SCARCITY TO PROSPERITY

Al Role of Community Banks

NCG / National Commonwealth Group

A think tank and consulting group dedicated to

researching, developing and assisting with
implementation of creative solutions focused on

community banking and local economic development.




Community banks, vital to the health
of local economies, are disappearing
— In record nuMmbpers.

We have developed a strategy to
reverse that trena.



Community banks are critical

According to an FDIC study™ released in December 2012:

“By carrying out the traditional banking functions of lending and
deposit gathering on a local scale, community banks foster .
economic growth and help to ensure that the financial resources
of the local community are put to work on its behalf.”

Source FDIC http://fdic.gov/regulations/resources/cbi/study.html. Note: FDIC defines community banks around criteria r
lending and deposit gathering activities and limited geographic scope. They generally have less than $1 billion in ast
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Main Street companies rely on local banks
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But ... post-2008, community banks have found themselves under
mcreased regulatory scrutiny, primarily by FDIC, and as a result
have been constrained from making credit available to local
economies, thereby impeding economic recovery.

* Source FDIC

As of 2012, community banks
held 21% of banking industry
assets, but 54% of small loans to
farms and businesses.”

Loans to farms & SMEs

Assets
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FDIC foresaw problems

» As early as 2004, the FDIC was waming Congress that compg
new laws and regulations could spell the end of small commur
banks:

» "The volume and complexity of existing banking requlations,
coupled with new laws and requilations, may ultimately threate
the survival of our community banks.” — John M. Reich, Vice
Chairman, FDIC. |

» Reich's waming is proving all too correct

2004 testimony before the House Subcommittee on Financial Institutions and Consumer Credit
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Community banks are disappearing
According to the FDIC, from 1984 to 2011:
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40 4 e Over 10,000 community banks have disappeared
since 1984 (17,901 > 7,357 in 2011, ~60%) and
that trend has greatly accelerated since 2008.
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1984 2011

The share of U.S. banking assets held by
community banks fell from 38% to 14%

o Banks with assets less than $100 million accounted 5,645 225

for all of the net decline in total banking charters.

ne number of banks with assets less
than $25 million declined by 96%.
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Big banks are not an altemative

Wall Street banks (historically reluctant lenders to small and
medium-sized enterprises) have drastically cut small business
lending.

- Today Wall Street banks devote only 18% of their commercie
loan portfolios to small business.

» Their approval rate for small business loans is below 10%."

* Source FDIC



Community banks are key to recovery

»  Unless we stop this trend, there will be nobody left who will lend
to small businesses.

- |f small businesses can't get credit, our local economies will
NEVer recover.

» “Making credit accessible to sound small businesses is cruclal to
our economic recovery and so should be front and center
among our current policy challenges.” —Ben Bemanke,
Chairman, Federal Reserve™

* http://www.federalreserve.gov/newsevents/speech/bernanke20100/712a.htm
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What is needed?
» Two key components:

*  Prevent community banks from being shut down or absort
by bigger banks.

» Help those and other community banks to start lending ag

- To date, only one state, North Dakota, has kept its communit
banks healthy and pumping credit into the state’'s economy
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What's unique about North Dakota

» North Dakota has one thing that no other state has — its own
central bank. The Bank of North Dakota (BND) provides dire
support to banks and credit unions (its primary customers, no
the general public), making them the healthiest in the nation.




How healthy are ND community banks?

Zero bank failures in over 10 years.

Provide as much credit as the state can

use.

4 times the number of banks per capita
as the national average.

Small and medium-sized banks account

for 72% of deposits vs. 30% nationally.

Higher average loan-to-asset ratios than

their counterparts in four neighboring
states and nationwide.

Can sell residential mortgages to BND,
keeping money in-state and preventing
customer poaching by larger banks.

Since 2001, lending per capita by small
community banks has averaged about
$12,000, compared to $3,000 nationally.

North Dakota community banks
averaged 434% more lending for small
businesses over the last decade than
the national average!

Participation loans increase the amount
and size of loans on the books, helping
retain customers that might otherwise be
lost to larger banks.

Yet BND itself is extremely profitable
— it generated a 19% return on
equity for the state in 2010!
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Replicating North Dakota’s success

+ BND Is owned and run by the state, but that is not the key to its
success. Rather it is the services and financial support it
provides to banks, backed by money from the state.

» Around the nation, 22 bankers' banks provide somewhat similar
services to BND. But they are funded by their customer banks.
\When those banks are short of capital, so is the bankers’ bank.

» Other states need only find a way to provide BND-like services
to their community banks — with an independent source of
funds to back them — to achieve the same success as North
Dakota.
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Two keys 1o success

» In summary, the key to North Dakota’s success is twofold:

» A banking structure that provides services and financial
support to the state's community banks.

» An independent source of capital, i.e., not provided by the
customer banks. :
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Adapting the North Dakota model

» NCG has developed a system that can emulate the benefits

the BND model without requinng the state tosetupandruna
bank.

» |t establishes a public benefit partnership banking structure ',
by a not-for-profit organization. |

» Itis backed by passive investors that include state and loc
govemments, foundations, pension funds, university
endowment funds and others.

» |t also includes a means to rescue failing banks.
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Two paths




How do we accomplish this”

» First you need a bank charter authorized to carry out those
activities. There are three ways to acquire a charter:

- Start a new bank: It nommally takes up to two years for FDI C
approve a new charter, if at all.

» Buy a bank: Buying a bank takes capital and regulatory
approval, which can take six months or more.

» Partner with a bank: Partnering is the fast way.

» Given the current regulatory environment, we find that buyin
partnering with a bank are the only real options.
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\
Path 1: Buy at




1. Select an organization to lead

Select a not-for-profit (NFP) to lead the effort. This can be an existing
organization but it is probably best to establish a new 501(c)(3) tax exempt
organization, whose exempt purpose with IRS is aligned with this public
banking objective.

This NFP should be based in the state and run by local leaders.
\We recommend two boards, along with at least two senior managers.

Goveming board of directors and managers: Should include individuals
with considerable community banking and non-profit, public service
experience.

»  Advisory board: Should represent a broad cross section of the
community to ensure that the goveming board receives a
comprehensive perspective on the needs of the state that will be served
by this public benefit partnership banking system.
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2. Establish a holding company

- Establish a business entity™ that will serve as the central eleme
in a new state public benefit partnership banking system. ]

» The state will be granted a passive ownership interesit, (usually
50%) with a local non-profit organization as the manager.

» That entity will then serve as the state’s public benefit bank
holding company (PBBHC) and general partner in a number ¢
limited partnerships formed to fund public banking efforts
throughout the state.

* The preferred vehicle is a manager-managed L3C; otherwise a conventional LLC. See Appendix for more information.
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3. Acquire a troubled bank

» This can be accomplished in any of three ways:

» PBBHC negotiates to acquire a bank, funded by a limited
partnership set up by PBBHC as the general partner.

»  Owners voluntarily tum over a bank to PBBHC rather than
face seizure, analogous to a deed in lieu of foreclosure or
retuming a car to avoid repossession.

+ |f a bank has gone into receivership with FDIC, PBBHC er
into a Purchase and Assumption Agreement (P&A) with
to take over the bank from FDIC. |
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4. Establish dedicated units to provide services

* |n contrast to being organized under one central bank, BND-like
credit programs™ can be organized as discrete subsidiaries under
one or more existing banks (the fastest way), or established over
time as free-standing, state-chartered specialized banks under
the holding company. If those entities do not take retail deposits,
they may not be required to be FDIC insured.

» Subsidiaries can manage a single program or several compatible
programs. This approach facilitates funding targeted to specific
programs and allows for management specializing in that
program area.

*To view sample programs, see http://www.commonwealthgroup.net/docs/Potential _Programs.pdf.
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PUBLIC BENEFIT PARTNERSHIP BANKING SYSTEM: Structure

-

N\

Not-for-Profit Corporation (NFP)
NFP is a 501(c)(3) corporation.
NFP forms the state’s public benefit bank holding company.

NFP is the initial manager of this manager-managed LLC.

~N

[

State/Local Government Partner(s)
NFP donates equity share (-50%) to government partner.
Government partner is passive owner sharing in gains.

Government partner represents the “source of strength” to
the overall state public partnership banking system..

/

...........................................................................................................................................................................................................................................

g Public Benefit Partnership Bank Holding Co LLC (PBPB) )
» PBPB serves as the entity managing the public benefit partnership banking system for the state.
* Establishes a governing board of directors to make policy, develop strategy and implementation.
 Establishes an advisory group to represent the state’s various constituencies to the board.
* NFP is the LLC manager, which along with other appointed managers, implements the strategy.

N\ _J

...................................................................................................................................................................................................................................................................................................................................................

N

Limited Partnerships

PBPB is the general partner forming multiple limited
partnerships.

Funding comes from state and local governments,
pension funds, foundations, endowments, etc.

Matches passive investor funding sources with the
specific programs* the investor wishes to support.

Limited partnerships will:

* Fund the purchase of troubled banks and recapitalize
them.

* Fund the capitalization of bank subsidiaries for provi-
sion of BND-like services and additional services.

* Fund the capitalization of PBPB subsidiaries for BND-
like services and additional services.

Community Bank(s)
Acquired by PBPB.

Serve retail customers.

Forms subsidiaries.

v

Bank Subsidiaries for BND-like Services

Formed by the bank to serve one programmatic area*
such as small business loans.

Funded by investors interested in this specific program.

J

PBPB Subsidiaries for BND-like Services

Formed by PBPB to serve one programmatic area* such
as land banking.

Funded by investors interested in this specific program.

/

* To view sample programs, see commonwealthgroup.net.docs/Potential_Programs.pdf
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Path 2: Partnet




Partnership benefits
» By partnering with select local banks, NCG:

» Provides them with new and potentially very profitable
business lines.

* Provides other banks around the state with additional fine
benefits.
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Partnership options

» There are two™ primary ways to partner with a bank:
» Through the bank’s holding company (if one exists).

» Through a subsidiary under the bank (if permitted by the
bank’s chartering agency.)

» NCG recommends establishing separate subsidiaries each
focused on a single BND-like service area. Those entitles m
formed under one partner bank or spread among two or Iir

* See the Appendix for details on the advantages and disadvantages of both options.
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Phase 1. Agreement

» NCG and any candidate partner bank determine:

- Which BNDAlike service is to be provided, under what type ¢
vehicle (corporation, LLC or limited partnership) and whethe
NCG investment will be via the bank’s holding company or
directly with the subsidiary. i

» How much startup capital is needed to launch the subsidi

» How, where and by whom the program is to be admlnlst
Including expense allocations.

» The terms of the investment, including profit and Ioss
allocations, spinoff, sale or dissolution. |
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Phase 2. Implementation

» The bank forms the subsidiary, allocates the appropriate
management and resources, and leads marketing efforts with™
assistance from NCG or its affiliates. .

. NCG forms the initial limited partnership (LP). ',

» NCG raises the initial capital from a mix from state and local
government funds, pension funds, foundations, education
endowment funds and other similar sources.

» The LP invests the funds with the bank to be directed as aar '

» NCG pursues additional funds as needed, through the e
LP oranew LP. -'
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PUBLIC BENEFIT PARTNERSHIP BANKING SYSTEM

Proposed Structure

National Commonwealth Group

(NCG)

State/Local Government Partner

r

Note:

e Similar to investments placed
currently with Wall Street
banks, investments placed into
Limited Partnership Funds are
passive investments.

* Unlike investments on Wall
Street, these limited part-
nership investments can be
directed to specific programs
based on the Fund chosen.

 |n addition to the expected
capital gain for the investor,
the circulation of these funds
through local communities
multiplies the economic devel-
opment effects of the initial
investment.

National Commonwealth Group

Public Benefit Partnership
Bank Holding Co. LLC (PBPB)

* NCG is the LLC manager.

* NCG donates an equity share
to government partner.

« Government partner is passive
owner sharing in gains.

_/

v

Limited Partnership Fund
« PBPB is the general partner.

« State/local governments,
pension funds, foundations,
etc., are the limited partner
investors.
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Community Bank

v

Subsidiary

e Community bank forms
subsidiary to carry out a
specific BND-like program.

* Subsidiary is a manager-
managed LLC:

* Bank is the sole manager.

* PBPB Fund invests in the
LLC as a passive investor.
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For more information:

PUBLIC BANKING: A Strategy Overview
http:/mww.commonwealthgroup.net/docs/PublicBankingStrategyOverview. pdf
An overview of NCG’s public banking strategy

BANKING & CREDIT IN AMERICA: How Public Banks And Other Public Benefit Financial Institutions Can Rescue Our Communities An
Revive Local Economies
http:/mww.commonwealthgroup.net/docs/Banking-Credit-in-America.pdf

An in-depth analysis of banking and credit, including the role public benefit financial institutions can play in reviving the nation’s flagging economy

PROSPECTIVE PROGRAMS
hitp://mww.commonwealthgroup.net/docs/Potential_Programs.pdf
A comprehensive list of the kinds of programs that can be setup and administered under this public benefit partnership banking system

COMMUNITY BANKS: Essential and Endangered
http:/mww.commonwealthgroup.net/docs/FDIC_CommunityBankingStats.pdf
A quick summary of the December 2012 study on community banks that can be found here: http:/fdic.gov/regulations/resources/cbi/study.ht

BANK OF NORTH DAKOTA: Services
http:/Amww.commonwealthgroup.net/docs/BNDservices.pdf
A comprehensive list and description of the services provided by BND, with links to more information on the BND website

BENEFITS TO COMMUNITY BANKS of Bank of North Dakota model
hitp:/Mmww.commonwealthgroup.net/docs/BND _Benefits2Banks.pdf
A summary of some of the key benefits realized by the community bank customers of BND
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Appendix

The Appendix provides background information a
See the last page for contact information.




State and federal charters: bank subsidianes

» Banks chartered by the federal govemment under the Office of
the Compitroller of the Currency (OCC, an independent bureau
within the U.S. Treasury) are permitted to have partially owned
subsidianes covered by their charter, provided that the bank
has more than 50% voting (management) control over the
subsidiary.

» Most states allow state-chartered banks to have partial
ownership In a subsidiary and still have their charter cover the
subsidiary's banking activities provided the bank has
management and voting control over the subsidiary.

National Commonwealth Group Proprietary & Confidential Version 2.1 Permission required to forward



State and federal charters: specialty banks

»  Specialty banks formed directly under a holding company.
would have their own charter from the state (or OCC).

» But ... most banking laws require that a bank be a corporation
rather than an LLC or limited partnership. This makes custom
funding agreements more difficult as corporations have less
flexibility in defining custom investments.
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State and federal charters may differ

» Banks chartered by the federal govemment under the Office of
the Compitroller of the Currency (OCC, an independent bureau
within the U.S. Treasury) are permitted to have partially owned
subsidianes covered by their charter, provided that the bank

has more than 50% voting (management) control over the
subsidiary.

» Banks chartered by a state may or may not be allowed {o have

partial ownership in a subsidiary and still have their charter
cover the subsidiary's banking activities.
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How to structure the arangement

» We favor LLCs or limited partnerships because they provide:

» The greatest flexibility for structunng the financial terms of the
agreements with investors backing particular programs.

» The ability to define that the managers have sole management
control over the subsidiary and the investors are passive.

» Allocation of expenses, profits and losses according to any
formula agreed to by the parties.

» The possibility of converting the bank subsidiary to an
Independent entity with its own bank charter under the holding
company, as well as the sale or dissolution of the subsidiary
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Investing in a bank holding company

» Partnenng with a bank through its holding company is a more
complicated approach than at the bank subsidiary level.

» This is particulanly the case where the parties wish to restrict their
economic relationship to just the new subsidiary.

» [fthe parties intend to have a permanent arrangement wherein
the new investors put funds for the eventual subsidiary into the
holding company (diluting the interests of the existing owners)
and thereafter share pro-rata ownership in the bank and all its
subsidiaries, this can be accomplished through a conventional
Investment round in the holding company by the new Investors:
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Considerations at the holding company level*

» |f the existing owners do not want to dilute their interest and/or the
parties wish to limit their common interests to the new subsidiary,
the new investors will require different ownership rights.

» [f holding company is a corporation: new investors must likely
receive a new class of stock that gives them different nghts
from the other shareholders (messy and difficult at best).
Corporations are not very flexible in this regard.

» [f holding company is an LLC or a limited partnership:
structunng unique ownership rights is a great deal easier as
both allow for custom investment agreements.

*Click the “Banking & Credit in America” link at the end of this document for an in-depth exploration of investing through a holding
company.
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Investing at the bank subsidiary level

» Investing at the subsidiary level is much more straightforward:

»  No commingling of ownership interest in the bank or any of
its other subsidiares.

»  Flexibility structuring the terms of the arrangement.

» It must be determined whether the entity that provides the
bank charter (a state or the federal govemment) will allow
charters to cover the activities of partially owned subsidianes.
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Contact

National Commonwealth Group is the architect of the public benefit ban
strategy described in this document. NCG is available to assist intereste

KiNng
d parties

IN establishing such an organization in their state, including help with planning,

implementing and growing the organization.

NCG / National Commonwealth Group
Michael Sauvante

sauvante@commonwealt

Ngroup.net

650 641 1246 | commonwea

thgroup.net
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