Barriers to entry
keep de novos sparse,
but interest brews
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After a multiyear lull, interest in starting up new banks
— referred to as de novos in the industry — could finally
be gathering some modest momentum in pockets of the
country, notably including simmering Southern California.

Since the start of this year, four banks did come into or-
ganization. Three of them are in Southern California, most
recently including Endeavor Bank in San Diego; it filed its
application in August. The other two are SoCal Bank and
Blue Gate Bank, both in the Orange County area. Blue Gate
had its application approved but has not yet opened.

The Southern California region has rebounded from the
depths of the last downturn and is growing both on the
economic and population fronts, providing banks with
steady lending opportunities.

Jacob Thompson, managing director of investment bank-
ing at SAMCO Capital Markets, said in an interview that he
would expect de novo activity to emerge primarily in very
large and growing markets where there is a lot of wealth,
such as Southern California.

That kind of activity is feeding more talk about de novos.
“Over the past several quarters, the FDIC has seen indica-
tions of increased interest from prospective organizing
groups in filing applications for new insured depository
institutions,” FDIC officials said in the agency's latest Su-
pervisory Insights.

“It seems to me that there is a suggestion by regulators
that there might be an end to the informal moratorium on
de novos,” Joseph Fenech, co-head of research at Hovde
Group's equity research department, said in an interview.
“There has seemed to be a push recently to jumpstart the
process.”

But the FDIC also acknowledged that actual application
levels remain low and that, as long as interest rates hover
near historical lows, a nationwide de novo drought is likely
to persist.

Impediments

Persistently low interest rates that crimp earnings and
lofty regulatory requirements that drive up costs make it
difficult for new banks to expeditiously generate profits,
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often making it onerous to amass the investor interest
needed to initially capitalize a new banking company, ana-
lysts say.

That has left de novo activity light over the past year,
much as it has been every year since the aftermath of the
2008 financial crisis, when the low interest rate era began
and regulations started to mount. Since mid-2015, just five
de novos were proposed via applications to regulators;
none of those has opened yet. That follows a dearth of new
banks in prior years. Going back to October 2009, only five
new banks have formed.

By comparison, between 1995 and 2007, more than
1,500 de novos opened for business, or roughly 125 per
year.

“l think the regulators would welcome new applications
and | think that the industry recognizes we need some new
blood” following several years of consolidation that has
shrunk the base of community banks, Thompson of SAMCO
said. “But the barriers to entry are still quite high.”

More than 200 of the banks that opened between the
mid-1990s and the crisis failed. Many of those occurred
amid the real estate meltdown of the 2000s, serving as a
reminder that young banks are more likely than others to
falter when economic tumult strikes, regulators have said.
The FDIC says that the failure rate of banks created be-
tween 2000 and 2008 was more than double that of other
community banks.

That explains why the agency in 2009 lengthened from
three years to seven years the period during which new
banks must contend with higher levels of regulatory scru-
tiny and greater capital conditions.

But, following years of economic recovery and strong
credit quality across the industry, the FDIC in April said it
would go back to the three-year intensive supervisory pe-
riod, a move widely viewed as a step toward inviting more
de novo applications.

That move meshed with expectations earlier this year for
the Federal Reserve to raise interest rates in 2016, a devel-
opment that could have bolstered profitability potential for
many banks, including new ones.

Lower for longer

But Thompson noted that global economic struggles
dashed most hopes of higher interest rates this year, and
he emphasized that, following the Dodd-Frank financial re-
form legislation, regulatory challenges and costs, broadly,
remain burdensome on small banks. Additionally, while
the FDIC appears to have eased its stance on de novos,
Thompson said new banks are facing capital requirements
that are much higher than prior to the crisis.
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Most recent banks in organization

Earliest

expected

opening
Company City, state Date filed  Filing status date
Endeavor Bank San Diego, CA 08/12/16 Filed NA
SoCal Bank Santa Ana, CA 07/11/16 Filed NA
Blue Gate Bank Costa Mesa, CA 02/12/16 Approved 08/03/16 10/1/2016
International Bank of Commerce Oklahoma Oklahoma City, OK  01/15/16 Filed NA
Core Commercial Bank Newport Beach, CA  05/26/15 Approved 11/19/15 NA
Most recent de novo banks established

First

Date quarter of

Company City, state established Total assets ($M) profitability
Primary Bank Bedford, NH 07/28/15 58.1 -
Bank of Bird-in-Hand Bird in Hand, PA 12/02/13 144.4 Q1'16
Start Community Bank New Haven, CT 12/20/10 113.7 Q116
Lakeside Bank Lake Charles, LA 07/26/10 166.4 Q4'10
New Horizon Bank NA Powhatan, VA 10/07/09 66.6 Q4'12

Data compiled Aug. 23, 2016.

Most recent banks in organization = five most recent institutions that have filed for a U.S. bank charter and either received or
are awaiting approval but have not yet been established or opened for business

Most recent de novo banks established = five most recent U.S. commercial banks, savings banks or savings and loan
associations approved for a new charter and established. Excludes banks and thrifts formed under a holding company that
existed at least six months prior to the filing date of a new charter or a holding company that had one or more pre-existing
subsidiaries. Specialty banks and companies adopting new charters are also excluded from the list.

Hyphen indicates the institution has not reported a period of profitability.

NA = not available

Source: SNL Financial, an offering of S&P Global Market Intelligence

He pointed to SoCal Bank's proposal as a case in point. It
calls for an initial capitalization of $30 million, with expec-
tations for roughly $300 million in assets in its first three
years of operation. Thompson said that, before the last
downturn, a new bank of this size would have needed only
about half as much capital initially.

“l think that, at least informally, they have put everyone
on notice that the initial capitalization requirements will be
a lot higher this time around,” he said.

That, Thompson said, leaves investors nervous and the
majority of them preferring to invest in or acquire existing

small community banks, trying to build them out by adding
business lines or moving into new markets.

Fenech of Hovde Group added that it typically takes
a new bank two or more years to break even and then
produce profits, and with reasonably priced existing bank
stocks to getinto, itis hard to convince investors to take on
the execution risk of a de novo.

“So, | don't see a big trend developing right now,” Fenech
said.

Mohammed Eazaz Khan contributed to this article.
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