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Mercer Capital’s Bank Watch

Is FinTech a Threat
or an Opportunity?

Adapted from the new book Creating Strategic Value Through Financial
Technology by Jay D. Wilson, Jr., CFA, ASA, CBA.

In order to understand how FinTech can help community banks create strategic
value, let us take a closer look at the issues facing community banks and discuss
how FinTech can help improve performance and valuation. This is significant,
particularly in the U.S., as community banks compose an important part of the
economy, constitute the majority of banks in the U.S. and are collectively the
largest providers of certain loan types such as agricultural and small business
lending.

Threats to Community Banks

There are nearly 6,000 community banks with 51,000 locations in the U.S.
(includes commercial banks, thrifts, and savings institutions). While community
banks constitute the vast majority of banks (approximately 90% of U.S. banks
have assets below $1 billion), the majority of banking industry assets are
controlled by a small number of extremely large banks. These larger banks have
acquired assets more quickly than community banks in the last few decades (as

shown in Chart 1).

© 2017 Mercer Capital // www.mercercapital.com

70.0%

April 2017
Chart 1: Overview of U.S. Banks // % of Total Assets
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In addition to competition from larger banks and industry headwinds, community
bankers are also attempting to assess and respond to the growing threat from the
vast array of FinTech companies and startups taking aim at the banking sector. For
perspective, a group of community bankers meeting with the FDIC in mid-2016 noted
that FinTech poses the largest threat to community banks. One executive indicated
that the payment systems “are the scariest” as consumers are already starting to use
FinTech applications like Venmo and PayPal to send peer-to-peer payments. Another
banker went on to note, “What'’s particularly concerning about [the rise of FinTech] for
us is the pace of change and the fact that it's coming so quickly””
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“FinTech is changing the landscape of the banking
industry, so bankers need to get up to speed on how
to respond. Creating Strategic Value Through Finan-
cial Technology is perfect for the community banker
seeking to understand FinTech and how their bank
might benefit”
—Chris Nichols,
Chief Strategy Officer, CenterState Bank

Creating Strategic Value Through Financial Tech-
nology illustrates the potential benefits of FinTech to
banks, both large and small, so that they can gain
a better understanding of FinTech and how it can
create value for their shareholders and enhance the
health and profitability of their institutions.

The book contains 13 chapters broken into three
sections. Section | introduces FinTech. Section Il
explores FinTech niches such as bank technology,
alternative lending, payments, wealth management,
and insurance niches. Section Ill illustrates how both
community banks and FinTech companies can create
strategic value.

Chart 2: Community Bank Profitability Trends
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These significant competitive pressures combined with other industry headwinds such
as higher regulatory and compliance costs and a historically low interest rate environment
have hurt returns on equity (ROEs) for community banks (as noted in Chart 2).

Opportunities for Community Banks

While many bankers view FinTech as a significant threat, FinTech also has the
FinTech offers the potential to
improve the health of community banks by enhancing performance and improving
profitability and ROEs back to historical levels.

potential to assist the community banking sector.

One way to better understand how FinTech can assist community banks is to
understand where the Big Banks are outperforming smaller banks. Big Banks
(defined as those with assets greater than $5 billion) have outperformed community
banks consistently for many years. In the 20-year period from 1996 to 2016, Big
Banks reported a higher return on asset (ROA) than community banks in each period
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except for 2009 (the depths of the financial crisis). Interestingly though, the source
of outperformance is not due to net interest margin, perhaps the most common
performance metric that bankers often focus on. Community banks had consistently
higher net interest margins than Big Banks in each year over that 20-year period
(1996-2016). Rather, the outperformance of the Big Banks can be attributed to their
generation of greater non-spread revenues (i.e., non-interest income) and lower non-
interest expense (i.e., lower efficiency ratios).

What We’re Reading

OCC FinTech Charter: Considerations for Banks
Bank Director | Lee Schneider, Lilya Tessler, Liz Alspector, & Naeha Prakash

Bank Stocks Pause After Postelection Surge

Wall Street Journal | Aaron Lucchetti and Rachel Louise Ensign
(subscription required)

Trump’s Stock Rally Is Causing Problems for This Bank Merger
Wall Street Journal | Christina Rexrode and Jacquie McNish

(subscription required)

With Tax Reform Running out of Time, Tax Cut Looks More Likely

SNL | Zach Fox
(subscription required)

FinTech and Non-Interest Income and Efficiency Ratios

While FinTech can benefit community banks in a number of areas, FinTech offers some
specific solutions where community banks have historically underperformed: non-
interest income and efficiency. To enhance non-interest income, community banks
may consider a number of FinTech innovations in niches like payments, insurance,
and wealth management. Since many community banks have minimal personnel and
legacy systems in these areas, they may be more apt to try a new FinTech platform in
these niches. For example, a partnership with a robo-advisor might be viewed more
favorably by a community bank as it represents a new source of potential revenue,
another service to offer their customers and it will not cannibalize their existing trust
or wealth management staff since they have minimal existing wealth management
personnel.

FinTech can also enhance efficiency ratios and reduce expenses for community
banks.
customers through digital banking costs significantly less than traditional in-branch

Branch networks are the largest cost of community banks and serving

services and interactions with customers. For example, branch networks make up
approximately 47% of banks’ operating costs and 54% of that branch expenditure
goes to staffing. Conversely, the cost of ATM and online-based transactions are
less than 10% of the cost of paper-based branch transactions in which tellers are
involved. In addition to the benefits from customers shifting to digital transactions,
community banks can utilize FinTech to assist with lowering regulatory/compliance

costs by leveraging “reg-tech” solutions.

To illustrate the potential financial impact of transitioning customers to digital
transactions for community banks, let's assume that a mobile transaction saves the
bank approximately $3.85 per branch transaction.
Community Bank has 20,000 deposit accounts and each account shifts two
transactions per month to mobile from in-person branch visits, the bank would save

If we assume that FinTech

approximately $150 thousand per month and approximately $1.8 million annually.
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These enhanced earnings would serve to enhance efficiency and improve shareholder
returns and the bank’s valuation.

Moving beyond non-interest income and efficiency ratios, FinTech also offers a
number of other potential benefits for community banks. FinTech can be used to
help community banks compete against Big Banks more effectively by minimizing the
impact of scale as more customers carry their branch in their pocket. By leveraging
FinTech solutions, smaller banks can more easily compete against a large bank’s
footprint digitally via the web or a mobile device. FinTech also offers many community
banks an opportunity to enhance loan portfolio diversification and regain some
market share after years of losing ground in certain segments (such as consumer,
mortgage, auto, and student).

FinTech can also provide an additional touch point to improve customer retention and
preference. While data is limited, some studies have shown that customer loyalty (i.e.,
retention) is higher for those customers that use mobile offerings and digital banking
(online and mobile) is increasingly preferred by customers. While digital is clearly
growing among customer preference, data has also shown that digital-only customers
can be less engaged, loyal, and profitable than those who interact with the bank
through a combination of interactions across multiple channels (digital, branches,
etc.). So community banks that rely more heavily on their branch networks should
find it beneficial to add digital services to complement their traditional offerings in

order to enhance customer retention and preference.

Change Is Inevitable, Growth Is Optional

As technological advances continue to penetrate the banking industry, community
banks will need to leverage technology in order to more effectively market to and
serve small businesses and consumers in an evolving environment. Community
banks will likely increasingly rely on a model that makes widespread use of ATM’s, the

Internet, mobile apps and algorithm driven decision making, enabling them to deliver
their services to customers in a streamlined and efficient manner.

Conclusion

Our world is changing quickly. FinTech can represent an opportunity for community
banks. Understanding how FinTech will impact your institution and your response is
critical today. Many community banks are actively surveying the FinTech landscape
and pursuing a strategy to improve their digital footprint and services through
partnerships with FinTech companies. Our new book, Creating Strategic Value
Through Financial Technology, can help those banks considering their FinTech
strategy as it provides information on the FinTech landscape and provides an
overview of a few prominent FinTech niches (payments, wealthtech, insurtech, and
banktech), case studies of successful (and unsuccessful FinTech companies), as
well as an overview of some key ways to value FinTech companies and assess value
creation when structuring FinTech acquisitions, investments, and/or partnerships.

Whatever your strategy, understanding how FinTech fits in and adapting to the
current environment is incumbent upon any institution that seeks to compete
effectively and Mercer Capital will be glad to assist. We have successfully worked
with both traditional financial incumbents (banks, insurance, wealth managers) as
well as FinTech companies in a number of strategic planning and valuation projects
over the years.

(y Wi, f

Jay D. Wilson, Jr. CFA, ASA, CBA
901.322.9725 | wilsonj@mercercapital.com
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Mercer Capital’s Bank Group Index Overview Return Stratification of U.S. Banks
by Asset Size
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Median Total Return as of March 31,2017 Median Valuation Multiples as of March 31, 2017
Price /
Month-to- Quarter-to- Last 12 Price/ Price / Price / Price/  Tangible Book Dividend
Indices Date Date Months LTM EPS 17(E) EPS 18(E) EPS Book Value Value Yield
Atlantic Coast Index 1.19% 4.74% 4751% 20.0x 18.8x 15.8x 147% 158% 1.6%
Midwest Index -0.09% -1.26% 49.86% 18.9x 17.0x 15.4x 155% 178% 1.9%
Northeast Index 1.30% -0.90% 48.27% 17.5x 16.8x 14.4x 152% 169% 2.2%
Southeast Index -0.74% -1.60% 40.86% 18.2x 19.6x 15.2x 146% 148% 1.2%
West Index -1.57% 3.12% 52.80% 16.5x 17.9x 16.0x 146% 151% 1.6%
Community Bank Index 0.20% 0.51% 47.80% 18.7x 17.8x 15.4x 149% 163% 1.8%
SNL Bank Index -3.65% 1.07% 43.63%
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Target Banks’ Assets <$5B and LTM ROE >5%
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Target Banks’ Assets <$5B and LTM ROE >5%
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Median Valuation Multiples for M&A Deals

Target Banks’ Assets <$5B and LTM ROE >5%, 12 months ended March 2017

Target’s

Price/  Price/ Price / . Median Target’s Median

LT™M Tang. Core Dep Deal Median LTM

Regions Earnings BV  Premium Value Assets ROAE
Atlantic Coast 212x  158% 71% 18 5475 436,493 7.32%
Midwest 172x  156% 6.8% 65  40.07 155,930 8.40%
Northeast 21.0x  196% 11.5% 5 12767 811,368 9.50%
Southeast 18.4x  130% 5.7% 30 36.13 185,088 7.72%
West 175x  155% 7.6% 17 48.84 187,513 9.74%
g::z;‘a' Community 185x 155%  6.9% 135 44.40 207452 8.23%

Source: S&P Global Market Intelligence
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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
Regl0na| 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 assists banks, thrifts, and credit unions with significant corporate
e rce r 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
C a p I ta I insights underpin the valuation analyses that are at the heart of Mercer Capital’s services to depository institutions.
»  Bank valuation »  Loan portfolio valuation
Financial Institutions Services »  Financial reporting for banks »  Tax compliance
»  Goodwill impairment »  Transaction advisory
»  Litigation support »  Strategic planning

»  Stress Testing

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, Acquiring a Failed Bank, The Bank Director’s Valuation Handbook,
and Valuing Financial Institutions, Mercer Capital professionals speak at industry and educational conferences.

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

Co ntact U S Jeff K. Davis, CFA Andrew K. Gibbs, CFA, CPA/ABV Jay D. Wilson, Jr., CFA, ASA, CBA
615.345.0350 901.322.9726 901.322.9725
jeffdavis @ mercercapital.com gibbsa @mercercapital.com wilsonj@ mercercapital.com

MERCER CAPITAL

Memphis Dallas Nashville

5100 Poplar Avenue, Suite 2600 12201 Merit Drive, Suite 480 102 Woodmont Blvd., Suite 231
Memphis, Tennessee 38137 Dallas, Texas 75251 Nashville, Tennessee 37205
901.685.2120 214.468.8400 615.345.0350

www.mercercapital.com

Copyright © 2017 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/
http://www.mercercapital.com
http://mercercapital.com/services/depository-institutions/
http://www.mercercapital.com
mailto:jeffdavis%40mercercapital.com?subject=
mailto:gibbsa%40mercercapital.com?subject=
mailto:wilsonj%40mercercapital.com?subject=
http://www.mercercapital.com

	Now Available for 
Community Bankers 
	See Page 2 for More Information
	Is FinTech a Threat 
or an Opportunity?
	NOW AVAILABLE
	Creating Strategic Value 
Through Financial Technology 
	Public Market Indicators
	M&A Market Indicators
	Regional Public 
Bank Peer Reports
	About Mercer Capital

