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April 22, 2011

Jennifer J. Johnson

Secretary, Board of Governors of the Federal Reserve System
20" Street and Constitution Ave, N.W

Washington, DC. 20551

Dear Ms. Johnson:

On behalf of the Community National Bank and its officers, directors and shareholders, | urge you to support efforts to
delay the implementation of the repeal of Regulation Q which would allow banks to pay interest on corporate
checking accounts. Inserted in conference committee in the 11" hour of House and Senate negotiations of the 2010
Dodd-Frank bill, this repeal was never debated or heard by House or Senate committees. Bank regulators have
cautioned the potential devastating effects the repeal might have on the safety and soundness of our nation’s
community banks.

On its surface you might believe that such a move would be positive for small businesses, quite the opposite is true if
this 77 year old prohibition expires in July, 2011. In reality, this repeal will stifle credit availability to small business
and increase the cost of credit. Such interest bearing accounts would be subject to a 10% reserve requirement by all
institutions, freezing important capital that might otherwise be available for lending. Additionally, as rates begin to
rise over time, financial institutions will find it necessary to pass along their increased costs in the overall cost of the
credit to small business and commercial customers.

Perhaps most importantly, we believe that a repeal of Regulation Q would have a devastating competitive effect on
community banks. The prohibition was put into place for a reason...to provide a stable source of reliable funding for
our nation’s banks. Large too big to fail banks, who have largely funded themselves with off balance sheet sources to
avoid FDIC insurance premiums, are likely to look at this as an opportunity to “buy” domestic deposits, robbing local
communities of needed capital to fund important rural projects.

Please see the enclosed analysis of the real effect this repeal will have on community banks and small business. |
think you will agree that Congress should delay efforts to implement this long standing prohibition until such time as
the Federal Reserve can study its real impact on the safety and soundness of our financial institutions and its impact
on local economies.

We do offer a solution that would accomplish the bank’s and our business customer objectives. Reinstate Regulation

Q and amend Regulation D which would allow us to make available additional opportunities for commercial

customers to sweep funds from their non-interest accounts to interest bearing accounts. Currently there is a

limitation on the number of sweeps customers can authorize per month (six). We suggest that up to 24 sweeps (one
er business day) be authorized.

We appreciate your careful consideration.
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Regulation Q Repeal
The Impact on Small Business and Community Banking

The longstanding prohibition on paying interest on commercial checking accounts was reversed in a “repealer” in H.R.
4173, The Wall Street Reform and Consumer Protection Act of 2009 (Dodd-Frank Act). We believe this particular
“stroke of the pen” will have significant detrimental impacts on community banks as well as the small business
customers they have historically served. Please consider the following observations and concerns:

» Demand deposits are among the most relational deposit products we have.

Since no interest is paid on them, they are competed for where relationship, service and credit support
are the keys.

Many banks that have not succeeded on a relationship level will see as a new funding source just like
any other rate related product.

The demand deposit account (DDA) is the foundation of the Banker/Business relationship.

If relationships are disrupted due to seeking higher rates, the business may well lose a long standing ally
in times of need.

Some have said this gives smaller banks the ability to compete with the large banks for these deposits,
but surveys show that Community Banks mostly compete with each other.

If the rate for these deposits is set by the “Too Big To Fail” banks, it will simply drive up interest expense
in Community Banks.

The “Too Big To Fail” banks no longer have the incentive of funding from alternative sources due to the
change in the FDIC assessment base.

The “Too Big To Fail’ banks will most likely turn to more stable and less costly DDA accounts to fund
their balance sheets. This could set the market rate for these deposits.

Once interest is paid on Business DDA, the Transaction Account Guarantee (TAG) unlimited deposit
insurance coverage is no longer applicable. $250,000 FDIC limit applies. This will disadvantage
Community Banks, who are not implicitly or explicitly considered “Too Big To Fail”.

» The market value of a well run community bank will be diminished.

A large portion of a bank’s value is related to the value of the core deposit franchise.
Now that demand deposits will pay interest, their value is significantly less.

Couple this with the elimination of Interstate Branching restrictions and, depending on the rate paid on
DDA when rates normalize, the value of a community bank franchise could be reduced anywhere from
fifteen to thirty percent! (Based on 20 percent DDA deposits and a three percent rate)

» The largest source of fixed rate core deposits will go away.

No longer will these fixed rate deposits at (0%) be available to fund fixed rate assets.

A new safety and soundness concern emerges as interest rate volatility risk increases for Community
Banks.

No locked spread on fixed rate investment securities or loans.

If banks are no longer able to purchase fixed rate Bank Quaiified municipal bonds, the cost to smaller
issuers will go up, harming those entities and an already fragile municipal market.



The repeal of Reg. Q adds to the problem of community banks becoming liability sensitive.

Now every DDA dollar will be subject to rising rates from a historical low point.

Combine all deposit products being subject to rising rates with the interest rate “floors” many community
banks put in place and you have a formuia for severe margin compression for at least a 200 basis point
rise in rates.

This formula is reminiscent of the S&L crisis when deposit rates were deregulated and institutions were
put in a negative spread position with their fixed rate assets.

The amount of funds in the banking system for lending and investing will be directly reduced!

Depositors (or bankers) may see it as easier to just leave funds in a DDA rather than moving to a time
deposit classified product (MMA, etc.).

If this occurs, every dollar that moves from a MMA to a DDA will result in an immediate loss of ten cents
in investable/loanable funds due to Federal Reserve Bank (FRB) reserve requirements. There are no
reserves required on time deposits.

The interest on reserves will not cover the interest lost from the elimination of Reg. Q and there is no
guarantee that the FRB will continue to pay interest on reserves.

The small business customer will be adversely impacted.

Without DDA balances to cover the cost of services used, the customer will now be faced with cash fees.

Every commercial account will need to be put on Account Analysis to avoid the loss of service income.
This will be a new disruptive event to the Small Business owner during a time of economic recovery.

It will result in higher loan rates without the zero rate DDA to support the borrowings.

Without the relational DDA account to offset special circumstances, the business customer will lose a
long standing cushion when abnormalities occur.

Will Community Banks be able to compete?

Indications are that the “Too Big To Fail” banks will be ready with many options on paying interest on
business DDA accounts.

This will take significant programming efforts since no DDA system was structured to account for interest.

Core deposit systems may not be ready to provide the options necessary for Community Banks to
compete.

There is a solution . . .

Amend Reg. D to lift the artificially low limit on the number of transactions that can occur in a Money
Market Account (MMA).

For those banks that want to attract interest bearing deposits from business customers, the option is to

sweep excess funds to 2 MMA each day to meet their funding needs and satisfy the interest needs of
businesses. - '

This option leaves the core relational DDA account in place while meeting the needs of banks and
businesses with a daily interest option without having to sweep to an alternative off balance sheet
product.



