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Last week, fifty-three senators put aside their usual partisan differences to tell bank regulators to 

be sure the Basel III final rules address community-bank concerns.  This is a formidable 

demonstration of political clout, one that will give the FRB, OCC and FDIC pause.  But, will it 

stop them?  No; the banking agencies rightly aren’t going back to the capital standards that, 

before the crisis, not only promoted systemic risk at the biggest banks, but also encouraged 

hundreds of small banks to bet big on losing loans.  It’s easy enough to say no to a regulation – 

and much in many of them inspires this emotion.  But, it’s essential to come up with constructive 

alternatives which recognize that, even if new ideas are flawed, old   rules cannot be revived to 

replace them.  

 

The senators have surely captured the regulators’ attention, but the next challenge is to say what 

the agencies can do to address community-bank fears in the Basel standards.  “Just say no” may 

be the answer to some of life’s problems, but not to the Basel III NPRs or, indeed, to several 

other major regulatory initiatives.  Another retort to regulators – get them (whether it’s big banks 

or credit unions), not us – is similarly ineffective. 

 

Better, I suggest, is a recognition of what community banks do best, reckoning with the fact that, 

despite these benefits,  smaller banks often operate at increased risk because of closely-held 

ownership, large exposures to a few customers and vulnerability to local-market volatility.  The 

challenge is to devise a regulatory framework that balances these benefits against these risks.  

Starting today with Basel III, I’ll give it a try. 

   

 

Why Community Banks Want to Beat Basel III 

 

There are four major reasons smaller banks object to the Basel III NPRs: 

 

 the new, higher capital standards based on reliance only on tangible common equity 

and the like; 

 the higher risk weightings for residential mortgages; 

 the tougher requirements applicable to commercial real estate (CRE); and 

 the overall complexity of the rules that community banks fear will put them at still 

greater competitive disadvantage to the largest banks. 

 

Let’s take each of these problems and try to come up with a solution that isn’t “just say no.” 

 

 

How to Measure Regulatory Capital 

 

The NPRs reflect the Collins Amendment to the Dodd-Frank Act, a proposal pushed not just by 

former FDIC Chair Bair, but also by many community banks.  The idea here is to demand that 

banks hold no less capital under Basel III than under Basel I, essentially setting a floor on the 

new regime.  In addition to dictating that the total ratio be at least as high as under Basel I and 



the U.S. leverage standards, the amendment also stipulates that the capital numerator – that is, 

what counts as capital – be generally limited to tangible common equity (TCE).  To be sure, the 

law provides a grandfather for hybrid securities for smaller bank holding companies (BHCs), but 

the basic point – Basel III capital can be no lower than Basel I -- is enshrined in law. 

 

Could U.S. regulators keep the Basel I numbers squishy for small banks and make only big ones 

rely on TCE?  Maybe, but this would, they rightly fear, distort the overall capital base of 

American banking and create new risks for smaller banks.  TCE may be harder for community 

banks to raise, but the alternatives – hybrids, mortgage servicing rights, deferred tax assets and 

the like – proved problematic under stress.  As a result, TCE will almost surely be the capital 

bulwark for all banks in the final U.S. rules, with levels set as high as under Basel III.   

 

One way to limit the hurt of these changes without undermining their rigor is for capital for big 

and small banks to be comprised not only of TCE, but also loan-loss reserves. Doing so 

addresses not just CRE risk, but a panoply of others because it ends the capital disincentive to 

robust reserving. 

 

     

On to the Denominator 

 

So, if the amount of capital is to be high and the instruments that comprise capital rigorously 

defined, can the community-bank fix come in the denominator – that is, the risk weightings that 

set the total Basel III ratio?  Here’s where I think there is considerable scope for community 

banks. 

 

First, let’s take a look at residential mortgages.  It’s important to consider the standardized risk 

weightings for home loans in the context of the proposed new capital standards for residential 

mortgage-backed securities (RMBS).  These are very tough, although exceptions are made for 

RMBS backed by Ginnie Mae or, while in conservatorship, Fannie Mae and Freddie Mac.  These 

are significant, if uncertain, exceptions, but the basic thrust of the rules is to penalize RMBS.  

Take into consideration also the pending risk-retention rules and other curbs on private-label 

securitization and the picture for RMBS grows still darker. 

 

Can community banks go back to the old days and portfolio mortgages?  In the near term, it’s 

hard to do so for any loans that can be easily securitized to Ginnie or the GSEs.  But, that leaves 

lots of money on the table, especially in the high loan-to-value (LTV) loans under-water 

borrowers need to refi their way out of trouble and first-time borrowers require to get into the 

game.  These are loans where private mortgage insurance (MI) can play a major role for 

community banks because executing high-LTV mortgages with MI is not unduly complex. 

 

The trick is to get capital credit for use of MI.  This is a hot topic in the pending NPRs, but one 

where a fix is relatively easy to propose and, then, to push if carefully articulated to reflect recent 

problems in the MI sector.   

 



Is capital recognition for MI the only cure to community-bank mortgage portfolio lending?  No, 

but it’s a big start, especially if mortgage products are designed also to reflect interest-rate risk 

and other regulatory risks in this volatile sector. 

 

 

Contemplating CRE 

 

As I said, another major community-bank concern in the NPRs is the higher risk weightings 

proposed for commercial real estate.  Here, I think the solution is a bit more complex than the 

residential-mortgage fix.  One could urge the regulators to go back to the old days – a 100% 

weighting – but only if give is offered on other contentious issues.  Community banks have 

previously protested the banking agencies’ concentration limits and accounting policies designed 

to force loss recognition as loan payments falter.  A policy in which community banks hold big 

books of concentrated CRE to a few borrowers who might not be making all their payments with 

a 100% weighting isn’t, I think, a viable prudential standard.   

 

What is the right balance?  I think it’s a combination of higher risk weightings with lower 

concentration limits that permit community banks to hold bigger CRE books with more of a 

prudential backstop.  I am not in favor of lenient accounting because mark to market is, I think, a 

vital discipline that ensures ready risk recognition in a transparent, comparable fashion.  One 

cure here, though, is to add to the numerator not just TCE, but also loan-loss reserves so that 

banks get capital credit for bolstering reserves and, thus, mark to market doesn’t hurt so much.   

 

 

Conquering Complexity 

 

Having read and reread the NPRs – hard to believe, I know – I do not think the rules are as 

complex as community banks fear.  They are highly complex and, in many ways overly so, but 

the bulk of the most problematic standards here do not affect smaller banks.  Rather, Basel III’s 

complexity risk derives from the advanced models, securitization standards, the proposed 

deduction of unrealized losses and addition of unrealized gains, the interplay of these standards 

with the Basel III liquidity rules (not contemplated for community banks) and many other 

proposals largely irrelevant to smaller banks with straightforward holdings. 

 

Some have argued that, even if community banks are not subject to unduly complex Basel III 

standards, boards of directors and senior management will be forced to undertake an 

unreasonable amount of review, validation and intervention.  Here, I respectfully disagree.  If a 

bank takes on risk, the board must understand it.  If the board fears the risk, the bank should not 

take it.  Setting what regulators now are calling “risk tolerances” is, I think, a fundamental 

fiduciary responsibility for directors that does not create conflicts between shareholder and 

regulatory interests.  Knowing these risk tolerance and – critically – how well the bank sticks to 

them is invaluable for banks large and small, as it ensures that capital not only meets the rules, 

but also is in fact sufficient to handle economic risk and unanticipated stress. 

 

 

 



The Cure for Community Banks 

 

Basel III is taking a lot of heat, but I think the attack masks the real problem aggravating small 

banks:  widespread uncertainty about the future business model.  I very much enjoyed talking 

through these business-model issues with you at our last meeting, and learned a lot from them.   

 

You told me then that community banks know their customers better than anyone else.  I said 

then that this needs to go beyond the friendly greeting by a teller – it’s nice, but most of your 

customers have friends.  The knowledge must go beyond name to the need – does the customer 

need financial advice to handle paying for tuition?  Planning for retirement?  Starting a business?  

I’ll bet many of your customers do and are confused by complex offerings mostly provided 

outside your front door.  No one is as well suited to advise your clients as you, and the regulatory 

requirements for taking on this advisory practice are negligible – especially taking into account 

that it poses no capital or similar cost.   

 

You also told me that you want to get back into the residential-mortgage business for the sound 

customers who daily cross your threshold.  This is a terrific business opportunity for you if you 

define your products to take into account the pending rules – capital included – and consider the 

interest-rate risk in these loans.  They can’t be thirty-year fixed-rate ones in these low-interest-

rate days, but there are still numerous portfolio products I don’t think anyone else can offer as 

well as you.  Yes, I know the rules for qualified mortgages have yet to be issued, but I don’t 

think the safe-harbor versus rebuttable-presumption question is as big a barrier to mortgage 

portfolio lending as some suggest, especially because I’m betting you’ll get the safe harbor. 

 

CRE and small-business loans are another prime area.  Devising the regulatory – not just capital 

– framework for these products in a community bank is an unanswered challenge, but one I 

know you can take on with gusto.  It’s in all of these products – none of them scalable and, thus, 

viable for big banks – that the future of community banks lies.  Customization is the core 

criterion of community banking, and the Basel III rules won’t stop you from tailoring products to 

meet market need, especially with a few relatively easy fixes I think regulators will make to meet 

you at least half way. 

 

As you know well, all of the federal agencies are spending a lot of time talking nice about 

community banking.  To some degree, they are doing this because making you mad is a 

dangerous political proposition.  But the agencies also genuinely buy into the community-bank 

model – it’s an integral part of U.S. banking.  The challenge is making your business model work 

with rules tough enough to address the prudential risks banks – even small ones – present, risks 

with which regulators now are unwilling to take any chances.  I know you understand their 

caution – the crisis was a pretty scary event – and I look forward to exploring this further with 

you in the time we have remaining.   

 

   


