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MARKETS

Small Banks Look to Sell as Rules Bite
Executives Say Costs of New Regulations Are Taking a Toll

April 2, 2014 6:01 p.m. ET

More

Heard: Bank Lending Starts to Bloom

More small banks are selling themselves, and executives say Washington regulations are a big reason why.

At Bank of Commerce, a Charlotte, N.C., lender with $129 million in assets, regulatory costs helped push Chief Executive Wesley Sturges to agree last month to sell to HomeTrust Bancshares Inc., a North Carolina bank group with

$1.6 billion in assets.

Bank of Commerce, which generated just $441,000 in net income last year, was forced to boost spending on internal personnel and outside audit work to cope with added regulatory

hurdles stemming from the financial crisis, on top of the anti-money-laundering laws, credit-reporting rules and many other regulatory issues the bank already was dealing with, Mr. Sturges

said. "It's across the board. When you only have 20 employees, any increase is a lot," he said.

In a period when low interest rates are squeezing small banks, the costs of adhering to new regulations are taking a toll. Executives from at least a half-dozen small banks that have agreed to be acquired in recent months said the

increasing regulatory burden was a factor in their decisions.

The executives said the new rules aren't scaled for banks of their size. While the Dodd-Frank financial-overhaul law and other new rules were aimed at reducing the problems caused by big banks, small banks must deal with many of

them as well, and the costs don't necessarily get lower as the banks get smaller.

"When they created 'too big to fail,' they also created 'too small to succeed,'" said Dan Baird, chief executive of Capital Funding Group Inc., which last October sold its CFG Community Bank, a Maryland bank with $481 million in

assets, to MVB Financial Corp.

In all, there were 6,812 banks in the U.S. at the end of 2013, compared with 8,534 at the end of 2007, according to the Federal Deposit Insurance Corp.

Regulators said they have tried to make it as easy as possible for community banks to adhere to the wave of new regulations. "We are very, very mindful from a community-bank perspective that when you have that type of change,

you do have a burden," said Jennifer Kelly, an Office of the Comptroller of the Currency official who supervises midsize and smaller banks.

Congress has taken note. "If compliance costs increase past the point of economic sustainability, many smaller institutions may merge with larger entities," House Financial Services Committee staff members said in a memo

prepared for a hearing last year on community-bank regulatory burdens.

The moves come as a sluggish economic expansion limits banks' ability to expand enough to absorb higher costs. That is pushing some bank executives to look to sell. In all, there were 204 bank mergers in 2013 in which the target

bank had less than $1 billion in assets, according to financial-research firm SNL Financial.

That is about the same as the 206 in 2012 and up significantly from 102 in 2009, before Dodd-Frank was passed in 2010. As recently as 2011, the number was 130.
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To be sure, in most bank sales there are several factors at play. Still, higher regulatory expenses are weighing heavily. A paper last May from officials at the Federal Reserve Bank of Minneapolis said a third of the smallest banks,

those under $50 million in assets, could become unprofitable if they had to hire just two additional compliance employees.

Slightly larger banks like Asheville, N.C.-based HomeTrust also are facing a heavier regulatory burden, but are looking to buy other banks in part to absorb the higher expenses more easily. "Our strategy certainly includes growing

assets to be able to spread those regulatory costs," said Dana Stonestreet, HomeTrust's CEO. That helped prompt him to strike the deal to buy Bank of Commerce for $10.1 million and the redemption of its $3.2 million in preferred

stock.

Peter Alworth, chairman of St. Michael, Minn.-based Great Northern Bank, which had $71 million in assets and completed its merger into First American Bank of Hudson, Wis., in February, said Great Northern sold in part because of

the need to spread regulatory costs over a larger base of business. "I've got the same cost whether I'm running a bank with $75 million [in assets] or $200 million," he said.

Many bankers think smaller banks now must have at least $1 billion in assets to cope with the increased regulatory burden.

"The $100 million or $200 million bank or credit union doesn't have the same tools and financial resources that the larger institutions have," said Richard Garabedian, a banking lawyer with Luse Gorman Pomerenk & Schick in

Washington and a former Federal Reserve lawyer.

One issue some small banks say they are having a big problem with is the Consumer Financial Protection Bureau's new "qualified mortgage" rules, or QM, which require lenders to make sure borrowers can afford the mortgages they

take out. Some banks say following the rules, which took effect in January, has been complicated and time-consuming.

"Our people are spending more time trying to figure out QM and CFPB issues than they are making loans," said Robert Rupel, CEO of Team Capital Bank, a Bethlehem, Pa., bank with $944 million in assets. Team Capital agreed in

December to be acquired by Jersey City, N.J.-based Provident Financial Services Inc., and Mr. Rupel said regulatory costs were a factor.

A CFPB spokesman said the agency takes seriously community banks' concerns about regulation and has taken measures to help them comply with CFPB rules.

Similarly, an FDIC spokesman said the agency has reached out to community banks and provided them with technical assistance and other information and resources.

Write to Michael Rapoport at Michael.Rapoport@wsj.com
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