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Waiting on Margin Relief
Although it is difficult to discern with the ten-year U.S. Treasury presently yielding about 2.4% compared 

to 3.0% at the beginning of the year, many market participants believe the Federal Reserve will begin to 

raise the Fed Funds target rate next year. The thought process is not illogical. Consider that:

»» The FOMC in late July announced that it would reduce monthly bond purchases (again) 

by $10 billion, leaving $25 billion to “taper” from what was a pace of $85 billion of monthly 

bond purchases when QE3 began in late 2012. 

»» 	Several Fed officials—notably some of the more hawkish regional bank presidents—

have openly talked about rate hikes occurring sooner than the market expects. 

»» Second quarter GDP expanded at a 4.0% annualized pace based upon the initial 

estimate by the Commerce Department.

»» Some measures of inflation are pointing to future issues, though wages and the Fed’s 

preferred inflation measure, the Personal Consumption Expenditures index, are not yet 

signaling emerging inflation.

»» The unemployment rate as measured by the Bureau of Labor Statistic U-3 has declined 

to 6.2% from a peak of over 10% in October 2009. 

»» The Fed Funds target was reduced to 0.0% to 0.25% nearly six years ago and years 

since the immediacy of the financial crisis passed.

How high short-term rates may rise is unknown. (A corollary question for others is what, if anything, will 

the Fed do with its enlarged balance sheet as shown in Table 1.) Pimco’s Bill Gross has opined that the 

“new neutral” target rate will be around 2% rather than a historical policy bias of 4%. For lenders, money 

market funds and trust/processing companies, a hike in short rates cannot occur soon enough. 

Although the Fed’s zero interest rate policy (“ZIRP”) helped reinvigorate markets, the economy and 

asset quality, it is increasingly weighing on revenues via depressed net interest margins (“NIM”) and 

post-recession profitability as shown in Table 2 on page 3. 
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Table 1: FRB Assets & Liabilities

FRB Assets & Liabilities Aug-07 Aug-08 Aug-09 Aug-10 Aug-11 Dec-12 Dec-13 Jul-14

Securities Held Outright $791 $479 $1,354 $2,054 $2,649 $2,618 $3,981 $4,348

U.S. Treasuries $791 $479 $704 $777 $1,639 $1,656 $2,209 $2,409

Agency Debt $0 $0 $107 $159 $112 $79 $57 $44

Agency MBS $0 $0 $543 $1,118 $897 $884 $1,490 $1,670

Term Auction Credit $0 $150 $234 $0 $0 $0 $0 $0

Term Asset Backed Facility $0 $0 $30 $40 $12 $2 $2 $0

Commercial Paper Funding Facility $0 $0 $0 $0 $0 $0 $0 $0

AIG Loan (ex-ML II & III) $0 $0 $42 $24 $0 $0 $0 $0

Maiden Lane I, II and III $0 $29 $62 $67 $52 $1 $2 $2

Central Bank Liquidity Swaps $0 $62 $77 $0 $0 $12 $0 $0

Gold Stock (@ historical cost) $11 $11 $11 $11 $11 $11 $11 $11

SDR $2 $2 $5 $5 $5 $5 $5 $5

Unamortized Prem on Securities $105 $210 $219 $167 $181 $255 $66 $69

  Factors Supplying Credit $909 $943 $2,034 $2,369 $2,910 $2,904 $4,067 $4,435

Currency in Circulation * $812 $831 $911 $945 $1,031 $1,152 $1,240 $1,285

Reverse Repos $33 $44 $68 $62 $70 $95 $235 $214

Deposits other than Reserves $12 $12 $280 $235 $114 $63 $153 $231

Reserve Balances * $12 $11 $718 $1,052 $1,625 $1,526 $2,375 $2,640

Other Liabilities & Capital $39 $44 $57 $74 $70 $68 $64 $65

  Total Factors Absorbing Credit $909 $943 $2,034 $2,369 $2,910 $2,904 $4,067 $4,435

 * Reserves + Currency = High Velocity Money $825 $843 $1,629 $1,997 $2,656 $2,678 $3,615 $3,925

For traditional banks that primarily rely upon 

spread revenue, this is especially true. Funding 

costs cannot go lower, while asset yields 

remain under pressure. The asset yield story 

is nuanced, however. Bond portfolio yields 

have stabilized after years of cash flows being 

reinvested at lower rates. Loan portfolio yields 

partly depend on the mix, but the general trend 

since the financial crisis occurred continues to 

be down for two reasons. One is the reduction 

in the base rate (LIBOR, swap rate and 5-/10-

year U.S. Treasury) that occurred during 2008-

2011. Since then lower loan yields largely have 

reflected intensifying competition as lenders 

become more confident about the economy 

and less tolerant of holding excess amounts 

of liquidity and bonds. Banks have lowered or 

waived loan floors and have been willing to 

accept lower margins over the base rate to put 

higher yielding assets on the books. Some may 

recall the mantra last heard in 1993 when the 

Funds target was 3.0% and again in 2003 when 

it was 1.0%: “cash is trash.”

The other nuanced aspect of asset yields is the 

impact gradually improving loan growth for a 

broader swath of the industry has had on NIMs. 

Funding loan growth with excess liquidity and 

bonds entails a yield pick-up. What intensified 

competition does not show until the credit 

cycle turns is how much credit standards were 

relaxed to drive volume. Time will tell, though 

anecdotal stories we hear indicate there has 

been significant loosening of standards.

Should the FOMC follow through and raise 

short rates next year, most banks with a 

What We’re Reading

Jody Shenn of Bloomberg has an interesting 
article entitled “Banks Loosening U.S. 
Mortgage Standards.” 

http://mer.cr/1oHEb0R

Krishnan Swaminathan and Michael Baker 
present “Five Steps to Mitigate the Risk of 
Home Equity Line of Credit Delinquencies” 
at BankDirector.com.

http://mer.cr/1sPc9oc

Greg Roumeliotis and Lauren Tara Lacapra 
have written an article entitled “Banks 
Search For Loopholes In Leveraged Loan 
Guidelines” (Reuters).

http://mer.cr/1ro0ITw

Source: Federal Reserve: H.4 – Factors Affecting Reserve Balances
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reasonable amount of LIBOR- and/or prime-based loans and non-interest bearing deposits will 

see revenues increase—provided deposit rates do not have to be raised aggressively and there 

are not too many (or too high) loan floors.

It seems like an ideal set-up for banks if the Fed will do its part. That said, we have been 

here before. Figure 3 reflects the forward Eurodollar curve at four separate dates: May 2009, 

February 2011, July 2013 and August 2014. Eurodollar contracts reflect future spot rates for U.S. 

dollars based upon where 90-day LIBOR is expected to settle. The contracts trade in a highly 

liquid market, unlike those for Fed Funds futures.

What Figure 3 shows is that the market has expected short rates to rise soon as soon as ZIRP 

was implemented. In May 2009, the expectation was that by late 2010 short rates would begin 

to rise. In early 2011, a strong fourth quarter 2010 GDP report (+3.2%) pushed contract prices 

down and forward spot rates sharply higher. The forward curve in July 2013 reflected higher 

short rates by late 2014. Currently, the forward curve projects higher short rates by mid-2015. 

And on it goes. 

Bank executives and directors should be planning if the inevitable does not happen. Worse, 

what happens if rates stay low before the next recession occurs? Banks will struggle with a 

lower cushion in the form of pre-tax, pre-provision earnings to fund losses and/or build loan loss 

reserves than would be the case if short-rates and the NIM were higher. Of course, Dodd-Frank 

has mandated higher capital ratios to cushion losses as a perverse offset to ZIRP.

We at Mercer Capital have differing opinions about how Fed policy will evolve over the next 

year or two, but none of us (or you) knows for sure. Opinions are no substitute for planning. 

We do believe the planning process for a much longer period of ZIRP will require executives to 

think hard about the relevance of branch networks, the prudence of significantly shortening the 

duration of bond portfolios and how much credit risk is being assumed to achieve loan growth. A 

question that assumes more urgency is: Should the Board move sooner rather than later to sell 

or merge with a similar-sized institution if the Fed is not going to raise short rates (much) and 

thereby boost what may be an unacceptably low ROE for many banks?

We at Mercer Capital do not have the answer to every question, but we can help you ask the 

right questions and frame the answers in terms of thinking about shareholder value.

Jeff K. Davis, CFA 

jeffdavis@mercercapital.com

Assets 

> $10B

Assets 

$3B - $10B

Assets 

$500M - $1B

2006 2013 2006 2013 2006 2013

Pre-Tax ROA 1.83% 1.40% 1.73% 1.38% 1.48% 1.08%

ROA 1.21% 0.94% 1.12% 1.05% 1.02% 0.80%

ROE 14.0% 8.2% 12.4% 9.0% 11.4% 7.7%

ROTE 20.5% 11.3% 16.1% 11.5% 12.9% 9.4%

Tang Common / Tang Assets 5.9% 8.3% 7.0% 9.1% 7.9% 8.5%

Net Interest Margin 3.41% 3.17% 3.87% 3.57% 4.02% 3.61%

NIM less Net Charge-Offs 3.18% 2.72% 3.72% 3.28% 3.91% 3.28%

Fee Income / Revenue 36.4% 35.1% 24.6% 25.5% 19.4% 20.7%

Efficiency Ratio 60.9% 66.9% 61.2% 68.5% 66.5% 74.1%

Loans / Assets 62.6% 60.2% 67.6% 64.7% 70.8% 63.9%

NPAs+ORE / Loans+ORE 0.57% 1.42% 0.49% 1.97% 0.54% 2.38%

Net Charge-Offs / Avg Loans 0.23% 0.45% 0.15% 0.29% 0.11% 0.33%

Loan Loss Reserve / Loans 1.11% 1.41% 1.23% 1.47% 1.17% 1.59%

Table 2: Then vs. Now Peer Metrics
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Figure 3
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The Financial Institutions Group of Mercer Capital works with hundreds of depository 
institutions annually providing a broad range of specialized resources for the financial 
services industry.

Mercer Capital’s  
Resources for 
Depository 
Institutions

Understanding Deal  
Considerations

Key issues that we see when banks 
combine as it relates to valuing and 
evaluating a combination are reviewed. 
This is particularly critical when the 
consideration consists of shares 
issued by a buyer (or senior merger 
partner) whose shares are either 
privately held or are thinly traded.

View replay at http://mer.cr/bnkweb2

How to Profit on a  
Distressed Transaction

Buyers have been leery of acquiring 
troubled banks in non-assisted deals. 
With a slowly recovering economy, we 
take a look at the opportunities and 
pitfalls or making an acquisition of a 
“turnaround” bank.

 
View replay at http://mer.cr/bnkweb3

Basel III Capital Rules Finally Final: 
What Does It Mean for Community 
Banks?

Finalized at last, the regulations 
provide direction for bank capital 
management decisions.  This webinar, 
co-sponsored by Mercer Capital and 
Jones Day, reviews the final rules and 
assesses their impact on community 
banks. 

View replay at http://mer.cr/capital-
rules-webinar

An Overview of the
Leveraged Lending Market
and Bank Participation in the Market

There has been a flurry of media reports this year that regulators—especially 
the OCC—are intensifying scrutiny of leveraged lending and are becoming less 
flexible in allowing banks to interpret the guidance. Some investors have begun 
to raise questions whether a new credit bubble has developed, while others see 
opportunities for BDCs and other specialty finance companies to gain market 
share. In this webinar we will take a look at one of the fastest growing markets that 
has emerged post crisis.

View webinar on SNL Financial’s site at http://mer.cr/VRc9JV

Webinars Available for Replay

Newest Webinar

Sponsored by SNL Financial

http://www.mercercapital.com
http://mer.cr/VRc9JV
http://mer.cr/bnkweb2
http://mer.cr/bnkweb3
http://mer.cr/capital-rules-webinar
www.mercercapital.com
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Median Valuation Multiples

Mercer Capital’s Bank Group Index Overview Return Stratification of U.S. Banks

by Asset Size

Median Total Return Median Valuation Multiples as of July 31, 2014

Indices
Month-to-

Date
Quarter-to-

Date
Year-to- 

Date
Last 12 
Months

Price/ 
LTM EPS

Price / 2014 
(E) EPS

Price / 2015 
(E) EPS

Price /  
Book Value

Price / Tangible 
Book Value

Dividend  
Yield

Atlantic Coast Index -2.88% -2.88% -0.80% 4.77% 15.66 18.25 13.21 106.8% 115.3% 2.2%

Midwest Index -6.20% -6.20% -0.74% 12.05% 12.83 12.93 12.16 105.9% 115.0% 2.3%

Northeast Index -4.81% -4.81% -3.49% 3.85% 13.71 14.07 12.45 119.0% 130.3% 2.8%

Southeast Index -0.09% -0.09% -1.26% 8.25% 13.07 13.27 12.58 117.7% 120.6% 1.9%

West Index -1.49% -1.49% -0.49% 11.29% 14.81 15.99 13.64 126.4% 134.1% 1.9%

Community Bank Index -3.66% -3.66% -2.43% 6.77% 13.77 15.08 12.75 113.3% 122.5% 2.3%

SNL Bank Index -1.59% -1.59% 2.00% 8.70%

Assets $250 - 
$500M 

Assets $500M 
- $1B 

Assets $1 - 
$5B 

Assets $5 - 
$10B Assets > $10B 

Month-to-Date -0.67% 0.20% -5.25% -4.31% -1.36% 
Quarter-to-Date -0.67% 0.20% -5.25% -4.31% -1.36% 
Year-to-Date 9.35% 4.53% -5.89% -6.89% 2.65% 
Last 12 Months 17.60% 9.41% 7.21% 8.50% 8.77% 
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2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 
U.S.  18.5% 19.7% 19.7% 18.9% 11.9% 8.2% 6.4% 3.5% 3.5% 4.7% 7.7% 
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Regions
Price / 

LTM  
Earnings

Price /  
Tang. 

BV

Price /  
Core Dep 
Premium

No.  
of  

Deals

Median 
Deal  

Value

Target’s  
Median  
Assets

Target’s 
Median 

LTM  
ROAE (%)

Atlantic Coast 19.28 1.61 11.2% 4 47.28 308,936 9.23%

Midwest 18.38 1.47 7.4% 37 48.00 125,862 8.97%

Northeast 17.90 1.79 10.0% 7 77.77 370,261 8.36%

Southeast 14.83 1.61 8.0% 17 74.37 236,853 9.39%

West 17.35 1.23 4.1% 10 43.68 377,762 8.07%

Nat’l Community Banks 16.87 1.49 7.7% 75 51.80 205,759 8.97%

Median Valuation Multiples for M&A Deals

Target Banks Assets <$5B and LTM ROE >5%, through July 2014

Median Core Deposit Multiples

Target Banks Assets <$5B and LTM ROE >5%

Median Price/Tangible Book Value Multiples

Target Banks Assets <$5B and LTM ROE >5%

Median Price/Earnings Multiples

Target Banks Assets <$5B and LTM ROE >5%

Mercer Capital’s M&A Market Indicators  August 2014

http://www.mercercapital.com


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 
five U.S. regions. Click on the map to view the reports from the representative region.

Mercer Capital’s  
Regional Public  
Bank Peer Reports
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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.

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.

Mercer 
Capital
Financial Institutions Services

Jeff K. Davis, CFA
615.345.0350
jeffdavis@mercercapital.com 

Andrew K. Gibbs, CFA, CPA/ABV 
901.322.9726
gibbsa@mercercapital.com

Jay D. Wilson, Jr., CFA, ASA, CBA 
901.322.9725
wilsonj@mercercapital.com

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

www.mercercapital.com
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