
The impact of the financial crisis on community banks:  
A conference summary
by Mark H. Kawa, vice president, Supervision and Regulation, and Steven VanBever, lead supervision analyst, Supervision and Regulation

The fifth annual Community Bankers Symposium, co-sponsored by the Federal Reserve 
Bank of Chicago and the Midwest Region of the Federal Deposit Insurance Corporation, 
was held at the Chicago Fed on November 6, 2009. This article summarizes the key 
presentations and discussions at the conference.
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Materials presented at the 
conference are available at 
www.chicagofed.org/ 
webpages/events/2009/
community_bankers_ 
symposium.cfm.

RepresentingtheFederalReserveSystem
attheCommunityBankersSymposium
wereElizabethA.Duke,Governor,Board
ofGovernorsoftheFederalReserve
System;andCharlesL.Evans,president
andCEO,CarlR.Tannenbaum,vice
president,andMarkH.Kawa,vice
president—allfromtheFederalReserve
BankofChicago.Speakersfromthe
FederalDepositInsuranceCorporation
(FDIC)wereRichardBrown,chiefecon-
omist,andM.AnthonyLowe,regional
directoroftheMidwestRegion.Mark
Zandi,chiefeconomistandco-founder,
Moody’sEconomy.com,alsoaddressed
thegathering.Nearly300individuals,
primarilyrepresentativesfromcommunity
banks1intheSeventhFederalReserve
District,2attendedthesymposium.

Thisyear’sthemeforthesymposiumwas
“AreWeThereYet?”Symposiumpartici-
pantsdiscussedwhethertheoverallecon-
omyhadyetreachedthepointofrecovery
fromthefinancialcrisis.Theyalsoex-
ploredtherisksfacingcommunitybanks
inthecurrentenvironmentandhelped
identifykeysupervisoryandpolicyissues.

Onthesurface,thecurrentfinancialcri-
sisappearstobemainlyastoryaboutvery
largebanks.Manyofthesebanksunder-
tookexcessiverisksintheenvironment
ofstrongeconomicgrowththatexisted
untilaroundmid-2007.Wheneconomic
conditionschangeddramatically,banks

beganfacingsevereliquiditystrainsand
alossofmarketconfidence.Thefinancial
systemwasstabilizedonlythroughanun-
precedentedrangeofnewfederalgovern-
mentandFederalReserveprogramsto
supportfirmsandconsumersandtore-
storetheflowofcapitalintheeconomy.

Lessobviousistheconnectionbetween
communitybanksandriskstothefinan-
cialsystem.Thefailureofasinglecom-
munitybankdoesnotgenerallyhavea
significantimpactonthefinancialsystem
asawhole.However,becausecommunity
banksindividuallylackthegeographical
andproductdiversificationavailableto
largerbanks,theycanbecomeexposed
collectivelytoregionalandsectoraleco-
nomicdownturns—suchasadownturn
inresidentialandcommercialrealestate
(CRE)markets.3Thesedownturnscan
thencausealargenumberofcommunity
bankstoweakenorfail,whichinturncan
leadtosignificantcreditconstraintson
firms(particularlysmallbusinesses)that
relyheavilyonthesebanksforworking
capital.Thiscanthenadverselyaffect
localcommunitiesandthebroaderecon-
omy.Itisthisdynamicthatwehavebeen
seeinginthecurrentcrisis.

Community banks and the financial 
crisis

Tannenbaumproposedthat,whilethe
extentandmagnitudeoftherecent
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Community banks in virtually every region of the country face 
significant economic challenges in the near and medium term.

financialcrisiswereunexpected,the
groundworkforsuchaneventwas
formedoverthepastgenerationbyevolu-
tionsinfinancialproducts,businessmod-
els,andgovernmentregulations.These
evolutionsaffectedbanksofallsizes.

Priortothe1970s,commercialbanking
washeavilyregulated,quitestable,and
profitable,butnotespeciallyinnovative
ordynamic.Then,beginninginthe
1970s,thetraditionalbankbusinessmod-
elcameunderincreasingpressurefrom
macroeconomicvolatility,newtechnol-
ogies,andbusinessinnovations,suchas

securitization4andtheoriginate-to-
distributemodel.5Italsoappearsthatin
somecasesincentivesweremisaligned,
saidTannenbaum.Theexistenceofa
“shadowbankingsystem”6createdincen-
tivestoshiftriskstounregulatedorless
regulatedfirms.Finally,bankers,inves-
tors,andratingagenciesshouldhave
adoptedamorecriticalattitudetoward
newfinancialproducts;theyshouldhave
alsobeenmoreskepticalaboutthemath-
ematicalmodelsusedtomeasureand
managerisk.

AccordingtoTannenbaum,these
industry-widedevelopments“trickled
down”tocommunitybanksinvarious
ways.Somebanksinvestedincomplex
securities.Somereliedonsellingassets
intothecreditmarkets.Someadjusted
theirpricingandunderwritingtocom-
petewithlargerorganizations.Andsome
increasedtheirrelianceonwholesale
fundingsources,7whicharelessstable
thantheretail(or“core”)depositscom-
munitybankshavehistoricallyreliedon
forfunding.

Current banking conditions

Duke,Brown,andTannenbaumallad-
dressedbankingconditionsatthetime
oftheconference.Theseconditionscon-
tinuedtodeteriorate,laggingtrendsin
theoveralleconomy.Highloanlosspro-
visions8stillseverelydepressedbankearn-
ings.Creditdeteriorationhadcentered
sofarinrealestateconstructionand

developmentlendingbutwasspreading
toothertypesofloans.Nonperforming
loanandnetcharge-offratioscontinued
toincrease,butnotasquicklyasbefore.
Growthinloanlossreserveswasstilllag-
gingtheriseinnonperformingloans.For
theindustryasawhole,reservescovered
onlyabout60%oftheseloans(about
50%atcommunitybanks).Thislowcov-
eragesuggestedthatadditionalprovisions
wouldbeneededinfuturequarters.

ThenumberofbanksontheFDIC’s
“ProblemList”continuedtorise,reach-
ing552asofSeptember30,2009.In

addition,thenumberofbankfailures
remainedelevated.The115institutions
thathadfailedorreceivedassistance
fromtheFDICin2009bythedateof
theconferencewasthemostinany
yearsince1992.

Thesespeakersalsonotedthatcapital
ratiosforthebankingindustryremained
satisfactoryoverall,withthevastmajority
ofbanksstillconsideredwellcapitalized
underregulatorystandards.However,
continuingcreditdeteriorationraised
questionsabouttheadequacyofcapital
goingforward.Otherstrainsoncapital
wereweakearnings,unreceptivecapital
markets,andthepotentialstigmaasso-
ciatedwithusingfederalgovernmentand
FederalReservesupportprograms.These
wereleadingbankstoconservecapital
(e.g.,byreducingdividends)and/or
decreasetheoverallsizeoftheirbalance
sheets,whichcouldreducetheavailability
ofcredittotheeconomy.

Recent policy initiatives

Speakersdiscussedtworecentpolicy
initiativesthatwillsignificantlyaffect
communitybanks.Dukepresentedthe
recentinteragencypolicyonCREloan
workouts.9Thisstatementprovidesguid-
anceforexaminersandforfinancialin-
stitutionsworkingwithCREborrowers
experiencingdiminishedoperatingcash
flows,depreciatedcollateralvalues,or
prolongeddelaysinsellingorrenting
commercialproperties.Dukeemphasized

thatperformingloansmadetocredit-
worthyborrowers—includingthosere-
newedorrestructuredonreasonable
modifiedterms—willnotbeadversely
classifiedsolelybecausethevalueofthe
underlyingcollateralhasdeclined.She
alsostressedthatprudentloanworkouts
areofteninthebestinterestofbothfi-
nancialinstitutionsandborrowers.Duke
recommendedthatbankersmaintain
gooddocumentationonthestatusof
realestateprojects,cashflows(both
borrowers’andguarantors’),andcur-
rentcollateralvalues.Finally,sheen-
couragedbankerstocontinuetolend
tosoundborrowersandexpressedthe
hopethatthenewguidancewouldhelp
themassessnewloanprospects,aswell
asexistingcredits.

BrownoutlinedtheFDIC’sproposalto
havebanksprepaydeposit-insuranceas-
sessments10inordertoprovideadditional
liquiditytotheDepositInsuranceFund.
TheFDICproposedthatinsuredinsti-
tutionsprepaytheirestimatedquarterly
assessmentsforallof2010,2011,and
2012byyear-end2009,whichwouldyield
approximately$45billion.TheFDICde-
terminedthatthisarrangement,unlike
aone-timespecialassessment,would
notsignificantlyaffectbanks’earnings,
capital,orlending.

Economic challenges

Communitybanksinvirtuallyeveryregion
ofthecountryfacesignificanteconomic
challengesinthenearandmediumterm.
AccordingtoEvans,whilemanybroad
indicatorsofeconomicrecoveryarebe-
comingmorefavorable,unemployment
remainsveryhighandislikelytocontin-
uetobehighforsometime.Anumber
ofcrosscurrentsintheeconomyintro-
ducesignificantuncertaintyintoanyfore-
casts.Downsiderisksincludealagging
labormarket,weaknessinCRE,thepros-
pectoffurtherassetlossesatfinancial
intermediaries,higherpersonalsavings
ratesimpingingonconsumption,and
theweakfiscalconditionofstateandlocal
governments.Positivetrendsinclude
financialmarketimprovements,inven-
torylevelsthatareundercontrol,good
productivitynumbers,thebeginnings
ofaworldwideeconomicrecovery,and
effectsofthefiscalstimulus.
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Many speakers expressed confidence that community banks 
would continue to play a key role in the financial system.

AccordingtoEvans,twoextremeoutlooks
forinflationarefrequentlyexpressed
today.Oneviewhasinflationgreatly
increasinginthefuture,basedonthe
explosionoftheFederalReserve’sbal-
ancesheet,whichhasenormouslyin-
creasedthemoneysupply.Theother
viewseesstrongdeflationaryforces,based
onhighunemploymentratesandslack
capacityutilization,11whichareoften
associatedwithfallinginflation.Evans
arguedthatsoundmacroeconomicpoli-
cieswouldallowustoavoidtheextremes
ofeitherscenario.

Zandiagreedthattherecoverywillbe
difficult.Hiringbybusinessesremains
dormant,hesaid,andtheresidentialmort-
gageforeclosurecrisisshowsnoindication
oflettingup.ThecurrentbustintheCRE
marketisalsoaseriousthreat.Further-
more,thebudgetproblemsofstateand
localgovernmentscontinuetointensify,
andcreditisstillimpairedbecausesecu-
ritizationmarketsremainfrozen.

AccordingtoZandi,monetaryandfiscal
policywillprovidejustenoughadditional
supportin2010topreventtheeconomy
fromslidingbackintorecession.Hepre-
dictedthatinmid-2010,foreclosuresand
unemploymentwouldpeakandhousing
priceswouldbottomout.Zandialsopro-
jectedthatin2011,aself-sustainingex-
pansionwouldbegin,bankfailureswould
subside,andsecuritiesmarketswould
returntomorenormalfunctioning.
Somelong-termtrendshighlightedby
Zandiwerethegrowthofexportstofill
thevoidleftbycautiousU.S.consumers
andtheeventualneedtoreturntogreat-
erfiscalausterity.

Regulatory reform

Asaresultofthefinancialcrisis,commu-
nitybanksfacetheprospectofmajor
changesinbankregulation.Brownout-
linedsomeofthechangestheFDICsup-
portsinresponsetothefinancialcrisis.
Tworeformscouldhelpsolvethetoo-
big-to-failproblem.12Oneisaneffective
resolutionprocessforhandlinglarge,
complexfinancialfirmsthatbecome

troubledorarefailing.Currentdebates
centeronwhichregulator(s)shouldbe
responsibleforthisprocessandhowit
shouldbefunded.Asecondreformis
tomakeitmoreexpensiveforfirmsto
besystemicallyimportant.Thiscould
beachievedthroughhigherdeposit-
insurancepremiums,greateroversight,
highercapitalandliquidityrequirements,
andothermethods.

Conferenceparticipantsalsodiscussed
therestructuringofregulatoryagencies.
Browncontendedthatthecreationofa

singlefederalbankregulatormightnot
benecessary.Instead,hesaid,theFDIC
supportsthecreationofasystemicrisk
counciltoidentify,monitor,andtake
actiononfuturesystemicrisks,aswellas
theincreaseduseof“macroprudential”
supervision(i.e.,supervisionfocusingon
emergingriskstothefinancialsystemas
awhole).Finally,toremedyweaknesses
inconsumerprotectionhighlightedby
thefinancialcrisis,henoted,theFDIC
supportsestablishinganewagencyded-
icatedtocreatingstandardsandprotec-
tionsforconsumers.

Dukeoutlinedseveralinterconnected
reformstheFederalReserveisseeking.
Theseincludedconsolidatedsupervision
of,andaresolutionregimefor,systemically
importantinstitutions;amoremacro-
prudentialviewofrisk;andenhanced
consumer-compliancesupervisionfor
nonbankfirms.TheFederalReserveis
alsoseekinggreaterpowerstooversee
systemicallyimportantpaymentssystems.

What should community banks  
focus on?

Kawaprovidedanumberofsuggestions
forhowcommunitybankscanrespond
effectivelytocurrentrisk-management
challenges.Inlightofcurrentweaknesses
inCRElending,hesaid,banksshould
“expecttheunexpected.”Thismeans
anticipatingarangeofadversescenarios
thatreflectlocaleconomicconditions
andthebank’sindividualriskprofile.
Such“stresstesting”canbeveryhelpful

inidentifyingpotentialeffectsonearn-
ingsandcapitalanddevelopingappro-
priateresponses.Sincemarketanalysts
areconductingtheirownstresstestsof
banks’exposures,itisbetterforbanks
tobeaheadofthecurve.

InanefforttodiversifyawayfromCRE
lending,manycommunitybankshave
increasedtheirexposuretocommercial
lending.13However,creditdeterioration
isspillingovertothistypeoflendingas
well.Banksnowfocusingonincreasing
commerciallending,Kawarecommended,
shoulddevelopsoundbusinessstrategies
basedonarealisticassessmentofinternal
andexternalstrengthsandweaknesses.
Theyshouldalsohavearobustprocess
forapprovingnewproductsoractivities
andappropriatepoliciesandlimitsgov-
erningloanparticipationsandpurchases.

Formostcommunitybanks,funding
hasstabilizedsincetheearlierstagesof
thefinancialcrisis.However,funding
sourcescandisappearwhenabankis
perceivedtohaveassetqualityorearn-
ingsproblems.Therefore,banksshould
performliquidityriskanalysesthatcon-
siderpotentialfundingpressures,Kawa
advised.Theseanalysesshouldmake
useofforward-lookingmetricsasmuch
aspossibleandconsiderawiderange
ofstressscenarios.



1Communitybanksaretypicallysmaller
banksthatconductmostoftheirbusinessin
theirlocalcommunities.Thesizethreshold
mostoftenusedis$1billioninassets.

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

3CRElendingreferstoloanssecuredby
commercialrealestate(e.g.,officebuildings
andshoppingcenters),whoserepayment
typicallycomesfromrentalincomeor
sale/refinancingoftheproperty.

4Securitizationistheprocessoftakingan
illiquidasset(orgroupofassets)and,
throughfinancialengineering,converting
itintoasecurity.

5Originate-to-distributeisabusinessmodel
forfinancialintermediation,underwhich
financialinstitutionsoriginateloanssuchas
mortgages,repackagethemintosecuritized
products,andthenselltheseproducts
toinvestors.

6Theshadowbankingsystemisanetwork
oflenders,brokers,andopaquefinancing
vehiclesoutsidethetraditionalbanking
systemthathasgrownsubstantiallyinrecent
yearsandismuchlessregulatedthanthe
traditionalbankingsystem.

7Examplesofwholesalefundingarefederal
funds,FederalHomeLoanBankadvances,
andbrokeredcertificatesofdeposit.

8Theprovisionforloanlossesistheamount
setasidebyabanktomaintainitsloan
lossreserveatalevelsufficienttoabsorb
estimatedloanlosses.

9Seewww.federalreserve.gov/newsevents/
press/bcreg/20091030a.htm.Thispolicywas
issuedbytheFederalReserve,theFDIC,the
NationalCreditUnionAdministration,the
OfficeoftheComptrolleroftheCurrency,
theOfficeofThriftSupervision,andthe
FederalFinancialInstitutionsExamination
CouncilStateLiaisonCommittee.

10Forthefinalrule,seewww.fdic.gov/news/
news/press/2009/pr09203.html.

11Capacityutilizationiscalculatedastheactual
outputproducedwithinstalledequipment
dividedbythepotentialoutputthatcould
beproducedwithitifusedtoitsfullcapacity.

12Regulatoryauthoritieshavestrongincentives
topreventthefailureofalarge,highlyinter-
connectedfinancialfirmbecauseoftherisks
thatsuchafailurewouldposetothefinan-
cialsystemandthebroadereconomy.How-
ever,thebeliefofmarketparticipantsthat
aparticularfirmisconsideredtoobigto
failhasanumberofpotentialundesirable
effects,includingreducedmarketdiscipline,
excessiverisk-taking,andincreasedcosts
totheDepositInsuranceFund.

13Commercialloansareloansmadetobusi-
nessesforawidevarietyofbusinesspurposes
(suchasinventoryfinancingandinvestments
inequipment).

14Seewww.federalreserve.gov/boarddocs/
srletters/2009/SR0904.htm.

Intoday’svolatileenvironment,capital
adequacyiscritical.Whilemanybanks
havecapitalratioswellaboveregulatory
minimums,Kawasaid,thisdoesnot
guaranteethatabankwillhaveenough
capitaltosurviveasevereshock.Regu-
latorsareplacingmoreemphasisthan
everonsoundcapitalplanning.Capital
plansshouldincludeforward-looking
analysesofdifferenteconomicscenarios.
Theyshouldalsotakeintoaccountdivi-
dendpayoutsandstockrepurchases
andredemptions.14

Conclusion

Whilethesymposiumhighlightednumer-
ouschallengesfacingcommunitybanks,
manyofthespeakersalsoexpressedcon-
fidencethatcommunitybankswould
continuetoplayakeyroleinthefinan-
cialsystem.Communitybanks’localcon-
nectionsandgreaterfamiliaritywithlocal
conditionscangivethemanedgeinmeet-
ingtheneedsofhouseholdsandsmall
businesses.Theinformationtheypossess
aboutlocalborrowerscanbeasourceof
competitiveadvantageinmakingjudg-
mentsaboutcreditworthiness.Inthe

currentcrisis,assomelargerbanksare
improvingtheircapitalandliquidity
positionsandcuttingbackonnewlend-
ing,communitybanksmaydiscovernew
opportunitiestoservecustomers.Com-
munitybankscontinuetobealeading
providerofcredittosmallbusinesses,
whosegrowthiscriticaltocreatingnew
jobsandimprovingthebroadereconomy.
Inhisclosingcomments,Lowestressed
thattheFDICandtheotherregulators
willworkwithcommunitybankstofind
solutionsandstrategiesthataddress
theirmutualconcerns.


