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November 19, 2000

The Henorsble Timothy Geithner
Secretary of the Treasury

U.5. Deparrment of the Treasury
1500 Pennsvivania Avenue, NW
Washington, DC 20220 i

Dear Secrceury Goihnes

T am writing 1o follow up on the American Bankers Association (ABA} letter 4f
September 21, 2009, in which the ABA requested you to consider a program to assist
well-managed, viable community banks and to urge a modification to the recently-
announced Small Business Lending Initiative.

T qur letter we recommended that Treasury create 20 equiry matching program
available 1o any bark with total assets of $5 billion or less that submits an acceptable
capital restovation plan to its primary federal bank regalatoz. Enclosed are the ABA
letrer and jts two attachments, As nated in that letter, there are many viable banks
that, with 2 comparatively nominal investiment, ¢an continue to mect the credit needs
of their communides. We again urge Treasury to work with these well-managed
community anks to help them raise capital and dispose of troubled 2ssets. This
would benefit not only these banks and dhicir customers but also the banking system
and the cconomy as 2 whole.

We appreciate the recent announcement of the President’s New Small Business
Lending Iniriatives and the accompanying Fact Sheet.' While this program
addresses a different issuc than the one that our proposal is intended to address, we
nevertheless think that it is potentially helpful in stimulating additional lending to
srrall businesses,

The Fact Sheet includes Treasery’s proposed initistive to improve secess to credit for
small businesses by providing lewer-cost capital to community hanks that submit a
plan to increase stmall business fending. The Fact Sheer alvo indicates that rhis

" The Treatury Depastmcat Pross Relense on President Obama's Annosncement of MNew Seall
Busingss Lending Initiakves is locazed ao

herpe/ foosow finangialesabiling poe Aateet/gp 16212000 himl, and the accompanving fact shecton the
President’s Smull Business Lending Iniaaves is located ax

b Lovssvwlischouse.goy/assets/ documents aooal]_businese fnalpdf




nitiative weould ke available to viable community banks with fess than §1 billion in
assets, contingent on the bank submitting & small business lending plan.

We have heard from some of out bank rnambers that it would be helpful if the
Treaswry Depattnent could increase this asset eligibility cap to include banks with
less than §5 billion in assets, instead of the announced lower eligibility cap of less
than §1 billisn in assers. This increased cap would expand the eligibility pool of
community banks that could participate in this proposed new propratn and thereby
increase access to evedit for small businesscs. We urge Treasuty to offer this Jower-
cost czpital to banks under $5 billion in assers that demonszrate their ability to
opetate safely and coundly.

We appreciate your consideration of this recommendation 2s vou work with
comumunity banks and the small business communiry to finalize the teuns of this
program. We would be happy o provide additional information o assistance.

Sincercly,

Ao f/ﬁc@ép
Kathleen P. McTighe
Seniot Counisel
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Secretary of the Treasury

LS, Department of the Treasury
1500 Penpsylvania Avenue, NW
Washington, DC 20220

Dear Sceretary Geithnen:

Earlier this yeat, the American Bankers Association formed a task foree to foeus on
community sank solutions to the financial crisie. We appreciate the opportunity our
ankers had to tnect with several Treasury represcatatives, and we appreciate
Treasury’s recognition of the vital zole that community banks play in our fivancial
systemn. Adtzr those meedngs as well as meetings with the bank regulators and
significant discussions internally, we have developed specific recommendations for
ways the exisang Capiral Assistance Program (CAF) could be modified to assist well-
managed, viable community banks and therefore be more effective in achieving its
objectives. These recommendations may be summarized as follows:

*  TIavestup to §5 billion of Troubled Assct Relief Program (TARP) funds in
cormmunity banks that did not receive Capital Purehase Program (CPP)
funds;

*  Limut the maximum CAP investracnt by Treasury in any one bank 1o 3% of
the bank’s risk-weighred assets;

* Require participating banks 1o issuc Treasutry senior preferred securities;

* Reguire pardeipants to show that they have commitments from private
equity to match Treasury’s investment doliar for dollar; and

s Allow any bank with totsl assets of §5 billion or less 1 apply but condition
approval upen the submission of an acceptabie eapiral restoration plan,

Backpround and discussion. Suwong capital is essential 1o helping community
banks work through the problems caused by declines in asset vaiues, While
canditions have improved over the past year in the economy overall, many
community banks are finding that the lagging impacts of job losses and declines in
property values are negatively affecting these banks, causing declines in their capital
&1 2 time when new capital often is hard ro find.

This prablem is compounded by the unintended consequences of policies that have
the cffect of steering private iovestors te failed banks. For instance, the FDIC
announced in June thar, while the Legacy Loans Program remained a viable program,
the agency intended to scale the progeam back ar least inidially to 2 pilot involving
failed banks. The FDIC announced last week that it had sclected 2 winning bidder in
a sale of recsivership asscte and that the bidder would receive FDIC guaranteed
financing. This, ¢coupled with loss-sharing agreements used to entice buyers of fadled




banks and falled bank assets, is creating incentives for investors to wnit untl 2 bank has failed before
investing.

Furthermaore, the banking apencies are requiring many banks ro raise capital ot 2 Sme when sources
of eapital are scatce and at preciscly the time when capital should be available to absorb Iosses. This
can put these banks in an untenable position, precipitating the fafure of a viabie bank thathas a
good franchise and could sutvive if capital was made available.”

The ABA rceommends that Treasury modify the criteria for its CAP to assist viable commurity
banks that need help werking through their current issues. We propose that Treasuty offer
assistance to those banks that did not qualify for CPP funds but that nevertheless can demonstrate
the ability to aperare safely und scundly and survive if given the chance to obmin necessary capital.
This ability would be demonstrared in three ways.

¢ First, a bank would have to present evidence that private investors are contmetually committed
to match Treasury’s investmaent deollar for dollar,

* Second, the private investors would have to agree 1o reccive securities that are subordinate to
Treasury's intexests,

*  Third, the bank would have to submit a capival restoration plan to its primary regulator thay,
when factoring in the proposed investments by Treasury and privare equity, satisfies the
requirements of the “Prompt Corxective Action” rules.” As part of that plan, the bank also
would have to shaw that it has adeguate management to address its problems.

The suggested aggregate investment by Treasury of §5 billion is based on the aroount of funds,
when matched by private equity on a dollar-for-dollar basis, needed o bring all insured depository
instdugons with assets under $5 billion o capitl levels equal to a Tier | risk-based capital mtio of
8%% and a woua] risk-based capita] mtic of 12% asspming the stressed sceparios used by the
banking regulators in the SCAP. Thesc capital levels significantly exceed the thresholds
establithed by the banking regulators for & bank to be deemed “well capitalized”™ under the Prompt
Correct Action mules and would provide s cushion that could enable participating banks to contnue
mecting the credit needs of their communiting without having to shrink to comply with minimum
regulatory capital requirements, A 85 billion commitment by Treasury is well below half of the
dividends and warrant repurchases reccived by Treasuty from CPP participants® and less than 4% of

! Further informaton shout the role of community banks and the adverse impace thar recent goveenmcntal actions have
had on thase Danks is discussed in Arachment A

P Jee 12 CFR. § 6.3 (Office of the Compreniler of the Curceney); 12 CFR. § 208.44 (Board of Governars of the Federal
Reseeve System): 12 C.ER. § 325 104 (Fedeeal Deposit Inturance Corpocaven); *ad 12 CER. § 565.5 (Office of Thrift
Supervsion).

} For a bank o e “well capitaliznd” under the Prompt Cozzactive Action rules, it must have rotal sisk.based capital of st
leaxt 10%; Tier 1 risk-based capital of atleast 6%, o keverage catio of at least 3%; and not be subject to a4 wvirren
requirernent ta meet 2 specific capital leeel,

*The dividenrs peid on those [C8P] investmients and the zepurchases of warmnn we received for those invesimeant:
now toml abowt $12 billon. For the 23 banks thar have fully repaid, Treasury hae samed an anrualized avcrage ceturn of
roughly 17 percent.” Secrctary of the Treasury Tiothy F. Gaithaer, Written Testimnony before the Congressional
Crversight Pansl, Saptember 10, 2008 (available ar hrmyd Samme mstransernn/ e seliasae St e
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the total of CPP funds invested to date.® Our projections show that an cstimated 2,000 community
baaks would be potentally eligible {see Attachment B), aithough it is highly unlikely that all 2,000
would choose to, or be approved to, pasticipate.

As noted abave, rhis program would involve matching investmenss by private equity investors. Tris
important that private equity qualify regatdless of whether it comes from existing shareholders or
new investors. Either way, the bank is receiving 2 strong vote of confidence in jts viability from
srakehalders who stand to jose their investmenrs, Moreover, Surrens investors and management
often are in the best position to judge the prospects of a back and to determine the advisability of
investing in that bank.

We believe that, as a general matter, Treasury could adopt as many of the terms used in the CFPP as
would be relevant. Thus, for instance, Treasury would receive the same totr of securides, subject to
the same conditions, as it hes received through the CPP. To make this workable for community
banks, we propose two exceptions to this general approach, however, First, given that these funds
arc intended for viable yel scruggling commuaity baoks, we belicve it would be appropriate for
Treasury to agree that any avproved banks would not be expected to pay dividends in the first four
guarters following Treasury's investment. Second, we tencw our sequest, first raised in the context
of the CP?,’ that invesrmeats in $ corporations and mutual institutions that do not have holding
companies be weated a5 Tier 1 capital. It is our understanding thar these banke’ interest in the CPP
was significantly diminished by the treatment of CPP investments as Ticr 2 capital.

We very much appreciaze your considerstion of these recommendations. Community banks azc the
backbone of our economy and are critical to the overall improvement of our sconomy. Fora
nominal investment, Treasury can preserve viable communiey banks, which in tn would preserve
jobs and communides. As the former Comptroller Eugene Ludwig wrote in an op-sd on Friday,
September 18, 2009 in the American Banker, “Now is the time for regulators to work with the well-
managed community banks wherever possible to taisc capital and dispose of troubled assets.
Regulators must look for ways to belp these insttujons rathet than find reasons te close them.”

We would be happy to provide sny further informaton or assistance that you would find helpfal.

/Mﬁz @7%

Arthur Johnson

e ‘The Hon. Sheila Ba:r, Chairman, Federal Deposit Insurance Corporadon
The Hon. Ben Bernanke, Chairman, Board of Gavernars of the Federal Reserve System
Mz John Bowman, Aczng Direcror, Qffice of Thrft Supervision
The Hon. John Dugan, Comptroller of the Currency

* As teporied on the Transacrions Report for the period ending Seprember 4, 2009, Treasury has invested slightly over

¥124 billion through rhe CPP. Ser booge /e Brarcialets iy eny /dogs /ansacaino-opons ranscdons.
Leport, QUD93608 pdll

O Sre Lerear from Disne Cascy-Landey to the Hon. Timothy F. Geithner, dated Apal 16, 2009




Attachment A

Community banks are central to the economic well-being of the towns and communites they serve
across America, providing capiral to consumers, small farms, and other srmll businesses that is
erveinl for economic development. These banks have been in their communities for decades and
irend 1o be there for many decades to come. In facy, there are ever 2,506 banks — representing
aver 30 percent of the banling industry — that have bean in business for more than a century, 62
pereent {over 5,000) have been in existence for more thaa half 2 century. These numbers tell »
dramatic stoty about the sta7ing power of community banks and their commitment ts the
communitics they serve,

The failure of a communiry bank can be devastating to its community. Not caly de the bank’s
employces often lose their jobs and the bank’s sharcholders lose their investments, the rown’s
businesses lose 3 vital source of credit and 2 vicious cycle begins. As credit constuicts, businesses
that depend on financing ar: unable to expand or, in many instances, even operate. More jobs are
lost, cansing more peopit ¢ default on loans with other banks in the community. Property values
plummet as residential and comencreial properties that served as collateral for the loans are dumped
on the magket. Surviving banks then are forced ro write down the value of the collateral on
perfonming loans, the banks” conditons worsen, and the spiral continues dowaward.

The precipitous declines in real cstate values across the country underlie many community banks’
problems. In some of the harder hit atcas suck as Phoenix, Miami, Detrolr, and San Francisco the
drops have been devastating to community bavks. As the following chart shows, homes in these
cities have lost betoreen 4354 and 54% of their value in the past few years,

Dramatic Drop in Metro Housing Prices
Percent Decline from Price Peak in Metro Market
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Seurce: S&P/Case-Shiller Home Prita ingdex, Jung 2009

Unformunately these ate many other cities experiencing sirndlar declines in home prices, and banks in
these communities face unprecedented pressures on assct quality and colfaters{ values.




“The sudden and dramatic declines in propesty values caughe policymakers and bankess alike off
guard. Typical of the perceptions at the onset of what becarne a crisis were the views expressed by
Federal Reserve Bosrd Chairman Bernanke, who stated in 2 speech in May 2007 -

[Gliven the fundzmental factors in place that should suppert the demand for housing, we
belicwe the effect of the troubles in the subprime sector on the broader housing market will
likely be limnited, and we do not expect significant spiliovers from the subprime matket to the
rest of the economy or to the financial system.’

Itis ro surprise that many institutons continued to provide loans to consumers and businesscs,
While we have heard from rany banks about their ¢iforts ro uphold underwriting standards in the
face of market pressures to fund ever motc projecss, none have been immune to the extraordinary —
and cxttzordinarily swift — deeline in asser values.

Governmental acdons in addition o the ones noted in the accompanying Jetter have exacerbated
community banks' problems and in so doing have made it harder for them to raise capital. For
instance:

»  The decision to place Fannic Mae and Freddie Mac into receivership caused a sudden and
unexpected lose of billions of dollars 1o the banks thar held shares of Fannic’s and Preddie’s
stock?

»  The serial implementation of the Capital Purchase Program (CPF) meant that the
applications of many non-publie financial instimtions were not considered unw} further inte
the recession” As a result, banks that pethaps weuld have qualified for CPP funds early in
the process were denied the opportunity to partcipate ence 2 deteriorating economy startcd
to adversely affect the banks’ condition.

*  The government's investment of billions of dollars i the largest financial institutions has
improved the competitive position of these institutions, making it casier for them to wise
capital and issue debt. Howcver, the relatve condition of many of the communiry banks
that did not reeeive CPP funds has Jooked worse as a result.

* The government’s freaument of “reciprocal deposits™ as brokered significantly impedes
many community banks” ability to compete with larger banks for deposits. As explainedina

' Chuirman Ben 5. Bernanke, at the Federal Reserve Bank of Chicage's 13rd Annual Conferance on Bank Strscnie and
Competition, Chicagn, Tlinois, May 17, 2007,

2 We nate that the banking agencies proposed. bt have not yet fnalized, » lowering of the rck weight of daims on, nr
puaraneced by, Fannie Mae and Freddic Mac. 73 Fed Rep 63656 {Oct. 27, 2008). Lowering the risk weighm for sl
Gevernmant $ponsered Entceprae debr and guasaneces would provide significant relief 1o affecred hanke,

* The rexm sheets were ssued on the following dates: 10/14/98 for publicly teaded instimdong 11717 /08 for non.
publicly uaded institutions {excluding § corpontions and munaal insritutions); 1/14/09 for § corpormidons; 4/7/09 for
mureal holding companies: and 4/17/89 for stand-alone muneal depository inatinations.

# These depesits are avaliable to customers of banks that are members of a proup of insured depository instinitons,
where each member of the group seis the intercst rate 1o be paid on the entice amount of fords it places with other




letter from the ABA to the FDIC regarding reciprocal deposits offered by Promontory
Interfinancial Neewerk, these deposits exhibit the characteristics of “core” funding’
MNotwithstanding these characteristics, the current statute governing brokered deposits, 33
implemented by the FDIC, creates instability in 20 otherwise very stable source of funding.

* Many of the programs to date have not helped struggling community banks. In additon to
the issues noted above with the CPP and to the issues with the Legacr Loans Progtam
discussed in the Jettor accornpanying this attachment, we nate the foliowing:

© The Legacy Securities Programn has yet to result in 4 single transacton.
¢ The Capiml Assistance Program (CAP) has not been used to fund any institution.

© The stress test conducted az part of the CAP served te bolster confidence in the
largesr 19 banks but had the uninwended conscquence of causing questions to be
raised about the stability of smaller banks.

6 The CPP treatment of investments in stand-zlone S corperatons and mutual
tastiturians as Tier 2 capieal made that capital of considerably less value to those
banks.

¢ Some corvmunity banks that sought to participate in the Term Aucten Facility have
been denied the oppostunity.

There are discrere actions the government can take to assist viable community banks to stop this
daownward spiral. The success of many local economics — and, by extension, the success of the
broader nationsl cconomy - depends in large part on the success of these banks. The accompanying
letter outlines one such approach.

group membess and then swaps deposits with other group members. Such aa armngsment cnables a bank 16 offer fts
customers 4 convenient way o onmin FDHC incurance on luge deposits by working solaly with the bank with whom the
custoener bas 2 welationship. As o resule, the bank is able 10 attract and retain large deposits vithout having 0 posc
collarzeal, which in turn maltes ore funds available 1o meet the eredit nocds of the hank’s community.

# Letrer from Edwacd L. Yingling to the Hon, Sheils Bair, dared July 29, 2008,




Attachment B
Q12 2009 Capital Analysis for Bank under $5 Billion in Assets

5in 0005
Capital Thresholds # of Banks Below Threshold* Amount of Capital to Reach Threshold
T1-8% 232 $2,352,917
TRBC - 12% 2,017 510,970,676

* Eliminated 17 banks with negative capital ratios

Source: FOIC Call Report Data, Q2 2009
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Date: Novembes 19, 2009

Pages: 10 (including cover page)

To:  Sectetary Timothy Geithner

Organization: U8, Department of the Treasury

Fax: 202-622-0073

From:  Kathleen McTighe

Departnent: Cffice of Requlatory Palicy

Phone: 202-663-5331 Fax:  202-828-5047

RE: ABA Letter Re: Community Bank Assistance

Please see an updated version of the letter previously submitted by

Comments: _ Kathleen McTighe. | Ty-e aXmeXornecks ace sl !
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Vou ats recciving this fax communicasion because of your established bnsiness zelationship with the
American Bankers Association.  Qur objectvs is 1o provide you with the most relevant informaton,
opportunities and issnes impacting the fnancia) sesvices indusrry. If yor: would ke to change your
communicaton preferences, unsubscribe or receive additional information, pleass contact 1-800.
BANKERS or email your request to custeers@aba com. Your request will be processed within 30
days of receipt, as required by law [47 CFR § SAL20060(3) ).
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