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Chairman Frank, Chairwoman Velizquez, Ranking Members Bachus and Graves, and
members of the Committees, my name is William B. Grant, Chairman CEQO, and President of First
United Bank & Trust. My bank is a 109-year old community bank, headquartered in Oakland, .
Maryland — a tural town in Appalachia with a population of about 2,000, We have assets of §1.7

billion, and serve four counties in Maryland and four counties in West Virginia.

I am pleased to be here today on behalf of ABA. The Ametican Bankers Association brings
together banks of all sizes and chatters into one association. ABA works to enhance the
competitiveness of the nation's banking industty and strengthen Ametica’s economy and
comtnunities. Its members — the majority of which are banks with less than $125 million in assets —
represent over 95 percent of the industry’s $§13.3 trillion in assets and employ over two million men

and women.

We are pleased to shate the banking industry’s perspective on the condition of small
business and commercial real estate lending in local matkets. As President Obama recognized in his
recent State of the Union address, it is imperative to find ways to ensute that small businesses get
the credit they need. Small businesses of all kinds — including banks — ate suffering from the sevete
economic recession. While some might think the banking industry is composed of only large global
banks, the vast majotity of banks in our country ate community banks — small businesses in theit

own tight. In fact, over 3,000 banks (41 percent) have fewer than 30 employees.

This is not the first recession faced by banks. Most banks have been in their communities
for decades and intend to be there for many decades to come. First United Bank & Ttust has
survived many economic ups and downs for more than a century. We are not alone. Thete are

2,556 banks — 31 percent of the banking industry — that have been in business for more than a
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century; 62 percent (5,090) of banks have been in existence for more than half a century. These
numbers tell a dramatic story about the staying power of banks and theit commitment to the
communities they serve. My bank’s focus, and those of my fellow bankers throughout the country,
is on developing and maintaining long-term relationships with customers, many of which are small
businesses. We cannot be successtul without such a long-term philosophy and without treating our

customers faitly.

This recession is certainly one of the wotst we have ever faced. While the statisticians will
say the recession has ended, that is little comfort to areas in our country that suffer from very high
levels of unemployment and business failures. The impact of the downturn is being felt by all
businesses, banks included. As the economy has deteriorated, it has become increasmgly difficult
for consumers and businesses to meet their financial obligations. The cumulative impact of eight
straight quarters of job losses — more than 8 million since the recession began — is placing enormous
financial stress on some individuals. With jobs lost and work houts cut, it does not take long for the
financial pressure to become overwhelming. This, in turn, has increased delinquencies at banks and

resulted in losses and reduced the capital of banks.

In this severe economic environment, it is only natural for businesses and individuals to be

more cautious. Businesses are reevaluating their
) Business L.oan Demand Down
credit needs and, as a result, loan demand has Net Percentage of Banks Reporting Higher Demand
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fallen dramatically since the recession began. 60

Banks, too, are being prudent in underwriting, and

out regulators demand it. With the economic 0
downturn, credit quality has suffered and losses 20
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have increased for banks. Fortunately, community "
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capital levels. As these committees are aware, Source: Federal Reserve

however, it is extremely difficult to raise new capital in this financial climate.

The difficult recession, falling loan demand, and loan losses have meant that loan volumes
for small businesses have declined somewhat this year. Let me be very clear here: even in a weak
economy thete are very strong borrowers. Hvery bank in this countty is working hard to ensure that
our customers — patticularly the small businesses that are our neighbors and the life blood of our

communities — get the credit they deserve. The Small Business Administration (SBA), in partnership
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with America’s banks, can play an even larger role Lending to Small Businesses
in helping small businesses meet the challenges of ~ Bilions Outstanding Loans
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this economic downturn by expanding their o700 . 1 Recession
guarantee program and by reducing some of the $600 1
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success of community banks. We believe there

are actions the government can take to assist viable community banks to weather the cuttrent
downturn. Comparatively small steps taken by the government now can make a huge difference to
banks, theit customers, and their communities — keeping capital and resoutces focused where they

are needed most.
In my statement, I would like to focus on the following points:

»  Lenders and borrowers ate exercising a prudent approach to credit.

> Small business capital investments for community banks will facilitate the economic

recovety.

»  Changes that enhance bank patticipation in SBA programs have made strides in

creating opportunities for small businesses, yet mote needs to be done.

> Changes in the regulatoty envitonment will improve the situation for small business

lending,

I will address each of these points in tugn.

AMERICAN BANKERS ASSOCIATION



February 26, 2010

I. Lenders and Borrowers are Exercising a Prudent Approach to Credit

In every community, banks are actively looking for lending opportunities. Business
confidence is down, of course, and many businesses either do not want to take on additional debt or
are niot in a position to do so given the falloff of their customer base. Thus, loan demand has fallen
dramatically since the start of the recession. This continues even today, although with some signs
that the economy is stabilizing, the fall off of loan demand is moderating. The National Federation
of Independent Business (NFIB) explains in its November survey that: “Ovetall, loan demand
remains weak due to widespread postponement of investment in inventoties and record low plans

for capital spending.” !

There are some positive signs beginning to appear. We have heard from bankers that small
businesses are returning to test the market for loans, even though they may not wish to botrow at
the moment. It will take time for this renewed intetest to be translated into new loans made,
however. Previous recessions have shown that it typically takes 13 months after the recession for
busitiess confidence to return and credit to teturn to

pre-recession levels.

Future Increased Credit Risk

2008 W 2009 W Future 12 Months*

Both banks and their regulators are

100% -

understandably more cautious in today’s 0% |

environment. Bankers are asking more questions of 0%

their borrowers, and regulators are asking more 20%
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questions of the banks they examine. Given the 20% |

economic conditions, it is clear that the tisk of % . - -
Small Business Credlt Card Consumer Loans

lending is much greater today than several yeats ago “Increased risk through March 31, 2009,

Bource: GCC Survey of Credit Undenwiting Practices 2008
when the economy was much stronger.

This means that the credit terms are different today, with higher downpayments tequited,
and smaller loans consistent with diminished collateral values, Banks ate looking at the tisk of a loan
and re-evaluating the proper pricing of that tisk. This is a prudent business practice and one
expected by our bank regulators. But it means that some projects that might have been funded
when the economy was stronger may not find funding today. The NFIB recognized this, stating,

“[T]he continued poor earnings and sales performance has weakened the credit worthiness of many

' NFIB Small Business Economic Trends, November 2009. National Federation of Independent Business.
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potential borrowers. This has resulted in tougher terms and higher loan rejection rates (even with

no change in lending standards).””

Moreover, access to credit is not a driving concern of most businesses. In a recent sutvey of
750 businesses by Discover, only 5 percent said the main issue facing their business was access to
capital.” NFIB’s sutvey confirmed this finding: “Although credit is harder to get, “financing’ is cited
as the ‘most important problem’ by only four percent of NFIB’s hundteds of thousands of member
firms.” NFIB notes that this is extremely low compared to other recessions. For example, in 1983
— just after the last big recession — 37 percent of business owners said that financing and interest

rates were their top problem.

We recognize that there are some consumers and businesses in the current situation that
believe they deserve credit that is not being made available. We do not turn down loan applicatons
because we do not want to lend — lending is what banks do. In some cases, howevet, it makes no
sense for the borrowet to take on mote debt. Sometimes, the best answer is to tell the customer no,
so that the borrower does not end up assuming an additional obligation that would be difficult if not

impossible to tepay.

Business Lines

To help manage the risk of loss, lenders

Trillons Unuxed Commitments = Utilizntion Hate

have lowered credit lines for businesses and 5 3 . T
individuals. Howevet, even with the cutbacks in $24 - o - 40%
lines of credit, there is still $6 trillion in unused $15 [ L 30%
commitments made available by FDIC-insured $10 L 20%
banks to businesses and consumers. The sos | - 0%
utilization rates have declined for business 00 . .- _ 83 b - H-
lending, particulatly, reflecting the decreased ara G mm;;:::mmm sty ime

demand.

‘The commercial real estate (CRE) market will pose a particulatly difficult problem for the
banking industry this year. The CRE matket has been the victim of a near total collapse of the
secondary market for commercial mortgage backed securities and of the economic slowdown that

has caused office and retail vacancies to rise dramatically. These stresses will affect many small

2 .
Op cit
3 Discover Small Busiess Wateh, October 2009, Discover Financial Services.
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banks, as CRE lending has been an important part of the portfolio for community banks for many

years,

Typically, 2 commercial real estate project in the consttuction and land development phase
receives bank financing with an loan maturity between three to seven years. After the project is
completed, it is common for take-out financing to come from insurance companies or through the
Commercial Mortgage Backed Securities (CMBS) market. This take-out financing focuses on

income-producing properties and, thus, usually occurs once there are stable and sufficient cash flows

for full debt servicing.
o CMBS Issuance
This highlights the cutrent dilemma: as $ Billions 20
. ) ) 350 $376tn
market conditions have deteriorated, vacancies 00 |
have increased, valuations have plummeted, and 250
rent renewals have slowed. This in turn has made
150 4
take-out financing increasingly scarce, leaving 100 2o
banks with loans that are stressed and facing 50
_ ' . _ ol bR LLE LR
refinancing. With transaction prices down 199t 1M 1597 00 203 A6 2009

. . Sourca:\Wells Faigo, Blgombarg
dramatically, appraisal values have also fallen,

making refinancing of loans much more difficult without significant additional equity conttibutions
from borrowers — which, of coutse, ate difficult if not impossible for many botrowers to put

forward in this economic climate.

As 1 will discuss in the last section of this testimony, regulators will continue to be nervous
about the trends in CRE lending as the economy struggles to tegain its footing and will be ctitical of
banks” CRE portfolios. The 2009 guidance from the regulators signals a prudent but flexible
approach. However, we continue to hear that the translation of the guidance to the field examiners
has been missing. However, we remain hopeful that this guidance could help banks work with

borrowers to find solutions.

As the economy begins to improve, we expect loan demand to inctease, and with it, credit
volumes as well. ABA’s Economic Advisoty Committee (EAC) forecasts that non-residential fixed
investment will increase 3.8 percent in 2010, and businesses will begin to expand and grow
inventories. The EAC believes this will coincide with an increase in business lending, which it
expects to increase modestly this year at a 2,3 percent rate. The group also expects consumer credit

to grow at a rate of 3.2 percent. As the economy grows and loan demand increases, the ability
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af banks fo meet these needs will be stunted 1f adequate capital is not available to back

Increased lending. 'This is the subject to which I will now turn.

II.  Small Business Capital Investments for Community Banks Will

Facilitate the Economic Recovery

Capital is absolutely critical to any bank, as it is the financial underpinning of any loan that is
made. While conditions have improved over the past year in the economy overall, many community
banks are seeing elevated levels of loan delinquencies and Joan losses as a result of the lagging
impacts of job losses, business failures, and declines in property values. The result has been stresses
on bank capital. Given the severity of the downturn, particularly in certain parts of this country
hardest hit by the recession, it is very difficult if not impossible for community banks to find new

sources of capital.

ABA appreciates the initiative President Obama outlined in his State of the Union addtess
that would help to resolve this issue by providing additional capital to small banks who volunteet to
use it to increase small business lending. A key factor to this proposal is removing it from the rules
and restrictions of TARP. Hundreds of banks that had never made a subptime loan ot had anything
to do with Wall Street took TARP capital with their regulator’s encouragement, even though they
did not need it, so they could bolster their lending and financial position. Then within weeks, they
were demonized and subject to after-the-fact restrictions. Community banks will be disinclined to

participate if there is any possibility of TARP-related stigma being attached to it.

As this program is developed, ABA recommends that Congtess and the Administration
create critetia that allow viable community banks to patticipate. First United has benefitted from this
program, and ABA believes that many more banks could benefit from it. We propose that Treasuty
offer assistance to those banks that did not qualify for Capital Purchase Progtam (CPP) funds but
that nevertheless can demonstrate the ability to operate safely and soundly and sutvive if given the
chance to obtain necessary capital. The focus should be on whether a bank is viable on a post-
investment basis. Otherwise, Congtess will miss an opportunity to heip the customers and

communities of many banks across the country.

Community banks, like mine, are the backbone of our economy and are critical to the

overall improvement of our economy. For a nominal investiment by Treasury, viable community
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banks can be preserved, which in turn would provide more resources for lending and would help

create jobs in our communities.

III. Changes that Enhance Bank Participation in SBA Programs Have Created

Opportunities for Small businesses, Yet More Needs to Be Done

The SBA program has struggled over the last several years. SBA’s flagship 7(a) loan guarantee
program reported a 41 percent decline in volume from its 2008 to 2009 fiscal year, after reporting a 30
petcent decline from 2007 to 2008. The dollar

SBA 7(A) Loans
§ Bivians

320 - B Tota)§ Amountarlomns VolunimofLouns @) . 120,000

2008 to 2009 fiscal year, following an 11 percent #fiaxs “ighd axis
<

amount outstanding declined 28 petcent from its

L 160,000

reduction over the previous year. The changes $16

made have helped to stem the reductions and stz ) [ A00s

show promise for more should the program, as - 60,000

sa e

we recommend, be extended. In particulat, the - 40,000
- $ .

changes have helped to facilitate 12,374 loans - 20,000

made totaling $3.8 billion in its first fiscal quatter 50 - - -0

2004 2005 2006 2007 2008 2008
Of 2010. Source: Small Businass Administration

In order to show further improvements, the SBA needs go beyond an increase in the amount of
the guarantee; it needs to offer an improved value proposition. Cutrent restrictions involving cost,
collateral, refinancing, and prepayment penalties, among others, should be addressed.

Although many improvements are needed, much has alteady been done. This Congress has
consistently worked to maintain the integtity of the 7(a} program and we applaud your effotts on the
Recovery Act to enact the small business provisions.

The act temporarily increased the guarantees to up to 90 percent on SBA’s 7(a) loan program,
which have been helpful as banks wotk to extend credit during the recession. It also temporatily cut
fees for borrowers on 7(a) loans and reduced fees for both borrowets and lenders on 504 Certified
Development Company loans. SBA Administrator Karen Mills noted that average weekly loan volume
has increased both in the 7(a) progtam and the 504 program following passage of the Act, and that
patticipation among banks had likewise increased.

Burther, the SBA expanded eligibility to small businesses in the 7(a) program by applying the

broader standard used currently in the 504 program. Now, businesses will be able to qualify with a net
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worth that does not exceed $8.5 million and an average net income under §3 million (after federal
income taxes) for the preceding two fiscal years. These very positive changes mean that an additional

70,000 among the largest of our small businesses will be eligible to participate in the 7(a} program.

Other provisions from the Act include provisions that raised the maximum contract that can
qualify for an SBA Surety Bond guarantee from $2 million to $5 million, and additional funding to
microloan intermediaries, as well as funding for the technical assistance needed to accompany these

loans.

All of these initiatives help small businesses during this recession, and should be funded and
continued past their current authorization petiods in order to teach even more small businesses.
Morteover, there are a number of improvements that would provide additional incentives to small

businesses and banks that would enable even broader participation:

»  Extend the Provisions of the Stimulus Package
As part of the economic stabilization package, Congress increased the loan guarantee level in
the 7(a) program to 90 percent and also decreased the fees for both the borrowers and the
lenders. Both actions have provided a much needed boost for lender participation in the
program. Funding for the puarantee and fee relief will be exhausted at the end of the month.
We believe these provisions that expand both the guarantee and fee relief should be funded
and extended for an additional two yeats beyond the 2010 expitation date. While we ate alt
hopeful that the economy will regain its footing over the next 12 months, we are also
realistic in understanding that the recovery may be very slow. The more that we are able to
supply additional capital to our country’s small businesses, the bettet chance we have at
keeping businesses alive, which in tutn will prevent further layoffs. Additional capital
through lending will create an environment where small businesses will begin to tehire or
add new jobs. Maintaining the 90 percent guarantee, with lower fee levels, through fiscal

year 2012 will assist in that effott.

»  Eliminate or Reduce the Restriction on Refinancing
The SBA allows no refinancing of existing debt by the bank that cutrently holds the debt.
This restriction often prohibits the bortower from obtaining new financing ctifical to
continued success. In many circumstances banks would like to make new and consolidated

advances, but if the bank already has 2 deal on the books, that loan cannot become patt of

AMERICAN BANKERS ASSOCIATION
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the new deal. This restriction often causes the bank to write new loans without the help of

the SBA, or ask the borrower to seek help from another lender.

Improve the Quality of the Guarantee

'The SBA guarantee 1s only valid if certain conditions are strictly adhered to. The collateral
assets, and often the business, must be liquidated prior to payment on the guarantee by the
SBA. This process can be delayed by bankruptey, by difficult repossession issues, and other
factors. The SBA also sends the claim to their legal department where lawyers seem to seek
ways to find the bank in violation of the guarantee agreement. This disincentive to

participate can be removed by strengthening the quality of the SBA guarantee.

Improve the SBA Guarantee Approval Process

Generating the information and documentation required by the SBA is not easy. Many small
banks have found it necessaty to seek the help of third patty “packagers” who help with
gathering the data necessary to gain approval. This only creates additional time and expense

for the borrower. This process could be significantly streamlined.

Enhance the Human Resources Capacity of the SBA

There is a very practical batrier to the success of these programs: having the staff necessary
to implement, promote, market, and manage the many initiatives of the SBA. We request
that the Committees investigate the human resource needs of the SBA. Over the last eight
years, the SBA staff has been teduced by neatly 1,000, toughly one-third of its employees.
This has been done through consolidation, retirements and attrition. Since January 2009, the
SBA has taken on many new loan programs and seen a sizeable increase in theit budget
allocation to implement and catry out these programs. Yet, the numbet of staff assigned to
carry out the old and new programs has not been increased and, in fact, the program
responsibilities of these employees have incteased. SBA has thousands of partners and
many more that desire to establish or reestablish a relationship with the agency. Without
adequate levels of personnel to meet the needs of these pattners, the small businesses that

they serve will suffer.
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‘The mitiatives and new programs launched by the Administration and by Congtess have
great potential to help thousands of small bustnesses. These programs should be improved further
and given the time to work. In addition, the SBA must be given the human resources to implement
these initiatives, many of which ate new to the SBA. ABA 1s prepared to wortk with Congtess to
find ways to improve the SBA program, with the goal of enhancing credit availability to small

businesses throughout our nation.

IV. Changes in the Regulatory Environment Will Improve the Situation for

Small Business Lending

As I noted above, banks are not immune from the economic downtutn; job losses and business
failures have resulted in greater problem loans and much higher loan losses. Nonetheless, banks are
wotking evety day to make credit available. Those efforts, however; are made more difficult by
regulatory pressures and accounting treatents that exacerbate, rather than help to mitigate, the
problems, The ABA has raised the issue of overzealous regulators in heatings last year and through
letters to the agencies. We are pleased that on February 5, 2010, the federal financial regulatory agencies
and the Conference of State Bank Supetvisors issued a joint statement emphasizing that financial
institutions that engage in prudent small business lending after petforming a comptehensive review of a
borrower's financial condition will not be subject to supetvisoty ctiticism for small business loans made
on that basis. This joint statetnent, along with eatlier staternents concerning lending and loan wotkouts,

can give bankers a powerful tool to help them in their exams.

ABA will work to make sutre that this announcement is meaningful in the field, as we have
seen numerous examples of the similar agency policies emanating from Washington not being
carried out during field exams. The challenge should not be underestimated, as the teaction of
regulators in the cutrent economic environment has been to intensify the scrutiny of community
banks’ lending practices. For example, we have heard anecdotes from our membets of examiners
who continue to take an inappropriately conservative approach in their analysis of asset quality and
who are consistently requiring downgrades of loans whenever there is any doubt about the loan’s

condition.

"This inappropriately consetvative approach is nowhetre mote visible than in the supervision
of commercial teal estate (CRE) loans. We ate hearing from our bankers that the 100 petcent and

300 percent thresholds are being applied by examiners as caps. ABA foresaw this problem
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when the guidance on CRE concentrations was released i 2006, and we were assured that the
thresholds would be applied judiciously. Examiners need to understand that not all concentrations
are equal, and that setting arbritrary limits on CRE concentrations has the effect of cutting off credit

to creditworthy borrowers, exactly at a time when Congress is trying to open up mote credit.

Just as too much risk is undesirable, a regulatory policy that discourages banks from making
good loans to creditworthy botrowers also has setious economic consequences. Wringing out the risk
from bank loan pottfolios means that fewer loans will be made, and that only the very best credits will

be funded.

Worsening conditions in many markets have strained the ability of some botrowers to
petform, which often leads examiners to insist that a bank tmake a capital call on the borrower,
impose an onerous amortization schedule, or obtain additional collateral. "These steps can set in
motion a “death spiral,” where the borrower has to scll assets at fire-sale prices to raise cash, which
then drops the comparable sales figures the appraisers pick up, which then lowers the “market
values” of other assets, which then increases the write-downs the lenders have to take, and so on.
Thus, well-intentioned efforts to address problems can have the unintended consequence of making

things wotse.

What the regulators want for the industry is what the industey wants for itself: a strong and
safe banking system. To achieve that goal, we need to remember the vital role played by good
lending in restoring economic growth and not allow a credit crunch to stifle economic recovery. We
must work together to get through these difficult times, Providing a regulatory environment that
renews lines of credit to stnall businesses is vital to our economic recovery. We are hopeful that the
joint statement from the state and federal bank regulators will establish the framework for a more

positive regulatory approach to bank lending in these difficult times.
Conclusion

I want to thank the Committees for the oppottunity to present the views of ABA on the
challenges ahead for the banks and the communities they serve. These are difficult times and the
challenges are significant. We stand ready to work with Congress and the Administration on finding

ways to facilitate credit availability in our communities.

I am happy to answet any questions the Committees may have.
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