too high if an
examiner finds an exception.
Community banks feel that
examiners unnecessarily probe
to find problems with a bank’s
matrix. Bankers feel this reg-
ulatory attitude has stripped
them of the discretion they
once had and need to make

loans to service their commu-
nity. In the end, the banks and
consumers lose.

Ultimately, Texas bankers
believe that the federal gov-
ernment does not know the
true benefits and services that
community banks provide.
They feel like politicians and
regulators have given them lip
service since the crisis started,
and that new regulations
keep coming and negatively
impacting community banks
and consumers.

The Future of Texas
Community Banks

Texas bankers offered
a number of predictions
regarding the future of their
institutions and the character
of community banking in the
state. Some were optimistic
that there would always be
demand for the high levels
of customer service that only
community banks can offer.
Community banks will always
exist, even though they might
have to change their busi-
ness models. Other bankers
pointed to aging bank man-
agement, a lack of succession
plans, lucrative merger offers,
and regulatory costs and
fatigue as reasons for contin-
ued consolidation in the Texas
banking market.

Community Banking



Utah

Greatest Local
Opportunities and
Challenges

Utah community bankers
see the fairly strong economic
conditions in Utah as an
opportunity. Small business
growth will provide opportu-
nities for community banks.
Also, smaller community
banks seem to have an advan-
tage in customizing products
to meet their customers’ needs.
However, bankers feel that,
more and more, the regulatory
burden is limiting the ability
to customize and therefore
taking away this advantage.
Bankers mentioned that over-
regulation ultimately leads to
standardization.

In terms of new products
and services, Utah bankers
mentioned that the two
major issues with any new
product or service are infor-
mation security and regulatory
compliance. If these two areas
are not right, they likely will
not be successful. Consumers
expect information security
issues to be in the background,
but when problems surface,
this erodes confidence in using
electronic means for transac-
tions and becomes a prob-
lem and a hindrance to new
offerings.

Utah bankers face a number
of competitive challenges.
Credit unions have cornered
the consumer business market
and now are getting into
small business lending. Large

national and regional banks
are poaching smaller and
smaller business customers,
and they are willing to under-
cut rates to get the business.
Competition is also increasing
from the nonbank and nontra-
ditional arena. Alternative pay-
ment methods and branchless
banks are attracting customers.
However, community banks
feel their advantages over these
competitors continue to be
strong service and value-added
products.

Utah bankers mentioned
that customers are used to
very low loan rates, and as
rates continue to increase, this
may affect loan demand in the
future. Another major concern
is in the area of information
security. This is a huge area
and a growing concern. With
breaches, electronic theft and
fraud in the news, coupled
with increasing customer
demand for online and mobile
banking, it is a constant and
growing battle for community

banks.

New Mortgage Rules

Utah bankers stress that
new mortgage rules keep them
from helping and serving
customers like before. Going
forward, there can be no
customization of mortgage
loans. Banks are being forced
to make cookie-cutter loans,
which hurts community
banks’ historic ability to offer
flexible mortgage products.

Changing Regulatory
and Compliance
Environment

Utah bankers cited regula-
tory burden and costs as the
primary challenges to their
businesses. Their focus on
consumer compliance and
new mortgage requirements
has dramatically increased.
Most banks have seen costs
increase because of the need
to hire compliance personnel
and are spending substantially
more time in this area. Hiring
additional staff has resulted in
huge cost increases, and the
only way to sustain regulatory
changes seems to be through
growth.

Important
Characteristics of
Bank Management and
Boards of Directors

Utah bankers believe senior
leadership must be able to
adapt to change while remem-

bering their bank’s core values
and appropriate risk tolerance.
This is crucial in being able to
understand and operate within
the regulatory environment.
There are many smart, creative
people out there, but it is
tricky to be successfully cre-
ative within a heavily regulated
industry.

Board leadership must
possess integrity and have an
understanding of banking.
Boards should also reflect
a healthy cross section of
the community. Finally,

Utah bankers thought it was
important to have the right
chairman in place to provide
the guiding leadership and

vision for the bank.
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Vermont

Greatest Local
Opportunities and
Challenges

Vermont bankers see that
customer dissatisfaction
with large national banks
has created opportunities for
community banks. Customers
appreciate the personal service
they receive from community
banks.

The recession forced
Vermont’s community banks
to adopt many cost-saving
initiatives. Their overhead
costs have been reduced and
are now set. They are well-po-
sitioned for any improvements
in the economy. Thus, any
increase in the net interest rate
margin will flow directly to the
bottom line.

The community banks are
starting to see some improve-
ment in the economy. This
should provide increased loan
opportunities.

Improved second-gener-
ation technologies, such as
24-hour banking and mobile
apps, provide some promis-
ing opportunities to attract
a younger market. Vermont
bankers are not looking to
offer new products. Rather,
they are looking at new ways
to offer their products, par-
ticularly to a younger market
that increasingly uses mobile
and electronic banking.

The greatest challenge
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to community banks is the
prolonged low net interest rate
margin. The current net inter-
est rate margin is not sustain-
able. It negatively affects the
banks’ earnings and will make
it difficult for community
banks to survive.

The commoditization of
nearly every product and
service a bank offers makes
it difficult for a community
bank to compete and negates
one of the biggest advantages a
community bank can offer—
specifically, the quality and
personalization of its products
and services. One Vermont
banker stated that regulations
are so strict that they inhibit
operations and make every
product and service homoge-
nous. This limits innovation
and the ability to adapt loans
to the market he serves. The
banker argued that if all prod-
ucts and services are homog-
enous, his community bank
has to do everything like a big
bank, and he loses his ability
to compete.

In terms of local competi-
tion, credit unions are a high
concern for Vermont bank-
ers. The tax-exempt status of
credit unions poses a threat
to community banks. Com-
munity bankers do not see
credit unions using their tax
advantage to provide lower
interest rates on loans, to
provide better rates on savings
accounts or to put their tax
advantage back into the
community. Rather, Vermont
bankers see credit unions using
their tax advantage to build
bigger and flashier buildings
and to increase their advertis-
ing and marketing activities.
Community banks consider
this an unfair tax advantage.

Vermont bankers are also
concerned about the increasing
frequency with which credit

unions use the terms “bank,”
“banking” and similar terms in
their marketing efforts. Com-
munity banks are concerned
that a credit union’s ability to
use terms such as “bank” and
“banking” increases the advan-
tage credit unions already have
due to their tax-exempt status.
They are also concerned that it
desensitizes the public to the
differences between banks and
credit unions.

Changing Regulatory
and Compliance
Environment

The cost to comply with
regulations and mandates
has significantly increased,
resulting in costly allocations
of personnel and technology.
Vermont bankers are increas-
ingly concerned that banks
are an easy target to police
various activities and federal
mandates. Furthermore, these
unfunded mandates and
increased compliance costs do
not add to the bank’s prof-
itability; rather, they detract
from banks’ bottom line and
banks’ ability to serve their
customers.

In addition to hiring
personnel and purchasing
technology, community
banks must also contract
with third parties to comply
with increasing regulatory
burdens. Community banks
can no longer meet all of their
regulatory requirements with
in-house personnel. Contract-
ing with third-party specialists
creates additional burdens for
community banks, as they
must meet the due diligence
standards of federal regulations
before contracting with third-
party specialists.

Vermont community banks
are not given sufficient leeway
to market their services, and
they do not receive adequate

credit for the things they do
well. If the bank makes a loan
that is permitted by a regula-
tion, but is not strictly within
a safe harbor, regulators will
raise a safety and soundness
concern. This disconnect
between what federal regula-
tors are saying in examination
reports and what a regulation
permits creates a significant
challenge to the banks’ ability
to compete in communities
that they know very well.

Leadership Challenges
Facing Community
Banks

Vermont banks are having
difficulty finding eligible
candidates to fill middle- and
senior-level management
positions. Community banks
are increasingly having to
recruit out of state, but are
having difficulty filling the
positions due to a perceived
high cost of living in Vermont.
It is also difficult to compete
with the higher salaries offered
in non-rural areas. Vermont
bankers are concerned that
this could create a real void
of bankers with the education
and experience to manage the
banks as current management
teams move closer to retire-
ment.

Vermont community banks
are also having a diflicult time
finding qualified candidates
to fill vacant bank director
positions. Increased regula-
tory requirements, potential
personal liability and the
increased time commitment all
contribute to the difficulty in
persuading qualified candi-
dates to be directors.

Community Banking in the . el



Virginia

Greatest Local
Opportunities and
Challenges

Virginia bankers see oppor-
tunities in commercial lend-
ing, wealth management and
residential mortgage lending,.
The opportunities in commer-
cial lending and wealth man-
agement are consistent with
their outlook for the economy,
with 66 percent of the bankers
at least “somewhat optimistic”
on the 12-month economic
outlook. Virginia enjoys a
highly diverse and balanced
economy driven by state and
federal government, military,
manufacturing, information
technology, higher education,
agriculture and tourism.

Virginia banks believe they
will need to emphasize elec-
tronic banking and payments
over the next three years.

This is an expected reaction

to continued improvements

to technology, ease of adop-
tion and customer demand.
Virginia banks are generally
positive on their capabilities in
this area, with 71 percent of
banks stating they are at least
“superior to some” of their top
competitors in their technol-
ogy capabilities.

Virginia banks are facing
challenges in the marketplace
stemming from irrational
pricing and underwriting. This
is primarily occurring with
commercial loans, as many
banks chase the same opportu-
nities in a limited market.

Virginia bankers generally
describe a tougher competitive
environment, consistent with
the concerns expressed with
pricing and underwriting.
Almost no banker described
a less competitive environ-
ment. Looking to the future,
Virginia bankers are generally
open to strategic mergers, but
only a minority is aggres-
sively pursuing them. In a
rather interesting insight into
the future, Virginia bankers
were recently asked about
the impact of changes in the
banking industry. Fifty-four
percent responded that the
changes would be more than
some could handle, with an
additional 26 percent stating
that the changes would be
more than most could handle.

New Mortgage Rules

While opportunities in
mortgage lending appear
contrary to conventional
wisdom, many Virginia banks
operate in robust housing
markets that benefit from the
state’s major economic drivers.
Bankers expressed concerns

about complying with the new

mortgage rules, but overall
believe they have the ability

to comply. Many Virginia
bankers continue to see mort-
gage lending in particular, and
retail banking in general, as an
important profit center.
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Changing Regulatory
and Compliance
Environment

On the regulatory front,
Virginia banks continue to
be focused on the ongoing
implementation of the Dodd-
Frank Act and specifically
the start-up of the Consumer
Financial Protection Bureau.
At this stage of implementa-
tion, the concerns appear to
be mostly of the “unknown.”
While concerns about regula-
tory examinations remain, the
broad-scale concern seems to

be declining.

63



West Virginia

Greatest Local
Opportunities and
Challenges

Community banks across
West Virginia are seeking
to expand their markets
into areas with higher loan
demand. With the recent
decline in coal mine produc-
tion, banks in the southern
region will explore new
markets and find new custom-
ers, while banks in the eastern
region will take advantage of
a slight increase in real estate
values and a rebound in the
timber industry by increasing
land development and residen-
tial construction loans.

Personal relationships
remain the single greatest
competitive advantage of the
community banking business
model. West Virginia banks
will continue to employ the
traditional model of building
meaningful relationships with
borrowers in the communities
they serve, while also expand-
ing technology with particular
focus on new mobile banking
technologies to attract and
retain the next generation
of customers. West Virginia
banks are also prepared to
review, revitalize and market
existing product lines to gener-
ate new sources of revenue.

West Virginia community
banks have become increas-
ingly reliant on noninterest
income. New products and
services are often developed as
a means to supplement core
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profits. Some West Virginia
bankers have added, and
others are considering adding,
the sale of insurance and other
financial services to bolster
income. Community banks
throughout the state have
also initiated plans to expand
banking services through

new technology and mobile
banking.

Community banks face a
number of hurdles in devel-
oping and implementing new
product lines and new banking
service portals. Costs are a
significant factor for commu-
nity banks. Development and
infrastructure costs associated
with new lines of business
and new technology can be
prohibitive, especially when
considering size and scale of
the communities served in this
region. The cost of ensuring
regulatory compliance and
data security are also increas-
ingly significant.

West Virginia community
banks face a unique challenge
with regard to mobile banking
technology, as the community
banking business model has
always centered on face-to-face
transactional relationships
with the customers they serve.
As the use of new mobile
banking technology becomes
more widespread, bank
customers become further
removed from the bank, and
the relationship becomes
more remote. West Virginia
bankers feel they must find
ways to strike a delicate

balance between offering their
customers the convenience of
remote mobile banking while
preserving the important per-
sonal relationships they have
developed with the individuals
in the communities they serve.

West Virginia bankers also
report a challenge in find-
ing, recruiting and retaining
managerial talent. Further-
more, competition from
both large regional banks and
mega banks remains tough,
and tax-exempt credit unions
continue to siphon off poten-
tial customers. The emerging
payment system is a new
and burgeoning threat to the
current payment system and
threatens the way community
banks do business.

In other areas, the economic
recovery is extremely slow,
both nationally and locally,
and with an aging and declin-
ing population in many com-
munities across the state, West
Virginia banks are dealing
with a shrinking customer base
and diminished loan demand.
The next generation of bank
customers’ increasing demands
for new technology, including
free mobile and online bank-
ing, drives up costs without
a corresponding increase in
revenue.

West Virginia banks face
tough competition on several
fronts. Community banks now
compete for lending oppor-
tunities with out-of-state,
Internet-based, nondepository
lenders and larger regional

banks. Both take advantage of
their size and scale in pricing
loans to stay competitive

in the smaller more remote
markets. In the auto lending
market, community banks are
up against automobile dealers
offering their customers highly
competitive dealer financing
options. These institutions
perpetually innovate and
modernize their products and
services.

In the face of constantly
evolving competition from the
outside, community banks are
steadfast that their business
model—centered on knowing
the customer, understanding
the community and the needs
of the local marketplace, and
building individual relation-
ships intent on meeting those
needs—is the key to maintain-
ing an edge over their compet-
itors.

New Mortgage Rules

New and developing regu-
lations have had a significant
impact on the ability of West
Virginia bankers to make res-
idential mortgage loans. The
highly subjective calculations
that must be made to com-
ply with the ability-to-repay
(ATR) requirements, partic-
ularly with regard to self-em-
ployed borrowers, scare many
institutions away from lending
to those individuals, denying a
portion of would-be borrow-
ers the opportunity to buy a
home. Many of these institu-
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West Virginia

tions serve subprime markets,
and new rules and regulations
relating to high-cost mortgages
and the mandatory escrow
accounts make it very difficult
for them to price the risk. This
is unfortunate as West Virginia
bankers see little to no value
afforded to the consumer by
the recent rules on qualified
mortgage and ATR. Both
residential mortgage and
construction lending have
been hindered by uncertainty,
fear of non-compliance, risk
of litigation and diminished

profitability.

Changing Regulatory
and Compliance
Environment

Ongoing developments at
the federal regulatory level
continue to be a primary
source of concern for com-
munity banks throughout the
state. New regulations have
restricted traditional sources of
revenue for some banks, and
net interest margins remain
very low. As the rule-making
and implementation of various
provisions of the Dodd-Frank
Act advance, and the Con-
sumer Financial Protection
Bureau expands its enforce-
ment authority over newly
adopted rules and regula-
tions, a sense of uncertainty
persists. In addition, West
Virginia bankers continue
to struggle with a “one-size-
fits-all” regulatory structure
that fails to account for the

community banking business
model and the geographic and
demographic footprint of its
customer base. For example,
documentation and report-
ing requirements under the
Community Reinvestment
Act continue to place undue
burden on institutions that,
but for their ongoing com-
mitment to the communities
that they serve, would cease
to exist. Many bankers believe
that increasing costs associated
with regulatory compliance
have become a prohibitive
factor to their success. New
regulations—such as rate
caps, caps on overdraft fees
and reduction in interchange
fees—have limited income for
community banks.

For West Virginia’s com-
munity banks, the cost of
compliance with new federal
regulations has increased
significantly in recent years.
To keep up with the volume
and complexity of legislation
at the federal level, many
community banks have been
forced to reallocate resources
away from revenue production
to regulatory compliance.
Some institutions have added
compliance staff. Other banks
are compelled to hire external
compliance consultants for
which they pay hefty monthly
premiums. Across the board,
community banks report an
increase in compliance costs
over recent years—anywhere
from 20 to 400 percent.

Important
Characteristics of
Bank Management and
Boards of Directors

West Virginia bankers
believe bank management
members must be strong
willed and resilient to adversity
in the marketplace. They must
be visionary and innovative
in meeting the needs of the
communities they serve. They
must foster meaningful rela-
tionships and design products
and services that work for their
customers and their commu-
nities. They should be nimble,
adaptive and always prepared
to grow and change within a
financial services marketplace
that is in constant motion.

65



Wisconsin

Greatest Local
Opportunities and
Challenges

Mortgage lending represents
an important opportunity for
Wisconsin’s community banks,
despite concerns raised about
qualified mortgage (QM)
rules. The outsourcing of
mortgage servicing to nonbank
institutions by larger banks
is creating an opportunity on
the local level. By retaining the
mortgage servicing function,
community banks believe they
can strengthen their relation-
ships with customers and take
business away from bigger
competitors.

Wisconsin bankers identi-
fied other potential opportuni-
ties. Some banks are looking at
more adjustable rate mortgages
(ARMs), including longer
terms (seven to 10 years),
and 61-month balloon loans.
Fee income from investment,
insurance and other services
are another opportunity for
community banks. Also, some
bankers mentioned the oppor-
tunities of participation loans
involving trusted partners that
are closer to home.

There is little appetite
among Wisconsin community
bankers to add new products
or services in the coming year,
even though they acknowledge
their banks are lagging behind
larger institutions on this
front. Bankers say they are so
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consumed with the day-to-day
demands of keeping up with
their regulatory responsibilities
that they have few resources—
financial and human—to
devote to new products
or services.

Competition is a major
area of concern for Wisconsin
community bankers. Compet-
itive pressures are felt on many
fronts—from credit unions,
the Farm Credit System and
large banks. Credit unions,
which have a stronger presence
in Wisconsin compared with
many other states, are viewed
as threats for several reasons.
Bankers say that credit unions
are moving aggressively into
business lending, expanding
their geographic markets and
taking advantage of a percep-
tion that credit unions are
subject to less regulation than
banks. Farm Credit benefits
from a pricing advantage on its
loan products and continues
to reach into nonagricultural
lending such as residential
lending and small business
loans. National and large
regional banks have become
very aggressive on rates and
terms, sometimes stretching
amortizations on business
loans to 25 and even 30 years.

New Mortgage Rules

New and evolving regu-
lation has had significant
impact on most Wisconsin
community banks” mortgage
origination activity—especially
related to disclosures, apprais-
als, flood insurance and Home
Mortgage Disclosure Act
reporting. The need for intense
attention on compliance (ver-
sus safety and soundness) has
taken focus away from sales
and service.

Many Wisconsin bankers
indicated they expect to make

more ARMs and 61-month
balloon loans, but they
expressed concern about the
added complexity of making
ARMs.

Wisconsin bankers are split
roughly 50-50 on the ques-
tion of non-QM loans. About
half said they intend to make
non-QM loans, while the
other half expressed serious
concern about the risks and

said they plan on making only
QM loans.

Changing Regulatory
and Compliance
Environment

In addition to competi-
tion, compliance is the other
major challenge to Wisconsin
community banks. Wisconsin
bankers express deep concern
about the impact of ongoing
and increasing regulation.
While compliance costs are
often difficult to measure,
they are going up, especially
“soft costs” such as training
and loan review. The cost
and regulatory burden of
technology (especially vendor
management) is viewed as
very challenging. The concern
over the impact of compliance
was summed up aptly by one
banker, who said, “More of
our decisions are being made
based on compliance concerns
than on safety and soundness
concerns.”

All Wisconsin community
bankers reported significant
increases in compliance costs
over the past few years. Com-
pliance demands have resulted
in some banks resorting to

compliance committees instead

of a single compliance officer.
Qualified compliance officers
are difficult for community

banks to attract and retain, and

they are often lured away by
larger banks. As a result, this

has contributed to the escalat-
ing cost of compliance.

With the growing use of
third-party vendors, there
is a downside for commu-
nity banks. As more of these
functions are farmed out, the
broad-based expertise of com-
munity banks’ management
teams has been weakened. In
addition, compliance demands
on boards of directors are
making directorships less
attractive.

Important
Characteristics of
Bank Management and
Boards of Directors

Wisconsin bankers say it
is increasingly difficult for
community banks to find
qualified and willing directors.
As a result, some banks have
found it necessary to increase
board fees to attract and retain
directors.

One Wisconsin banker
noted that it used to be
considered a privilege to serve
as a bank director. Today, it is
viewed as more of a burden,
given the added complexities,
the increased time commit-
ment and the potential for
personal liability. Another
banker said he had recently
been turned down by five
prospective directors for a
position on his board.

Community Banking



Wyoming

Greatest Local
Opportunities and
Challenges

The greatest opportunity for
community bankers in Wyo-
ming, which is also seen as a
challenge, is promising loan
growth. Another opportunity
for Wyoming community
bankers is the ability to offer
new products not previously
offered and to continue to
focus on providing small busi-
ness loans to business owners
in local communities to help
foster their success and there-
fore keep local communities
alive and thriving.

Wyoming community
bankers see regulatory burden
as their greatest challenge. To
keep up with new regulations,
bankers are hiring additional
staff and purchasing new loan
software specifically designed
to help them stay in compli-
ance. These increases in over-
head costs— along with loan-
to-deposit ratios of around 60
percent, a shrinking number
of successful businesses in
rural America and the impact
of changing technology—have
made it tough for Wyoming
community bankers to keep
making money.

The greatest competition to
Wyoming community banks is
credit unions. Wyoming bank-
ers said credit unions are their
biggest competition because of
the tax advantage they receive
and because they are not
subject to the same underwrit-
ing standards as community
banks. Large banks were listed
as the greatest competitor for
consumer auto loans, and
the Farm Credit System is
stiff competition for land and
agriculture loans. The advan-
tages of community banks
are their excellent customer
service and their ability to

offer customized solutions and
give quick responses on loans.
But Wyoming bankers say
regulatory burden is eroding
this advantage.

Launch of Mobile
Banking Services

Wyoming bankers see cost
as an impediment to launch-
ing new services, because there
is often not enough volume
to justify the cost of offering
a service for free even as other
institutions are doing so. It
has, however, become easier
to offer services like mobile
banking over the past few
years due to lower costs and
advances in technology. Some
Wyoming bankers stated plans
to launch mobile banking ser-
vices in the near future, others
had recently launched mobile
banking services, and some
were tentative on the possibil-
ity of offering mobile banking
services. The bankers who had
previously launched mobile
banking services noted that,
while this service does not
generate income, it is a cost
of doing business that banks
have to absorb. To justify the
expense of mobile banking,
some bankers encourage
customers to sign up to receive
their statements electroni-
cally instead of by mail. New
products that bankers expect
to launch in the next year
include adding identity theft
protection, home equity lines
of credit and personal lines of
credit.

New Mortgage Rules

Recent mortgage rules have
changed the type of loans
Wyoming banks are willing to
make. Bankers say that their
institutions are now turning
down loans that they would
have offered three years ago

due to new mortgage rules.
The new mortgage rules have
made it especially hard to do
business with self-employed
customers. Bankers stated
that, in the past, you knew the
history of the self-employed
through customer relation-
ships, so you granted them the
loan. Bankers also expressed
concern about a potential
shadow mortgage lending
industry emerging as a result
of the new rules.

In fact, new regulations
have had their most negative
impact on Wyoming bankers’
mortgage businesses, both
secondary and in-house.
Bankers say because of this,
volume in mortgage lend-
ing has gone down year by
year, and the time it takes
to close on a home loan has
increased. Other changes due
to new mortgage rules include
offering more adjustable
rate mortgages, not offering
balloon loan mortgages and, in
some cases, closing mortgage
departments altogether.

Changing Regulatory
and Compliance
Environment

The compliance costs
for community bankers in
Wyoming have increased.
To adapt to these changes,
bankers are absorbing the
cost of outsourcing as another
cost of doing business. They
are changing loan software to
help remain in compliance
with evolving regulations and
putting in place mechanisms
to verify the software is doing
its job. Wyoming bankers also
expressed a need for a resource
where bankers can go to ask
questions and get answers on
new regulations and imple-
mentation requirements.

Most Important
Characteristics of
Community Bank
Management and
Boards

The most important charac-
teristic of a community bank’s
executive management team
and its board of directors is
having a leader who engages
in the local community. Being
generally well-educated is also
important, but so is education
in the world of compliance
and financial regulation. There
was recognition that it is, and
will continue to be, difficult to
add or replace board members
who have an understanding
of new regulations. Wyoming
bankers also expressed a need
for senior management and
board succession planning.
Aging boards are a concern,
and some bankers are looking
for young individuals who
will remain in the workforce
longer.
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