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FIRST STATE BANK
S HAWARDEN e

R October 15,_:2012_'-' '

::"-To: Federal_lDepos'it_Insu'rance Corp_oratibn'_ S

o : 'To Whom It May Concern

R Please accept thrs letter as formal comment concemmg the Notlces of Proposed Rule Makmg Regulatory
- Capital, more specifically Basel Il and Standardized Approach NPR. We strenuously ask that -~
_-community banks be excluded from these proposed rule changes as we believe that they will be extremely- :
- “detrimental to the existence of the local community bank model and thus have a dramat1c 1mpact on the
e '.srnaller busmesses and rural markets to rece1ve effectlve fmancral semces L

i 'We beheve these proposed rules 1f 1mplemented will have a devastatmg nnpact on our’ ablhty to -
.. “~complete our organization’s. mission of creating perpetually locally owned banks that focus on econormc
. - and culture growth within- small rural communities. We have been successful in returning our rural $46 -
" million bank to.local ownership.  The ownership structure has been modeled after early bankmg structures
" where community members and community bankets have pooled their resources to provide the caprtal for
~the bank. This:model has been successful because it rehes on the expertise.of local bankers to serve the.
o rural market as weIl as returnmg proﬁts to the commumty ownershlp for remvestment back mto the S
‘.~jcommumty ‘ . o S . Sl T

. In 20100our holdmg company furthered 1ts rmss1on by partnermg Wrth other rural commumty members
o and bankers to acquire the bark located within their communities, The result is two community banks -
+ with four total locations, all in' communitiés under 2500 populatron There are several key factors-that -
o make thrs mrssron achlevable and those key factors are threatened by the proposed cap1tal rule changes

o _.BASELHI

e A ma_] or prermse of this structure is that local mvestors can prov1de capltal and get a reasonable retirn on _
_investment wh11e mvesnng in the future of their commumty “Increased capital requirements will reduce - L

. return on equity and make it more difficult to acquire local capital. Local capltal is critical to-our

e economy as the. return ‘on that capltal stays local, which we desperately need in rural communities. We -

. able to. keep a rural $60 million bank under local ownership anid management and from becommg a.
" branch of a much larger bank. Under Basel I, return on equ1ty would be greatly reduced puttmg our .
: caprtal rarsmg ab111ty in Jeopardy : : e . .

e Another critical prece for our model is the Subchapter S structure.” Our great hope isto, further .
i commumty bankmg by providing contmual opportunity for local bank ownership to ‘younger members of
.. the comimunity and bank management.. In order to transfer the ownerslnp from older shareholders to™ ,: o
- younger shareholders, older shareholders need to. be willing to-sell their shares of stock. AC corporatron o
e '_.'structure adds another layer of taxat1on in the event of sale of shares Under a C corporatlon shareholders '
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- were successful in 2010-in raising $5,000,000.in Idcal cap1tal under the Basel ] rules. As a result, we Were i
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g can avord th.lS layer of taxatron by holdmg thelr shares until they d1e thus creatmg a hold Vs sell

o —mentahty Under an.S corporatron structure, older shareholders can sell the1r shares to younger local e

: ”'__:._:persons w1thout the fear of double taxatlon o

= _.;_}.\'Under BASEL III Subchapter S corporatrons are. d.tsadvantaged when compared to s1mllar C

...~ corporations. For instance, a profitable C corporation bank with a Capital Conservation Buffer of 1. 82%
- will be able to: meet thelr federal fax obllgatlons and-still have avallablhty tobe able to pay d1v1dends
N J_and/or chscretronary bonuses equal to, 40% of the bank’s chglble retamed 1ncome v

L "-";f:By contrast a Subchapter 3 bank with. the 1dent1cal Cap1tal Conservatlon Buffer of l 82% wrll be allowed B

to’ meet its federal tax obligations on the bank’s pass through i income by paymg a d1v1dend which could
- use up.the avarlable 40% allowed d1v1dend amount; The Sub S bark would not be ablé to pay addttlonal

- - and: holdmg company s ab111ty to transition the bank to. younger ownershrp

' "We also beheve that the Cap1tal Conservauon Buffer and possrble d1v1dend/drscretronary bonus f o
ol j'fhmrtatlons will affect our: ‘bank holdmg company s.access to credit. Whereas large banks do. not rely
: 'heavrly on bank stock loans for growth and expans1on small rural banks do o S :

~dividends or dlscretlonary bonuses. ‘We believe that this is an iinlevel playlng ﬁeld that damages the bank o L

SR _Under the current rules our bank holdmg company is able to obtam credrt for bank stock loans w1th loan . S

,i"“"_"'covenants that focus on cashflow ability and. maintaining-a ‘well caprtahzed’ bank; This system has
LA -_.'worked arid worked well. ‘The proposed Capltal Conservatmn Buffer and poss1ble d1v1dend/bonus . 7 o
., restrictions will hkely cause. bank stock lenders to requlre capltal levels that are even h1gher than the
n i ,__buffer - S \ e ‘ e BRI

- In all 11kellhood bank stock lenders w1ll recogmze that 1f a bank temporanly drops below the 2. 5% :

gny Cap1tal Conservatron Buffer, d1v1dends that are requlred for debt service could be limited. “The result w1ll . B :‘ '
- likely: be ‘that bank stock lenders will require that capltal exceed the 2.5% Capital: Conservatlon Buffer S0 -

- that d1v1dend cashﬂows are not d1srupted More cap1tal requ1rement will reduce’ ROE and make cap1ta1
_';{:ra1smg even more deﬁcult Agam thrs eoncern is compounded for Sub S banks for reasons prewously
' 7‘_addressed above o S Do R S J

B "We also belleve that the BASEL III proposal w1ll have a dramat1c 1mpact on the ownersh1p success1on L
o “plan ¢ of our bank orgamzanon " As previously- men’noned we. have established a mission to perpetuate :
- local ownershlp in fural communities. Beyond the economic ‘benefit of proﬁts staying local, there i is o
s E tremendous benefit of having the bank $ service: prowders vested in the bank’s ownerslup ‘There i isa
AR -hlgher Tevel'of cormmtment to prov1d1ng Services successfully when bank management has sk.m 1n the . -
e game. No one will- know or care about the local consumers and the1r success rnore than vested
PR 'commumtybankers ey - : -

T Addltlonally, one of our great dllemmas in rural cornmumtles 1s agmg bank management Under our

L be succeedmg owners in the bank. | We have chosen to share bank’ proﬁts with these younger mernbers of o

L that there have been abuses in payment of d1scretzonary bonuses it seemis unfalr to lumt all dlscretronary
B bonuses when some may. actually ass1st m elevatmg prudent rnanagernent e

: Because of these 1tems d1scussed we see BASEL Il as a great h1ndrance to the commumty bankmg
R model ‘We also'see the proposal as belng espemally favorable to those larger banks that want to absorb
w __market share in rural areas at the expense of the struggles of rural commumty banks :

" . - “'model, we are striving to involve: younger members of the hanks’ management in‘active ownerslnp The T " : ) SR
o hurdle that we face is helpmg these younger members of management to gain- the fmanclal wherewithal to' - - - 7

o mianagement using d1scret1onary bonuses. BASEL II puts this method in jeopardy “While we understand :-' o
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Eage ,STANDARDIZED APPROACH

Lo Concemmg the Standardlzed Approach pr0posal we beheve the proposal w1ll also be very damagmg to
-7 our bank’s’ ability to function and. compete effectlvely Our bank will be lmpacted by the proposal’s -
..+ approach to 1-4 family residential real estate lending and past due exposures. Depending upon ; fmal rules
-+ the'banks may also be unpacted by the proposal’s handlmg of off balance sheet 1tems (pnmarlly RN
S 'purchased partrclpatrons) SN Ca L

' Of: prnnary ¢onceri is the proposal s handlmg of 1-4 famrly res1dent1al real estate mortgages Our bank
s hrstorrcally has served our local rural market. by offering. re51dentral real estate financing.” Most of these:

< 1gans are loans that-are not of ample sizeto attract most secondary market Tendeérs. Bank ofﬁcers/decrsmn o

" fnakers meet- d:lrectly with borrowers to discern a proper loan structure; beneficial for both. bank: and

- ‘-.borrower More t1mes than not the structure 1ncludes a balloon feature w1th the loan 3

'_"_'—‘ First State Bank of Hawarden has been makrng 1-4 famrly loans w1th balloon features for over 20 years o
S Durlng this period, mterest rates have both increased and decreased Durrng the past 10 years, First State E
" Bank has'made 81 local balloon mortgage loans averaging $67 668.00 per loan while suffermg only one.

" loss on a 1-4 family real estate loan. That individual loss resulted in a charge off equal t0.15% of the 1-4 L E

B . .-'farmly residential real estate portfoho We belreve that is a hrgh standard of success for both the bank anda R |

o ';our Iocal borrowers

;,-The bank’s sticcess if resrdentral real estate lendmg has been the result of meetrng its customers face to .

o . face and balancmg what is good for the bank and the customet, The standardized approach as proposed; -
coeoowill make it very dlfﬁcult to tailor: loans that meet the customers’ and bank needs in a market that will get -
: _11tt1e attention from larger and more complex-; lenders The additional capltal requrred to fund 1 4 farmly i

, "v_.‘_'-mortgages wrth balloon features will likely drive small rural banks away from resrdentral real estate >
: :" J ;lendmg arrd thus restnct access to credit for rural consurners : ST e

cinidn add1t1on the complexrty of the proposed Category 15 Vs. Category 2 and rrsk werghtmg schedule w1ll
1.0 create an increased burden for tracking and monitoring requrred Capltal levels We also'believe the rlsk
R ,'-'fa‘werghtrng schedules based upon loan to ‘value may not truly- reflect the risk in the loan or the need for: )
- ‘more or less capital.’ In some cases, the bank may tallor aloan by taking add1t1onal collateral to offset a
- lrrmted down payment The actual exposuire or risk to- cap1tal may be less.on this’ type of loan than‘a-

o - quahfymg Category 1 loan with less than 60% loan to: Value We belreve prudent 1end1ng can be done

R :wrthout boﬂerplate standardrzed loan products )

il ',;.'Concermng past due exposures the Standardrzed Approach treats each past due loan as if: there is'a
. -standard risk or 1mpa1rrnent to; capltal Our experience has been that not all non- performmg loans pose. - ..
the sathe anmount of tisk to. cap1tal ‘Well collaterahzed loans thatpose no-risk of loss to the bank may. be . '_ B
e - . ‘.held in dehnquent status until certarn 1ssues canbe resolved -Orni the other hand, under collateralized -
R loans that pose great. risk to capltal ‘may be renewed or restructured fo-avoid the add1t10nal caprtal o
A requirement. In this compatison, the.result of the Standardrzed Apf)roach would not meet, 1ts mrss1on of v
T -'_".-requmng more caprtal when hlgher rrsk 1s present ' ' : P v

'-Further the proposal is not clear concermng the treatment of some off balance sheet exposures Our |

- bank, along’ with many 1 rural banks, supplements their loan: portfollo with’ purchased Toan participations. .
R from other rural banks. Many times these partrcrpatron loans are interests if operating lines of credit.
S f_-Partlc1pat10n commitments are made in lines of credit to aid the ongrnatmg bank to comply with legal
#7+  lending limit regulations. ‘Therefore, the part1c1pat1on certrﬁcates are not. cancelable However, the

=7 “underlying llne of credit offered by the ongmatlng bank to the borrower ‘may be uncondltronally

L ,' f-cancelable It does not appear that the proposal 1s clear as to whether the partrcrpatrng bank w1ll need t‘ow - g
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' -apply the cred1t convers1on factors for the non—cancelable partrcrpatlon in an uncond1ttonally cancelable
= ltne of crecht ' L . AR .

.-_-,If the » artl Clpatmg bank is requrred to apply the Off Balance Sheet Cred1t Conversron factors it w1ll

A hkely leadto a reluctance by small fural banks to-assist ori¢ another with overlme participations. We see' L o

' ' this:as favormg larger bankmg institutions and the Farm Credrt System at the expense of local banks
.fbecause of thelr larger legal lendmg hrmts ;' ERERFEINE ; .

" : In summary, we bcheve that BASEL l]I and Standard1zed Approach wrll be bad for our- bank and bad for o s

L most rural communlty banks In effect ‘these proposed rules, will limit rural banks ability-to'raise cap1tal -
and. serve its markets well.” It is our. understandmg that these rule changes were or1g1nally designed to-

1mp1emented these very 1nst1tutrons W111 be the ones that garn 1n the market place e

" ‘mitigate risk of fa1lure of large complex financial institutions. However, we believe that if these rules are ‘: . Gl

: 'Z'I‘he advantage of the srnaIl comrnumty bank is the abrllty to mcet 1ts customers face to face and tarlor 1ts o _
- “product: offermgs to the best beneﬁt of-customer and bank. - From our vantage point; the breakdowu in the Lo

=y financial mdustry has been the movement 10 secur1t1zat1on and homogeneous product offenngs that move

e '..the risk taker and customer too. far apart We believe that’ these proposed rules w1ll advance that problem L

R and force commurnty banks to operate more hke larger ﬁnanc1a1 1nst1tut1ons S

i --We are: convrnced that a. one s1ze ﬁts all’ cap1tal structure w1ll not truly address the need for capltal We - T

e would hopc that what’ could be- adopted isa regulatory system with varying standards based upon

T Icomplexlty and risk. ‘We believe that BASEL I standards w1th adequate regulatoly oversrght would be G i S

o - rnost beneﬁc1a1 and prudent for communrty banks

R f;Thank you for con31denng these comrnents Please do not: hesnate to contact me concemmg any of thls S o o L
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