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B an k Year End Market Recap
Winners and Lesser Winners

While many banks chafe under tightening regulatory policy directed by the Federal Reserve and
other agencies, the Fed’s monetary policy has, however, created favorable conditions for equity
investors. Likewise, the Fed’s monetary policy has compressed spreads on credit-sensitive assets
and negated the return on holding liquidity. From bank management’s perspective, these conditions
have led to continued deterioration in asset yields, pressure to extend loan portfolio durations,
and few remaining alternatives to reduce funding costs. In sum, the Federal Reserve and other
agencies have created conditions that complicate bank managers’ decision making — namely,
greater regulatory burdens and the effects of a prolonged low interest rate period. However, the
Fed’s monetary policy also has created conditions ripe for expansion of banks’ stock prices.

For 322 banks traded on the NYSE, NYSE MKT, and NASDAQ, the median calendar year 2013
shareholder return (that is, stock price change plus dividends) was 38%. As indicated in Chart 1,
only eight banks (2% of the population) suffered a negative return in 2013, with nearly one-third
(32%) enjoying a total return exceeding 50%.

Chart 1: 2013 Total Return
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The market performance is particularly striking when viewed relative to revenue growth in 2013,
measured by the change in year-to-date recurring revenue between the year-to-date period
ended September 30, 2013 and the comparable prior year period. Approximately one-half of the
publicly traded banks experienced declining revenue in 2013, as illustrated in Chart 2. Many of
the banks reporting faster revenue growth rates completed an acquisition.

Chart 2: YTD 2013 Revenue Growth (Through 9/30/13)

100

93
78
70
60 58
40 33
29
30
20 14 14
’ . . :
5 |

Lessthan-10%  -10% to -5% -5% to 0% 0% to 5% 5% to 15% 15% to 25% 25% to 50%

Number of Banks
I
3

Greater than
50%

While revenue growth was difficult in 2013, banks had further opportunities to reduce credit-
related costs, leading to some increase in net income. SNL Financial’s estimates suggest
that “core” net income (that is, excluding certain non-recurring revenue and expense items)
expanded a median of 8% for the population of publicly-traded banks in the trailing twelve month
period ended September 30, 2013.

Winners and “Lesser” Winners

In performing a post mortem on a concluded year, it is often instructive to separate banks
experiencing positive and negative returns, and then search for common characteristics
distinguishing the two groups. In 2013, however, the “winner” and “loser” analogy appears less
descriptive of the year. Therefore, we adopt the terms “winners” and “lesser winners.”

Market performance in 2013 cut across all asset size categories (see Table 1). Favorable
performance for the subset comprised of banks with assets between $5 and $10 billion (return

of 47%), along with the attendant expansion of price/earnings and price/tangible book value
multiples, has provided this group a strong currency to undertake merger and acquisition
activity in 2014.

Table 1

Price / Price /

Total Tangible Est. 2014

Asset Size Return  Book Value Earnings
> $50 Billion 37% 159% 12.44
$10 - $50 Billion 39% 190% 16.13
$5 - $10 Billion 47% 209% 16.49
$1 - $5 Billion 39% 155% 15.60
$500 Million - $1 Billion 32% 108% 13.64
< $500 Million 41% 97% 12.50
Total Group 38% 151% 15.73

All values represent medians

What We’re Reading

From Bank Director, Dennis Gibney writes “While the market is improving and conditions are ripe
for deal making, addressing and evaluating regulatory position needs to be a continued focus.”

http://mer.cr/1ThORlsy

Jonathan Wegner highlights the opportunities and challenges of getting a deal done with a family-
owned or closely held bank in this article from Bank Director.

http://mer.cr/1f9wmAk

FinTalk published an infographic containing the “Top Tech Trends for Banks in 2014.”

http://mer.cr/1cZFQsQ

Marcus Cree writes in American Banker about stress tests — “No, Really, It's Good for You: Make
the Most of Stress Tests.”

http://mer.cr/ThnwXh6é
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A strategy of purchasing banks with lower price/tangible book value multiples at year-end 2012 Table 3
would have served investors well in 2013, as banks with year-end 2012 price/tangible book value

. o . " . . Total
multiples of less than 75% outperformed in 2013 (per Table 2). In addition to being potentially Revenue Growth Return
more leveraged to improving economic conditions (due to their more fragile asset quality),

. . ) ) . . Greater than 25% 50%
banks with lower price/tangible book value multiples benefited from greater M&A activity, more - - -
open capital markets, and investors’ desire for higher “beta” securities. 10%t025% 0

5% to 10% 42%
Table 2 0% to 5% 38%
-5% to 0% 33%
] ] Total -5% to -10% 36%

12/31/12 Price / Tangible Book Value Return
Less than -10% 37%

< 50% 69%

50% - 75% 49% All values represent medians

75% - 100% 36%

100% - 150% 36%

Table 4
150% - 200% 39% avle
> 200% 38% Total
Loan Growth Return
All values represent medians = 25%, 49%
10% - 25% 45%
Perhaps the most meaningful demarcation between the winners and lesser winners is evident 5% - 10% 38%
in revenue or loan growth rates. As indicated in Tables 3 and 4, total returns exceeded 40% only °° - ° °°
for the subset of banks with revenue growth exceeding 5% between the September 30, 2013 7= 37 ElEF
< 0% 37%

year-to-date period and the comparable prior year-to-date period.

All values represent medians

Several of the top performing banks in 2013 were active acquirers during the year. However,
it was difficult to ascertain a relationship between acquisition activity and market returns, as
suggested by Table 5. Thus, it remains incumbent on acquirers to maintain pricing discipline,
such as by using their higher pricing multiple stocks to acquire smaller banks at lower multiples,
and/or to demonstrate how the acquisition would benefit the acquirer’s profitability growth.
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Table 5 Potential challenges in 2014 include:
I o Total 1. An evolution in the market’s perception towards a belief that banks do not deserve
Acquisition Activity Return o . . ] o
the widening multiples experienced in 2014, due to the profitability pressures or
No Acquisitions 38% diminished growth outlooks.
One or More Acquisitions 35%

2. Margin pressure from the continued low interest rate environment, especially if loan

All values represent medians .
growth does not improve.

In recent prior years, market returns often were correlated with non-performing asset ratios or 3. Fewer opportunities to materially reduce credit-related costs, which banks have
changes in NPA ratios. This trend was less evident in 2013, as the winners included banks with been able to leverage in recent years to report better profitability in the face of
NPAs less than 1% or greater than 10% of loans and other real estate owned. sluggish revenue growth.
Table 6 4. As noted in this article, accommodative Fed policy contributed to rising asset
values in general and bank stock prices in particular. This occurred even with
Total sluggish revenue growth trends in the industry, which are, in part, related to margin
12/31/12 Non-Performing Asset Ratio Return 99 ueg ustry, - In part, 9

pressures caused by the same Fed policies. A tighter Fed policy, while perhaps

<1.00% 49% providing some relief from margin contraction, may exert a drag on asset valuations.
1.00% - 2.00% 39% Thus, and somewhat ironically, higher revenue growth in the industry may not be
2.00% - 3.00% 35% correlated with better market performance of publicly traded banks.

3.00% - 5.00% 41%

5.00% - 10.00% 37% A scenario also exists whereby rising M&A activity fuels further stock price appreciation, if the
> 10.00% 48% market views the acquisitions as accretive to shareholder value.

Conclusion
2014 Outlook

Mercer Capital assists banks, thrifts, credit unions, and other depository institutions with

Market prognosticators are not predicting a reprise of 2013's performance in 2014. In fact significant corporate valuation requirements, transactional advisory services, and other strategic
returns comparable to 2013 would cause price/earnings multiples materially to exceed historical ~ decisions. We pair analytical rigor with industry knowledge to deliver unique insight into issues
averages, without accelerating earnings growth. Analysts’ EPS estimates available at year-end facing depositories. To discuss a transaction or valuation issue in confidence, please contact us.

2013 suggest growth on the order of 7% in fiscal 2014, with improvement to 11% in fiscal 2015.
In addition, consensus estimates for the S&P 500 index predict appreciation on the order of 5%
to 6%. These estimates appear consistent with lower, but still positive, returns in 2013.

Andrew K. Gibbs, CFA, CPA/ABV
gibbsa @ mercercapital.com
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Davis, Gibbs, Crow to Speak at the

2014 Acquire or Be Acquired Conference

Jeff K. Davis, CFA, Managing Director of Financial Institutions,
Andrew K. Gibbs, CFA, CPA/ABV, Leader, Depository
Institutions Group, and Matthew R. Crow, ASA, CFA, President
of Mercer Capital, are speaking at the 2014 Acquire or Be
Acquired Conference sponsored by Bank Director magazine.

While industry and economic headwinds challenge banks both
large and small, CEOs, CFOs, Chairmen and members of the
board continue to attend Bank Director’s Acquire or Be Acquired
Conference. They do so to network with peers and explore a
variety of financial growth, strategy and M&A topics through
interactive sessions and presentations. Widely regarded as
one of the financial industry’s premier M&A conferences, Bank
Director’s 20th annual “AOBA” explores issues such as strategic
alliances, investors’ interests and whether now is the right time to
be a buyer (or a seller).

Mercer Capital’s topic for the 2014 conference is “Acquisitions
of Non-Depositories by Banks.” This session will review the
opportunities and pitfalls in acquiring asset management,
specialty finance, mortgage, insurance and other financial

Davis Gibbs Crow

companies outside the genre of traditional bank M&A. Well-
structured and reasonably-priced deals can add to an institution’s
franchise value through providing revenue diversification that
sometimes has cross-sale opportunities and an earnings stream
that may receive a higher P/E than traditional banking. If a
buyer over-pays, executes poorly or underappreciates cultural
differences, such acquisitions can be a disaster. The presenters
will offer their views on opportunities for banks in addition to
reviewing pricing trends.

Acquire or Be Acquired is being held January 26-28, 2014 at The
Arizon Biltmore in Phoenix, Arizona.
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Mercer Capital’s Bank Group Index Overview Return Stratification of U.S. Banks

by Asset Size
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RS\ A SN R O A\ R G RN CHIRN G [® Month-to-Date 1.57% 0.41% 0.77% 0.92% 1.77%
‘ ™ Year-to-Date 35.79% 29.67% 45.41% 54.28% 36.47%
===MCM Index - Community Banks ===SNL Bank S&P 500 ‘D Last 12 Months 35.79% 29.67% 45.41% 54.28% 36.47%
Median Valuation Multiples
Median Total Return Median Valuation Multiples as of December 31, 2013
Price/ Price /2013  Price / 2014 (E) Price / Price / Tangible Dividend
Indices - Year-to-Date Last 12 Months LTM EPS (E) EPS EPS Book Value Book Value Yield
Atlantic Coast Index -0.89% 33.18% 33.18% 14.41 14.39 15.31 109.5% 121.0% 2.4%
Midwest Index -0.78% 41.48% 41.48% 12.62 13.40 13.82 116.0% 125.4% 2.0%
Northeast Index 0.44% 33.79% 33.79% 15.26 16.04 14.37 127.5% 135.2% 2.6%
Southeast Index -0.17% 38.60% 38.60% 13.45 14.88 16.74 124.7% 133.9% 1.9%
West Index 1.37% 42.83% 42.83% 15.85 17.65 16.93 133.0% 137.6% 1.7%
Community Bank Index 0.20% 37.77% 37.77% 14.72 15.58 15.44 121.3% 132.8% 2.2%
SNL Bank Index 1.70% 37.30% 37.30% na na na na na na
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Median Price/Earnings Multiples Median Price/Tangible Book Value Multiples
Target Banks Assets <$5BN and LTM ROE >5% Target Banks Assets <$5BN and LTM ROE >5%
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Median Core Deposit Multiples Median Valuation Multiples for M&A Deals
Target Banks Assets <$5BN and LTM ROE >5% Target Banks Assets <$5BN and LTM ROE >5%, through December 31,2013
. . . 5 Target’s
25% Price / Price / . Median Target’s Median
Regions LTM Core Dep Deal Median LTM
Earnings Premium Value Assets ROAE (%)
20%
” Atlantic Coast 14.47 1.36 4.2% 13 54.58 572,324 7.32%
1=
E A’ Midwest 17.57 1.43 6.0% 62 23.28 114,845 9.03%
2 10% Northeast 16.06 149 77% 5 110.80 368,930 8.15%
o
- Southeast 20.64 119 1.6% 10 53.60 219,831 6.54%
West 13.44 127 3.7% 15 31.82 242,220 7.35%
0%
=us. | 185% | 197% | 197% | 189% | 11.0% | 82% | 4% | 35% | 35% | 47% | Nat’l Community Banks 17.01 1.37 4.7% 105 3251 182,385 8.15%
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Mercer Capital’s Updated weekly, Mercer Capital’s Regional Public Bank Peer Reports offer a closer

. . look at the market pricing and performance of publicly traded banks in the states of
Reglonal PUbIlC five U.S. regions. Click on the map to view the reports from the representative region.
Bank Peer Reports
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MERCER
CAPITAL

Mercer Capital assists banks, thrifts, and credit unions with significant corporate
valuation requirements, transactional advisory services, and other strategic
decisions.

|
Mercer Capital pairs analytical rigor with industry knowledge to deliver unique insight into issues facing banks. These insights
underpin the valuation analyses that are at the heart of Mercer Capital’s services to depository institutions.

Mercer Capital is a thought-leader among valuation firms in the banking industry. In addition to scores of articles and books, The
ESOP Handbook for Banks (2011), Acquiring a Failed Bank (2010), The Bank Director’s Valuation Handbook (2009), and Valuing
Financial Institutions (1992), Mercer Capital professionals speak at industry and educational conferences.

Financial Institutions Services

The Financial Institutions Group of Mercer Capital publishes Bank Watch, a monthly e-mail newsletter covering five U.S. regions.
In addition, Jeff Davis, Managing Director, is a regular contributor to SNL Financial.

For more information about Mercer Capital, visit www.mercercapital.com.

Jeff K. Davis, CFA Andrew K. Gibbs, CFA, CPA/ABV Jay D. Wilson, Jr., CFA, ASA, CBA
Contact Us

615.345.0350 901.322.9726 901.322.9725
jeffdavis @ mercercapital.com gibbsa@mercercapital.com wilsonj@mercercapital.com
Mercer Capital www.mercercapital.com

5100 Poplar Avenue, Suite 2600
Memphis, Tennessee 38137
901.685.2120 (P)

Copyright © 2014 Mercer Capital Management, Inc. All rights reserved. It is illegal under Federal law to reproduce this publication or any portion of its contents without the publisher’s permission. Media quotations with source attribution are encouraged.
Reporters requesting additional information or editorial comment should contact Barbara Walters Price at 901.685.2120. Mercer Capital’s Bank Watch is published monthly and does not constitute legal or financial consulting advice. It is offered as an
information service to our clients and friends. Those interested in specific guidance for legal or accounting matters should seek competent professional advice. Inquiries to discuss specific valuation matters are welcomed. To add your name to our mailing list

to receive this complimentary publication, visit our web site at www.mercercapital.com


http://mercercapital.com/services/depository-institutions/
www.mercercapital.com

