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Indeed, smaller fcommunity] banks
have repeatedly demonstrated their
ability to survive and prosper in the
face of major technological and strue-
tural change by providing traditional
baniking services to their customers.!

Events in the 1980s and 1990s have
brought many changes to banking, and it
looks as if the pace of change will only
increase as interstate banking becomes a
reality, nonbanlk competition continues to
increase, and the diversity and complexity
of financial products continue to expand.
Today's community banks have survived
the econornic turmoil of the 1980s—one
of the greatest challenges these banks
have faced in many years. Part of their
success has come from knowing their cus-
tomers, providing personal service, and
being leaders in serving the financial
needs of their communities. Well-managed
community banks are a vital force in their
communities.

However, dramatic changes are now occur-
ring in financial markets—changes that
may go beyond the historical trends and
patterns in banking and the economy that
have been part of the community banker's
experience. These changes include rapid
technological development, substantial in-
creases in computer usage and processing
power, greater availability of information,
and new financial products. For commu-
nity bankers, these innovations provide
opportunities to cut operating costs and
bring a wider variety of services to their -
customers. At the same time, though,
many of the changes are creating new com-
petitors for community banks and giving
their customers access to services outside

of the local market. These changes are
also complicating bank regulation. As
financial products become more complex,
regulations that cover these new products
also become more complex.

How will community banks respond to
these opportunities and challenges? Do
community banks have the flexibility to
cope with this changing environment? To
find out, a survey was mailed to bankers
in the Tenth Federal Reserve District®
during December 1993. To be included in
the survey, banks had to have less than
$150 million in assets and not be part of
a banking organization or chain that had
total assets of more than $150 million.
Out of the 1,834 banks in the Tenth
District, 1,224 banks met these qualifica-
tions. A total of 676 usable responses
were received, yielding a response rate of
over 50 percent. A profile of the banks
responding to the survey can be found in
the accompanying Box.

THE SURVEY

The survey centered around four topics
which touch on the major challenges
facing community bankers today:
competition from banks and nonbanks,
changes in community bank operations,
ownership and human resource con-
cemns; and the impact of bank regulation.
Bankers were also asked to identify the
issues they expect to be the most impor-
tant to community banking during the
next five years, and were given the oppor-
tunity to comment on all aspects of the
survey. Community bankers’ responses
and comments on these topics are dis-
cussed below.?
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Box: Who Reéponded?

The bankers that responded to the survey are the decision makers at their
ingtitutions. Over 79 percent are CEQOs of their banks and over 90 percent
are directors. Generally, they have considerable banking experience, but 17
percent report less than five years experience,

The banks represented in these responses are primarily small, independent,
family-owned community banks. Generally, these banks have less than $50
million in assets {73 percent), no branches {65 percent), and are either inde-
pendent banks or members of one-bank holding companies that are not
affiliated with chain banking organizations (86 percent}. Most of the banks
are family-owned (63 percent), with a majority of their shareholders residing
in the bank's community (74 percent).

The responding banks are generally in sound financial condition. Only six
percent of survey respondents reported a 1892 return on average assets
{"ROAA"} of less than .5 percent, while almost cne-fourth of the respondents
reported an ROAA of more than 1.5 percent. These returns compare favor-
ably to the ROAAs reported for all District banks with assets of less than
$150 million. In addition, the survey respondents are better capitalized than
all small banks in the District. Over 40 percent of the sample reported a
year-end 1992 leverage ratio above 10 percent, compared to less than one-
third of all District small banks.

The communities served by the banks in the survey are predominantly
small, rural communities. Most are located in towns of less than 10,000
(76 percent) with economies primarily focused on agriculture (63 percent).
On the whole, bankers included in the survey are optimistic about the eco-
nomic prospects for their communities. Approximately half say their
community has grown since the 1990 census, and most feel the economic
prospects for their communities over the next five years are good to excellent
(62 percent).

Competition

But de community
banks feel that their
competitive advan-
tages can be main-
tained, or are they
concerned that these
advantages may be
eroding? The survey
asked bankers what
level of competition
they expect over the
next five years in both
their loan and deposit
markets. Bankers' re-
sponses to these ques-
tions shed light on
how they expect their
competitive environ-
ment to change over
the next five years.

Loan market. A major-
ity of the banks re-
sponding to the
survey are located in
small towns with agri-
cultural-based econo-
mies and econormic
prospects rated at
least “Good” [see Box].
Improvements in the
agricultural economy
since the mid-1980s
have increased lend-
ing opportunities for
these banks. At the
sarne time, downturns
in other sectors have

made agricultural lending more attrac-

Community banks remain the dominant,
and in many cases the only, financial
institution in their own communities.
Among the respondents fo this survey,
approximately 60 percent of the banks
have nio local competitors in either the
loan or deposit market. This gives com-
munity banks a definite competitive
advantage over other financial institu-
tions that rely on mailings and toll-free
telephone numbers instead of local facili-
ties to communicate with customers.

tive to both larger banking organizations
and nonbank lenders. Additionally, con-
sumers in rural markets now have more
options for meeting their credit needs.
Credit cards can now be used to finance
anything from groceries to major pur-
chases, mortgage companies promise
quick decisions and competitive rates,
and credit union membership is open to

just about everyone. In light of these

trends, what changes do community
bankers foresee in the credit market?
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The community banks re-
sponding to this survey
expect to face strong credit
competition from both non-
banks and banks over the
next five years. Almost half
expect intense or very intense
competition from lending
subsidiaries of machinery
and auto dealers {Table 1).
These types of lenders may
be different from other
financial service providers
because their credit pro-
grams are sometirnes de-
signed with the objective of
increasing sales as well as
providing credit services.
This dual objective is often
reflected in their loan pric-
ing, making lending subsidi-
aries a tough competitor for
commercial banks.

The next most frequently
mentioned strong competi-
tor is other community
banks. More than 40 per-
cent of the survey respon-
dents say other community
banks will be intense or very
intense competitors in the
credit market, even though
less than 30 percent have
another community bank
located in their community.

Survey respondents were less con-
cerned about competition from larger
in-state and out-of-state banking

organizations.

The Farm Credit System is expected to

Expected intensity of competition in the loan market

1994-1998

Competitor

Lending subsidiaries of
machinery and auto dealers

Other community banks
Farm Credit associations

National credit card
marketers

Banks or branches owned by in-
state banking organizations

Credit unions

Banks or branches owned by oul-
of-state banking organizations

Mortgage companies
Thrifts
Insurance companies

Finance companies

Intense or Weak or
very intense Moderate very weak
competitor compatitor competitor
45.9% 33.9% 11.6%
43.9% 44 7% 7.0%
39.1% 31 1% 216%
34.8% 30.8% 22.5%
34.7% 35.4% 191%
28.8% 26 9% 32.8%
24.0% 23.4% 37.4%
22.9% 32.7% 31.7%
11.4% 34.0% 44.0%
1.1% 30.3% 48.1%
9.7% 34.0% 44 0%

competitors.

be the third strongest credit competitor.

Nearly 40 percent of the respondents
anticipate that Farm Credit associations*
will be intense or very intense competi-
tors. This may be the result of the Farm
Credit System'’s efforts to regain the
share of the agricultural loan market
that it lost in the late 1980s after its near

bankruptey.

Although not considered one of the
strongest competitors overall, credit
unions generate concern from a segment
of the community bankers surveyed.
Approximately 30 percent expect credit
unions to be intense or very intense com-
petitors, but almost the same percentage
indicate credit unions will be weak or

A close fourth in the list of strong com-
petitors is national credit card market-
ers. Nearly 35 percent of survey
respondents foresee national credit card
marketers as intense or very intense

4 Associations that
are part of the Farm
Credit System
include Federal Land
Banics. Producton
Credit Assectations,
Farm Credit Banlks,
Banlk for
Cooperatives,
Federal Land Bank
Associations,
Federal Land Credit
Associations, and
Agricultural Credit
Associntions.
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very weak competitors. Upon closer in-
spection, the level of concern is closely
associated with whether or not respon-
dents have a credit union located in their
community. If they do, respondents were
twice as likely to expect credit unions to
be intense or very intense competitors
over the next five years. The depth of con-
cern was evident in some of the written
comments. One banker wrote:

Credit unions are taking a larger
market share and are not playing
on the same terms as we are. We
have customers that tell us, “We
will go to our eredii union because
we do not have to do as much pa-
perwork and they will take us no
matter what.”

Competitors most bankers say will be
least important over the next five years
include insurance companies, thrifis,
finance companies, and mortgage compa-
nies. However, some community bankers
expect intense competition from these
financial service providers.

From these responses it is evident that
community banks expect intense or very
intense cornpetition in the loan market
over the next five years. Community
bankers view specialized credit providers
such as lending subsidiaries and the
Farm Credit System as strong competi-
tors. Yet, one of the stiffest competitors
community banks expect to face in the
near future is other community banks.

Deposit market. Depositors have become
more aware of alternative savings and in-
vestrment products. More and more of
consumers’ long-term savings can be
found in 401(k) plans, IRAs, or company
retirement plans, and correspondingly
less in time and savings deposits. Although
some banks are active in managing these
savings plans, most are under the man-
agement of nonbank firms. In addition,
mutual funds and brokers now offer a di-
verse array of products with tantalizing
returns, albeit without deposit insurance.

How will these alternative products
impact the competition for consumer
deposits?

Community banks expect their major de-
posit market competitors over the next
five years to be mutual funds and broker-
age firms. A majority of the respondents
expect the level of competition from these
two nonbank competitors to be intense
or very intense (Table 2). Additionally, al-
most half perceive the competition from
other community banks and banks or
branches owned by in-state banking or-
ganizations to be intense or very intense.
Fewer community banks expect intense
or very intense competition from
branches or banks owned by cut-of-state
banking organizations, or from insur-
ance companies, credit unions, or thrifts.

Many written comrnents voice the opin-
jon that well-run community banks can
compete successfully with larger in-state
or out-of-state banking organizations,
but emphasize concern about competi-
tion from other financial institutions that
are able to offer different investment
products. As one respendent wrote:

My bank needs to have the prod-
ucts available that my competitors
have. Keeping restrictions on my
bank while my nonbank competi-
tors look like a bank, act lilke a
barnik, and sound like a bank is
medcing it tough to compete ., . T
can compete—but not with one
hand tied behind my back.

These resuits indicate that community
banks anticipate strong competition over
the next five years in both the loan market
and the deposit market. The community
bankers responding to this survey are
most concerned about their ability to sell
the financial products their customers
are purchasing from nonbank competitors.
This same concern is evident in their re-
sponses reported in the following section
on which activities will make a larger con-
tribution to bank operations in the future.
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Community bank
operations

Will community banks continue Expected

intensity of competition in the deposit market

to look for traditional lending B
opportunities and fund these 1994-1998
loans with core deposits, or Intense or Weak or
are they considering emphasiz- very intense Moderate very weak
ing new lines of business and Competitor competitor competitor competitor
funding sources? New alli- ——
ances are beginning to appear
that are making it easier for Mutual funds 64.9% 17.8% 9.6%
cornmunity banks to offer new
products to their customers. Brokerage firms 55.0% 23.5% 13.9%
For example, the American Other community banks 47.5% 42.3% 5.5%
Bankers Association recently .
began offering a program that Banks or brapches ow.ned. by in- . . .
allows community banks to state banking organizations 45.0% 31.2% 12.7%
team up with a broker/dealer Insurance companies 39.4% 27.4% 23.8%
to offer mutual funds and
other investments that are Credit unions 32.1% 32.2% 24.7%
Sgiﬁﬂgnbﬁ?é }i’g‘f};sfoﬁlsg' Banks or branches owned by out-

1 . ¥ + H) 0, 9,
that teaming up with debit of-state banking organizations 30.0% 25.3% 28.8%
and credit card processors can Thrifts 27.3% 39.9% 23.1%
allow smaller banks to offer

services which were previously

only cost-effective for larger
banks. Arrangements such as
these will allow more commu-
nity banks to offer the diverse set of
financial products that consumers are
currently finding at larger banking
organizations and nonbanks.

But are community banks considering
expanding their activities in these areas?
How are they planning to obtain the
funds necessary to offer additional prod-
ucts or services? Are the support serv-
ices community banks need both
available and affordable? Additionally,
are they evaluating the risk that comes
with investing in these various opportuni-
ties? The following sections investigate
what revenue sources community bank-
ers see contributing to their operations
over the next five years, how they expect
to fund their activities, and how they
plan to monitor and control the risk in
their bank's portfolio.

Revenue sources. Community banks
have generally focused their operations
on meeting the credit and investment
needs of the people in their communities.
Consequently, their loan portfolios have
traditionally ernphasized credits for agri-
culture and main street businesses, cred-
its for home mortgages, and credits for
automobiles and other consumer pur-
chases. Community banks have gener-
ally been able to fund these loans with
deposits from the community. However,
because of the increasing competition in
the loan and deposit markets, the survey
explored if and how community bankers
anticipate changing their operations.

Survey responses detnonstrate that com-
munity bankers intend to continue to em-
phasize their traditional lending and
investment activities over the next five

i1
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years. Almost 60 percent of the respon-
dents indicate that service charges and
other fee income will make an increasing
contribution to bank operations (Chart 1).
Community bankers also expect an
increasing contribution from all types of
lending over the next five years. Fewer
bankers expect an increasing contribu-
tion from investments in government
securities (16 percent) or state, county,
and municipal securities {23 percent).
These responses indicate that commu-
nity banks plan to continue to emphasize
lending, despite the competition noted
earlier, and that the volume of securities
will not change materially.

Even though these results suggest that
community banks plan to remain active
in traditional bank activities, certain
expanded activities are of particular in-
terest. The activities generating the most
interest involve expansion of inivestment
product offerings for consumers. Few of
the community banks surveyed have ven-
tured info mutual funds, securities bro-
kerage, or annuities, but most of those
that have done so plan to expand their
activities over the next five years. A sig-
nificant portion (approximately 20 per-
cent) of the banks not currently offering
these investment services also expects

to expand operations into these areas.
Therefore, there appears to be increasing
interest in expanding product offerings.

Additional activities that also appear to
be candidates for expansion are: provid-
ing ATM services on bank premises, par-
ticipating in regional or national ATM
networks, offering adjustable rate mort-
gages, and selling participations in larger
loans. Between one-fourth to one-third of
the banks surveyed are currently en-
gaged in these activities. Of these banks,
40 to 50 percent indicate they expect
these activities to make an increasing
contribution to bank operations. Among
banks not currently offering these serv-
ices, 20 to 30 percent indicate they expect
these services to make an increasing con-
tribution to bank operations.

Several services are viewed as making an
increased contribution to bank operations
by those currently offering the service,
but are not seen as significant opportuni-
ties by banks not currently offering the
service. Between 40 to 50 percent of the
banks currently offering trust services,
leasing, insurance {other than credit
insurance}, and data processing expect
these services to make an increasing con-
tribution to bank operations. However,
less than ten percent of the survey respon-
dents are currently offering these services.

The survey also explored bankers’ interest
in activities that are currently restricted
for banks, such as holding debt and equity
securities, securities underwriting, insur-
ance brokerage and underwriting, and
real estate development and investment.
Nearly half the respondents say that
these activities, if current restrictions
were removed, would not significantly
contribute to profits. Flowever, about one-
fourth of the bankers indicate that these
activities would attract customers. The
activity with the most potential is insur-
ance brokerage; 35 percent of the respon-
dents expect that this activity would
make a moderate to large contribution

to profits if restrictions were removed.

Funding Sources. Bankers' responses to
this survey show that competition for
customer deposits is stiff. Community
bankers must find ways to fund their
activities in a world where many different
institutions are selling a variety of com-
peting financial products. This survey
explored how 12 different funding
sources are expected to contribute to
the funding base of community banks
over the next five years.

The survey responses show that commu-
nity bankers will continue to rely on tra-
ditional funding sources over the next
five years. More than 30 percent of the re-
spondents expect money market deposit
accounts, NOW accounts, and certificates
of deposit to represent an increasing part
of their funding base (Chart 2}. Savings
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Expected Revenue Sources for Community Banks
1994 - 1998

Service charges and other fee income

Residential real estate loans

Consumer loans

Business lgans

Agricutlural loans

Commercial real estate loans

State, county or municipal securifies

Mutual funds sales

Annuily sales

Securities hrokerage

Govemnment securities

1 |
40 50 60
Proportion of banks indlcating Increased
contribution to bank operations
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Expected Funding Sources for Community Banks
1994 - 1998

MMDAs

NOW Accounls
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Savings accounts

Demand accounts
FHLB advances
Jurnbo CDs

Public funds

Fed funds
Seasonal borrowing

Brokered deposits

Holding company deposits —:| , | ,
0 10 20 0 40
Proportion of banks indicating increased
contribution to funding basa
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and demand deposits are also expected to
increase. Fewer banks expect an increase
in alternative sources such as Federal
Home Loan Bank advances, large certifi-
cates of deposit, and brokered deposits.

Available services. For community banks
to offer more complex banking services,
they must have access themselves to ap-
propriate support services. Accordingly,
the survey investigated whether commu-
nity banks have the support services
they need to remain competitive.

The banks surveyed generally say neces-
sary support services are both available
and affordable, and many indicate that
the services provided by others will be im-
portant o their ability to compete. Over
three-fourths say services provided by
correspondent banks and banking organi-
zations are important or very important,
while more than half respond that serv-
ices provided by consultants, insurance
companies, securities firms, and manu-
facturing representatives will not be very
important to their ability to compete.

Risik control Risk management is an in-
creasingly important component of a
bank’s overall operations. Many of the
new financial products have introduced
different elements of risk into the bank -
most noticeably, interest-rate risk. Be-
cause of the growing importance of this
area, this survey investigated community
bankers' opinions on three risk-related
issues: risk-control strategies, methods
of risk monitoring, and plans for main-
taining adequate capital ratios.

To control risk, commmunity bankers plan
to rely on a combination of strategies.
The bankers surveyed identify improved
loan administration and policies and in-
creasing management expertise and
board oversight as the most important
risk-control strategies to be used over
the next five years. Internal and external
audits, loan guarantees, industry diver-
sification, and securitization are also

identified by a majority of the respon-
dents as important. One risk-control
strategy a majority of community banks
view as less important or not important
s monitoring upstream correspondents.

Another aspect of risk is a bank's expo-
sure to changes in interest rates. A full
98 percent of the bankers responding to
this survey plan to monitor the interest-
rate risk inherent in their portfolio. To do
this, most plan 1o rely on management
review, but 68 percent also plan o use
one or more statistical measures. The
most common statistical measure named
is gap analysis (picked by 60 percent of
survey respondents), followed by dura-
tion analysis (24 percent), and simula-
tion analysis (19 percent}. These {igures
demonstrate that many banks plan to
use a combination of statistical meas-
ures and management review, and, in
addition, show that many community
bankers plan to incorporate sophisti-
cated statistical measures in their moni-
toring of interest-rate risk. From these
responses, it is evident that community
banks recognize the need to monitor
interest-rate risk.

Another part of an overall risk strategy

is maintaining capital at a level sufficient
to cover the risks inherent in a bank's
operations. The survey therefore asked
community bankers about their plans for
maintaining adequate capital. Over 90
percent responded that the primary strat-
egy for maintaining adequate capital over
the next five years will be retaining earn-
ings. Limiting growth is given secondary
emphasis by approximately 40 percent of
the survey respondents. Capital injec-
tions are rated as receiving little or no
emphasis or unavailable by approxi-
mately 80 percent of the bankers sur-
veyed. These responses indicate that
outside capital for this group of banks is
not a realistic expectation. Thus, for
most community banks, maintaining
adequate capital will depend on their
ability to generate earmings.
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Ownership and human resource needs

Dealing with the challenges that confront
all community banks today requires
more expertise from a bank's ownership,
management, and staff than ever before.
Thus, the outlook for community banks
will depend, in part, on whether these
banks and their communities offer the
opportunities necessary to attract inves-
tors and qualified management person-
nel and staff. The following sections
describe how community bankers plan to
meet their ownership, management, and
staffing needs over the next five years.

Ouwnership. Although some headlines
suggest that community banks are on
the way out, most of the community
bankers in this survey expect no change
in ownership over the next five years.
But, this does not mean consolidation
will not occur. Over the last five years,
the number of banks in the Tenth Dis-
trict has declined by over 16 percent,
and survey respondents indicate that
this rate of consolidation is likely to con-
tinue, Fourteen percent of the commu-
nity bankers responding to this survey
expect to be acquired over the next five
years (Chart 3). However, 40 percent of
those that expect to be acquired {or 6 per-
cent of all survey respondents), expect to
be acquired by a community bank. In
addition, 18 percent of the survey re-
spondents expect to acquire other com-
munity banks, further supporting the
view that community banks plan to be
survivors. Notably, 65 percent of the re-
spondents expect no change in their own-
ership structure over the next five years.

Management. Just as bankers see few
changes in ownership in the near future,
they also see few changes in manage-
ment {Chart 4). Over half expect no
change in management over the next five
years. For those banks considering a
change in management, promoting new
management from within is more than
twice as likely as hiring new manage-
ment from outside the bank, and more

than three times as likely as selling the
bank and having new owners provide man-
agement. A larger percentage of banks
below $25 million in assets (7 percent)
indicate they are considering selling and
having new owners provide management
than banks above $25 million in assets

(2 percent).

Although less than half of the commu-
nity bankers expect a change in man-
agement, approximately 80 percent
responded when asked to identify obsta-
cles in meeting their bank's management
needs over the next five years. These
bankers identify the major obstacles as
the location, size, and future prospects
for their community; limited career op-
portunities at the bank; and inability to
pay competitive salary and benefits. Al-
though not a top choice, nearly one-third
of the survey respondents identify lack of
qualified personnel within the bank as
an important or very important obstacle
to meeting management needs. These re-
sults suggest that community banks
may have difficulty attracting and retain-
ing competent management.

The survey posed similar questions re-
garding the board of directors. Fifty-nine
percent of the bankers surveyed say they
will have problems attracting and retain-
ing qualified outside directors over the
next five years. The number one reason
provided is director liability, followed by
regulatory restrictions on loans to direc-
tors, and lack of qualified and interested
people. All of these factors may be influ-
enced by regulations that have been put
in place or strengthened in recent years.
As one banker wrote:

Community minded individuals
who agree to serve on boards must
go through a great deal of pain and
agony to get accepted by regulators
even though they hold no owner-
ship. And to top it off, they can'’t
even get @ loan when they need
one withott jumping through more
hoops than just another custemer.
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Chart3

Expected Ownership Changes for Community Banks

1984 - 1908
Expect to be acquired —
No Resnsjponse
Nao change -
65% (
6%
%
I} Operating under new management . Acquiring Osher banks
but with the same structure 18%

ﬂ Acquired by another community
banking organization

ﬂ Acquired by a larger organization

Expected Management Changes for Community Banks
1994 - 1908

Promote from within
&%

No change
57%

Hire from outside
the bank
6%

Seli the bank
4%

! No respanse
16%
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Non-official staff. Attracting and retaining
non-official staff is considered a problem
by fewer respondents than attracting
and retaining qualified management.
Even so, nearly 20 percent say they will
have problems attracting qualified staff.
To combat this, nearly all of the bankers
surveyed have programs in place to
maintain and develop official and non-
official staff.

Approximately half of the bankers indi-
cate they plan to increase staffing levels
over the next five years, while another 40
percent expect no change. The reasons
given for increasing staff emphasize regu-
latory compliance (55 percent of survey
respondents) and a growing market (51
percent of survey respondents). Only a
small minority (11 percent) expect to re-
duce staffing levels. The most common
reasons given for planned reductions in
staffing are increased productivity of cur-
rent staff and automation.

Impact of regulation

Much has been written about the regula-
tory burden facing the banking industry
in general and community banks in par-
ticular, This survey did not attempt to
measure the regulatory burden facing
community banks. What it does measure
is the changes community bankers an-
ticipate making or have already made in
their operations in response to regula-
tion. Their responses shed light on how
community banks are being affected by
regulation.

The changes that the majority of commu-
nity bankers surveyed have already made
in response to regulation are: instituting
external or internal audits (69 percent);
adopting, improving, or giving increased
attention to written policies and proce-
dures (69 percent), instituting or improv-
ing a loan review program (63 percent),
increasing the number and thorough-
ness of appraisals (55 percent), increas-
ing contacts with community groups

(51 percent), and increasing information

collected on loan applications {51 per-
cent). The changes almost half the bank-
ers anticipate maldng or would consider
are: changing the composition of their
securities portfolio in response to moves
towards market value accounting (46 per-
cent) and adjusting their asset composi-
tion in response to risk-based capital
guidelines (44 percent). Changes that a
significant number of community bank-
ers are not planning to make include:
offering low-documentation loans (56 per-
cent), increasing capital in response to
prompt corrective action guidelines (53
percent), and offering lifeline accounts
(45 percent).

Even though over 40 percent of the com-
munity bankers surveyed say they would
not consider restricting deposits or elimi-
nating loan products in response to regu-
lation, over one-third did say they have
already taken or are anticipating making
such changes, and the rest say they
would consider such changes. Among
banks below $25 million in assets, an
even greater percentage indicate they
have already restricted deposits or elimi-
nated certain loan products. Several re-
spondents specifically identify home
improvement and residential real estate
loans as the most likely loans products
to be dropped. One banker wrote:

In our own case, we do not engage
in certain types of loans; most nota-
bly residenticl real estate owner-
ship and home improvement loans
due to the senseless forms and
time consuming procedures . .

Although community banks may not in-
tentionally limit their loan and/or de-
posit offerings, several written conunents
raise the possibility that time spent on
documentation and procedures means
less time available to generate business,
For example, one banker wrote:

.. . we spend most of our time with
written polictes and not with our
loan portfolios.
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Community banks are making changes
in their operations to adapt to the cur-
rent regulatory environment. Responses
suggest that community bankers are
making a concerted effort to ensure lend-
ing services are available to all income
groups. Community bankers are paying
increased attention to the fine points of
lending, with emphasis on loan review,
appraisals, and collection of loan appli-
cant information. Additionally, commu-
nity bankers are increasing their usage
of audits and more formalized policies
and procedures, However, some banks
may realign their asset portfolios and
securities portfolios, and may consider
limiting certain deposit offerings and
eliminating certain loan products in
response to regulation.

Future problems facing
community banks

The final question on the survey asked
bankers to identify those issues that will
present the most problems for community
banks over the next five years (Table 3).
The top two issues identified by the re-
spondents are increased regulation (76
percent) and competition from nonbank
{inancial service providers (58 percent).
Numnerous written comments were pro-
vided by the survey respondents, which
stress the high level of concern and frus-
tration relating to these issues. These
comments also amplify the responses
discussed in the previous section.

A major complaint of community bank-
ers is the volume and complexity of new
regulations. The time required to read,
understand, and implement new regula-
tions is a significant cost, particularly to
smaller institutions with less staff to ab-
sorb these tasks. A vast majority of writ-
ten comments addressed this issue. One
banker described the problem this way:

There is just too much paperwork
coming out of Washington, D.C. T
woutld guess that we get one inch
of reading material each weel. It is

almost impossible to read this mate-
rial, see customers, and oversee
the operations of a small bani.

The underlying concern that is evident in
many of the written comments is how in-

creased regulation affects bank profitabil-
ity. One banker summarized the problem
as follows:

I believe that the small cormnmunity
barndc cannot have a decent ROA
and hire the staff necessary to stay
in compliance with all the existing
and new regulations.

Although many community bankers ex-
pressed concern about regulatory burden,
written comments reveal how closely this
concern is tied to expected competition
from nonbank financial providers over
the next five years. Many comments ad-
dress the unequal regulatory treatment
that currently exists among the various
financial service providers, and how this
impacts cornmunity banks' competitive-
ness. Two bankers wrote:

From our perspective, the loss of
market share of the banking indus-
try is directly related to the compett-
tive disadvantages plaguing banls
due fo overregulation. The extra
overhead resulting from increased
personnel costs, EDP equipment
and software costs, legal and con-
sulting costs, and training costs
has significantly impaired our abil-
ity to offer deposit products at rates
offered by nonbanlc producers as
well as louns at rates offered by
nortbanic institutions . . . Help us
compete evenly and fairly and we
will see the disintermediation and
loss of market share reverse.

Banlcs have become the high-cost
prouvider of financial services due to
the costs af regulation. Other provid-
ers of financial services do not

hauve the regulatory burden which
banlcs have.

18%
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Many bankers distinguished
between safety and soundness
regulations and compliance
regulations. Compliance regula-
tions, such as the Community
Reinvestment Act ("CRA"), the
Real Estate Settlement and
Procedures Act, and Truth-

Significant problemé expected for community banks

in-Savings, generate the most
frustration. The following com-
mernt is one example:

As a rule, small banks are
doing a very good job of CRA,
etc. or they would not be in
business. The burden of compli-
ance with all the written poli-
cles and attempting to make a
small bank a clone of large
money center banles is ridicu-
lous. [f there is a need in rural
and small communities for com-
munity banks, they should be

1994-1998
Issue Response

Complying with inereased regulation 757%
Competing with nonbank financial service providers 58 4%
Remaining competitive as a community bank 32.8%
Meeting competition from larger banking organizations 32.8%
Offering more complex banking services 27 4%
Maintaining deposit share 27 1%
Achieving a compelitive net interest margin or return on

average assets 256%

there. Their existence should
depend on the need and sup-
port of their communities. Their
nonexistence should not be
forced on communities becautse
of the tremendous burden of
regulations and reguirements
which many times do not pertain
to the actual service of banking,
nor to the safety and soundness
of the banlc.

Other respondents object to certain com-
pliance regulations on the basis that
they require banks to implement social
goals. One banker wrote:

I don't see insurance companies
selling insurance at discounted
rates to low income people—I[ dort't
see stock brolers malking coniribu-
tions to charity.

Some written comments even point out
that many of the regulations that were
enacted to protect consumers are viewed
as nuisances by most consumers. An-
other banker wrote:

Interestingly, most consumers view
these compliance efforts as “hassles”
and impediments to doing business
rather than personal consumer pro-
tection meastres.

One solution offered by several respon-
dents is to relate the intensity of regula-
tory oversight to the size and activities of
the banks. A tiered system of regulation
would allow community banks to remain
competitive by releasing them from the
burden of complying with regulations
that are not appropriate for their institu-
tion, yet would not compromise the
safety and soundness of the banking sys-
tern. One banker suggested the following:

There needs to be a two-tier system
of regulation and compliance to ex-
ernpt community banlcs from many
of the burdens that are not relevant
to safety and soundness of bank
operations.
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CONCLUSION

It is evident from the survey that commu- .
nity banks face significant challenges
over the next five years. Intense competi-
tion from nonbanks and other commu-
nity banks is expected in the loan
market and the deposit market. Many
community bankers indicate that the
regulatory burden imposed on them
seriously hampers their bank’s ability to
compete and ultimately to survive. The
related issues of regulatory burden and
nonbank competifion are clearly the criti-
cal issues for these community bankers.
Their concerns must receive careful con-
sideration as banking laws and regula-
tions are drafted and debated.

In the face of these challenges, commu-
nity bankers generally see themselves
sticking to the basics: emphasizing
lending on the asset side and deposit-
taking on the liability side. Most also
intend to maintain their present owner-
ship and management. Consolidation
will continue, but at a pace similar to the
consolidation that has taken place over
the past five years. In fact, a significant
percentage of community banks will be
the acquirors rather than the targets.
Two bankers' comments offer at least a
partial explanation for the resiliency of
community banks and the confidence
that many have in their future:

Community banks can generally
provide a higher level of customer
service at a reasonable/competitive
cost than many other financial serv-
ice companies or banks.

Community bandes will always be

in demand because banldng re-
mains a “people business” in which
the customer wants attention, recog-
nition, and service fur more than he
wants an exira few basis points in
yield on deposits and a reduction .
in [the] interest rate charged on his

loan.

|



