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Mercer Capital’s Bank Watch

December 2018

2019 Outlook: Gasping for Air Replaces

2018’s Rainbow Chasing

What a difference a year makes. A year ago corporate tax reform had been enacted
that lowered the top marginal tax rate to 21% from 35%. Banks were viewed as
one of the primary beneficiaries through a reduction in tax rates and a pick-up in
economic growth. Now investors are questioning whether bank stocks and other
credit investments are canaries in the U.S. economic coalmine.

As 2018 draws to a close, bank fundamentals are very good; however, bank stock
prices have tanked. SNL Financial’s small-, mid-, and large-cap bank indices have
fallen by more than 20% since August 31, which meets the threshold definition of a
bear market (i.e., down 20% vs. 10% for a correction).

Markets, of course, lead fundamentals, and corporate credit markets lead equity
markets. Among industry groups, bank stocks are “early cyclicals, meaning they
turn down before the broader economy does and tend to turn up before other sectors
when recessions bottom.

Large cap banks peaked in February while the balance of the industry peaked in
the third quarter after having a fabulous run that dates to the national elections on
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November 8, 2016. The downturn in bank stock prices corresponds with weakening
home sales, widening credit spreads in the leverage loan and high yield bond
markets, a ~40% reduction in oil prices, and a nearly inverted Treasury yield curve.

To state the obvious: markets —but not fundamentals so far—are signaling 2019 (and
maybe 2020) will be a more challenging year than was assumed a few months ago
in which the economy slows and credit costs rise. The key question for 2019 then is:
how much and is a slowdown fully priced into stocks?

Our next issue of Bank Watch will entail a deep dive into credit, but for this issue, we
observe that a global unwind of leverage is underway as the Fed extracts liquidity
from the system. Bond buying (QE) and ultra-low rates helped drive asset prices
higher. The reverse is proving true, too.

What We’re Reading

An S&P Global Market Intelligence data dispatch covers rising deposit costs in the
third quarter as well as shifting deposit mixes.

(subscription required)

The Federal Reserve Bank of Minneapolis reviews the increase in bankruptcies and
decline in asset quality related to agriculture loans in the Ninth District (MN, MT, ND,
SD, northwest WI, northern Ml).

Steve Williams and Onker Basu at Bank Director discuss ways banks can bolster
value as a potential economic slowdown looms.

Private Investor Mercer Capital regularly assists

Gaylon Lawrence, Jr. depository institutions with significant

Figure 2

From 8/31/18 YE17  12/31117 11/8/16 11/8/16
To 12/24/18 8/31/18 12/24/18 8/31/18 12/24/18
SNL Micro-Cap U.S. Bank -12.6% 7.4% -6.2% 47.7% 29.0%
SNL Small-Cap U.S. Bank -22.9% 9.3% -15.7% 44.8% 11.6%
SNL Mid-Cap U.S. Bank -28.5% 8.9% -22.1% 36.7% -2.3%
SNL Large-Cap U.S. Bank -25.0% 21% -23.4% 48.2% 11.2%
Russell 2000 (small caps) -27.2% 13.4% -17.5% 45.7% 6.0%
S&P 500 (large caps) -19.0% 8.5% -12.1% 35.6% 9.9%

Source: S&P Global Intelligence, change in price excluding dividends
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Bank Fundamentals

Bank fundamentals are in good-to-great shape. During the third quarter all FDIC-
insured institutions reported aggregate net income of $62 billion, up 29.3% from 3Q17.
Excluding the impact of lower taxes, 3Q18 pro forma netincome would have been about
$55 billion, up 13.9% from 3Q17. The data is more nuanced once the industry is
segregated by asset size, however.

As shown in Figure 3, ROA and ROE have nearly rebounded to the last pre-crisis
year of 2006. Importantly, capital has increased significantly and, thereby, provides
an additional buffer whenever the next downturn develops.

As it relates to 2019, bank fundamentals are not expected to change much other
than credit costs are expected to increase from a very low level in which current loss
rates in all loan categories are below long-term averages. Wall Street consensus
EPS estimates project mid-single digit EPS growth for the largest banks, primarily as
a result of share repurchases and a slightly higher full year NIM, while regional and
community bank consensus estimates reflect upper single digit EPS growth from the
same factors and somewhat better loan growth.

However, credit and equity markets imply the consensus is too high given the sharp
widening in credit spreads and drop in bank stock prices the past several months.
Although markets lead fundamentals, market signals about magnitude are less clear.
Given continuing growth in the U.S. economy that on balance will be helped by lower oil
prices, it seems reasonable that an increase in credit costs the market is forecasting will
be modest, and as a result, bank profitability will not be meaningfully crimped in 2019.

The Fed: 2019 Rate Hikes Seem Unlikely

Whenever the Fed embarks on an extended rate hiking campaign, the saying goes
the Fed hikes until something breaks. The market is signaling that the December

Figure 3
Assets Assets Assets

$10B - $250B $1B - $10B $100M - $1B

2006 YTD18 2006 YTD18 2006 YTD18
# of Institutions 119 129 530 635 4,399 3,369
Pre-Tax ROA 1.95%  1.86% 1.81% 1.67% 1.59%  1.46%
ROA 1.32% 1.45% 1.22% 1.33% 1.17% 1.25%
ROE 12.8%  11.9% 11.5% 11.3% 11.3% 11.0%
Leverage Ratio 7.7% 10.5% 9.4% 11.0% 10.0%  11.5%
Net Interest Margin 3.12%  3.84% 3.69% 3.72% 4.03% 3.83%
NIM less Net Charge-Offs 266% 3.15% 349% 3.51% 3.87% 3.72%
Fee Income / Assets 2.38% 1.51% 1.40% 1.18% 1.24% 1.13%
Efficiency Ratio 551% 53.1% 571%  59.2% 63.6%  66.1%
Loans / Assets 58.1% 612% 67.0%  70.6% 711%  68.8%
NPAs / Assets 0.52%  0.63% 0.51%  0.68% 0.59% 0.77%
:?; fg:;gse'Oﬁs ! 046% 069% 020% 021%  0.16%  0.11%
Loan Loss Reserve / Loans 1.04% 1.35% 1.16% 1.10% 1.15% 1.25%

Source: FDIC Quarterly Banking Profie (2006 data does not segregate banks with assets > $250B vs 9 in 2018)


http://www.mercercapital.com
http://mercercapital.com/insights/newsletters/bank-watch/

Mercer Capital’s Bank Watch

rate hike—the ninth in the current cycle—that pushed the Fed Funds target from
2.25% to 2.50% when the yield on the 10-year UST bond was ~2.8% may be one of
those moments. What’s unusual about the current tightening cycle is it represents
an attempt by the Fed (but not the BOJ, ECB or SNB) to extract itself from radical

monetary policies in which the Fed is raising short-term rates and shrinking its

balance sheet at the same time.

Given the flat yield curve, it is hard to see how the Fed will hike the Fed Funds another

couple of times as planned for 2019, unless the Fed wants to invert the yield curve

Figure 4
12/24/18  09/04/18  11/09/16 5Yr 10Yr 20Yr
Spot P/E (LTM EPS) vs. Multi-Year Median P/E
SNL Micro-Cap U.S. Bank 15.6x 19.4x 15.0x 15.3x 15.0x 15.4x
SNL Small-Cap U.S. Bank 15.6x 21.4x 16.9x 18.2x 16.9x 16.8x
SNL Mid-Cap U.S. Bank 13.0x 20.3x 17.4x 18.5x 17.7x 16.9x
SNL Large-Cap U.S. Bank 10.7x 15.4x 12.7x 15.0x 14.5x 15.0x
Spot P/TBV vs. Multi-Year Median P/TBV
SNL Micro-Cap U.S. Bank 133% 155% 120% 127% 121% 148%
SNL Small-Cap U.S. Bank 154% 198% 166% 170% 161% 199%
SNL Mid-Cap U.S. Bank 170% 241% 195% 207% 188% 231%
SNL Large-Cap U.S. Bank 151% 200% 148% 172% 166% 224%

Spot Dividend Yield vs. Multi-Year Median Dividend Yields

SNL Micro-Cap U.S. Bank 1.7% 1.5% 1.8% 1.7% 1.8% 1.8%
SNL Small-Cap U.S. Bank 2.1% 1.5% 1.9% 1.8% 1.9% 2.1%
SNL Mid-Cap U.S. Bank 2.8% 2.0% 2.1% 2.0% 2.0% 2.3%
SNL Large-Cap U.S. Bank 3.3% 2.3% 2.4% 2.0% 1.9% 2.3%

Source: S&P Global Intelligence, median multiples based upon daily observations

or unless intermediate- and long-term rates reverse and trend higher.
Presumably the $50 billion a month pace in the reduction of its US Treasury
and Agency MBS portfolio will continue. Alternatively, perhaps the Fed will
bow to the market and not raise rates in 2019 and slow or even halt the
reduction in its balance sheet to stabilize markets.

As it relates to bank fundamentals, the impact on net interest margins
will depend upon individual bank balance sheet compositions. Broadly,
however, a scenario of no rate hikes implies less pressure to raise deposit
rates, and rising wholesale borrowing rates should stabilize. The result,
therefore, should be a little bit better NIMs than a slight reduction if the
Fed continues to hike given that deposit rate betas for many institutions
are well over 50% now. More important for banks if the Fed pauses vs
continues to hike would be the impact on asset values (higher all else
equal) and, therefore, credit costs.

Bank Valuations: Support but Never a
Stand-Alone Catalyst

A synopsis of bank valuations is presented in Figure 4 in which current
valuations for the market cap indices are compared to the approximate market
top around August 31, November 8, 2016 when the national election occurred,
and multi-year medians based upon daily observations. An important point is
that valuation is not a catalyst to move a stock; rather, valuation provides a
margin of safety (or lack thereof) and thereby can provide additional return
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over time as a catalyst such as upward (or downward) earnings revisions can cause a
multiple to expand or contract.

Bank stocks—particularly mid-cap and large-cap banks—enter 2019 relatively
inexpensive to history. The stocks are cheap relative to 2019 consensus earnings with
large cap banks trading around 8x and small cap banks at 10x; however, the market’s
message is that the estimates are too high. It is hard to envision that estimates
are dramatically too high as proved to be the case in 2008 unless the economy is
poised to roll-over hard, which seems unlikely. Assuming no recession or a shallow
recession, then, the modest valuations may result in bank stocks having a good
year even if fundamentals weaken and analysts cut estimates because the limited
downside in earnings had been adequately priced into the stocks by late December.

Bank M&A: Slowing Activity for 2019 Likely

Outwardly, 2018 has been another good year for bank M&A even though activity
slowed in the fourth quarter. There were few notable deals other than Fifth Third’s
pending acquisition of Chicago-based MB Financial valued at $4.8 billion at
announcement and Synovus Financial’s pending acquisition of Boca Raton-based
FCB Financial Holding valued for $2.8 billion at announcement. Even before bank
stocks rolled over the shares of both Fifth Third and Synovus severely underperformed
peers as investors questioned the exchange ratios, cost saving assumptions, credit
risk (especially at FCB), and whether the buyers could keep the franchises intact as
key personnel defected elsewhere.

The national average price/tangible book multiple expanded to 173% from 166% in
2017 and about 140% in 2014, 2015 and 2016 before the sector was revalued in the
wake of the national election. The median P/E of 25x was within the five-year range
of 21x to 28x.

The total number of bank and thrift transactions through December 24 totaled 261,
which equated to 4.4% of the commercial bank and thrift charters as of year-end 2017.
During 2014-2018, the number of acquisitions exceeded 4% each year except for
2016 when activity at the beginning of the year was hampered by weak stock prices
as a result of a slowing economy that was marked by a collapse in oil prices and
sharply wider credit spreads.

Figure 5

2014Y 2015Y 2016 Y 2017Y DecYTD
Jan 1 Bank & Thrifts 6,509 6,270 6,122 5,913 5,650
Number of Deals 304 287 246 267 261
Deal / Prior Yr Institutions 4.5% 4.4% 3.9% 4.4% 4.4%
Total Deal Value ($M) 18,824 26,178 25,320 26,536 30,251
Total Assets ($M) 150,648 188,992 188,318 157,187 170,369
Avg Price / Tangible BV 139% 142% 136% 164% 171%
Bank 141% 144% 138% 166% 173%
Thrift 125% 131% 118% 151% 155%
Median Price/Earnings (x) 27.6x 24.4x 21.2x 23.0x 25.1x
Bank 27.6x 24.3x 20.6x 22.6x 24.7x
Thrift 34.0x 27.1x 26.0x 35.4x 30.7x

Source: S&P Global Intelligence
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Weak bank stock prices crimp the ability to negotiate deals because most sellers are
focused on absolute price rather than relative value when taking the buyer’s shares
as consideration; and, buyers usually are unwilling to increase the number of shares
being offered given a limitation on minimum acceptable EPS accretion and maximum
acceptable TBVPS dilution. A notable late year exception occurred when Cadence
Bancorporation opted to increase the number of shares it will issue to State Bancorp
by 9.6% because the double trigger in the merger agreement signed during May
when Cadence’s share price was much higher came into play.

Although there is no change in the driver of consolidation such as succession issues,
shareholder liquidity needs, and economies of scale, a slowdown in M&A activity in
2019 is likely because bank stocks will enter the year depressed. Deals that entalil
some amount of common share consideration will be tough to structure unless sellers
will be willing to take less, which most will not do with operating fundamentals in
good shape for now. All cash deals will be impacted less, but all cash deals are more
prevalent among very small institutions in which pricing usually occurs at a discount
to those that entail some proportion of common shares.

Summing It Up

The market is shouting fundamentals will weaken in 2019 after a long period of
gradual improvement following the Great Financial Crisis, which most likely will be
reflected in sluggish loan growth and modestly higher credit costs; however, bank
stocks may surprise to the upside as they did to the downside in 2018 provided a)
there is no recession or a shallow one; and, b) the Fed relents and does not hike
further and potentially slows the run-off of its excess bonds (and liability reserves).
For clients of Mercer Capital who obtain year-end valuations, rising stock prices since
the presidential election may be reversed partially, given the compression in market
price/earnings and price/tangible book value multiples that occurred in 2018.

/ﬂbﬂ X0

Jeff K. Davis, CFA
615.345-0350
jeffdavis @ mercercapital.com
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Mercer Capital’s Bank Group Index Overview Return Stratification of U.S. Banks
by Asset Size
115 1 10% -
=] 110 ©
E 105 A § 0% A ﬂ .'-'l .'.'.':1—
P s L] I u
N -
s 100 F
3 £ -10% A
2 95 - 3
5 :
2 90 1 o -20%
< Assets Assets Assets $1 - Assets $5 - Assets >
8 1 $250 - $500M - $58 $108 $108
$500M $1B
80 T T T T T T T T T T T 1 B Month-to-Date -4.56% -2.42% 1.38% 4.67% 2.76%
(LQ\‘ WQ\“ ,]9\“’ ,9'3’ @'3’ ,9\‘*’ @\‘*’ ,LQ\‘*’ %@‘*’ @'3’ ,9\‘*’ r&\‘b N ®Quarterto-Date|  -6.38% -7.53% -6.12% 0.94% -2.56%
& N BN @ T ST N ST N N ST N u Year-to-Date -9.52% 2.54% 1.89% 4.54% -3.32%
N NSO A Q0 A L R I
O Last 12 Months -3.21% 4.90% -5.60% 0.31% -0.93%
@==MCM Index - Community Banks e===SNL Bank e==S&P 500
Median Valuation Multiples
Median Total Return as of November 30, 2018 Median Valuation Multiples as of November 30, 2018
Price / Price / Price /
Month-to- Quarter-to- Year-to- Last 12 Price/ 2018 (E) 2019 (E) Price / Tangible Dividend
Indices Date Date Date Months LTM EPS EPS EPS Book Value Book Value Yield
Atlantic Coast Index 1.8% -6.7% -3.6% -6.6% 19.2x 13.4x 12.3x 133% 144% 2.0%
Midwest Index 0.5% -6.9% -3.0% -5.4% 16.1x 13.0x 11.7x 135% 167% 2.3%
Northeast Index -0.4% -6.7% -1.5% -4.4% 16.0x 12.5x 11.6x 133% 152% 2.4%
Southeast Index 2.8% -5.5% -1.6% -1.6% 19.3x 15.2x 12.6x 133% 144% 1.4%
West Index -0.9% -5.5% 2.0% -0.2% 16.6x 13.4x 13.1x 132% 151% 1.7%
Community Bank Index 0.7% -6.4% -1.9% -4.2% 16.9x 13.1x 12.2x 133% 151% 2.1%
SNL Bank Index 2.8% -2.6% -3.0% -1.0%
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Median Price/Earnings Multiples

December 2018

Median Price/Tangible Book Value Multiples

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

30 -

25 1

20 A

Price / Last 12 Months
Earnings
=

72006 [ 2007 | 2008 [ 2009 | 2010 | 2011 | 2012 [ 2013 | 2014 | 2015 | 2016 | 2017
mUS. | 220 | 221 | 199 | 103 | 21.7 [ 21.9 [ 170 | 165 [ 175 | 188 | 181 | 195 | 227 |

Median Core Deposit Multiples

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

25% -

20% A

15% A

10% A

Core Deposit Premiums

5%

% 4
0% 2006 | 2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015 | 2016 | 2017

[wU.S.[20.0% [ 18.4% [12.0% | 69% | 63% | 54% | 43% | 55% | 75% | 7.5% | 6.1% | 10.0% | 98% |
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Target Banks’ Assets <$5B and LTM ROE >5%
350% 1
300%
250% A
200% +
150% 4

100% +

Price / Tangible Book Value

50% -

2006 | 2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015 | 2016 | 2017
wU.S. [243% | 228% | 196% | 145% | 141% | 132% | 130% | 134% | 155% | 148% | 143% | 170% | 176% |

Median Valuation Multiples for M&A Deals

Target Banks’ Assets <$5B and LTM ROE >5%, 12 months ended November 2018

Median Target’s Target’s

Price/  Price/ Price / b Deal Median Median

LT™M Tang. Core Dep Value Assets LTM

Regions Earnings BV  Premium ($M) ($000) ROAE
Atlantic Coast 22.3x  178% 10.9% 10 94.1 519,256 77%
Midwest 19.1x  166% 8.0% 86 45.6 174,036 9.9%
Northeast 24.4x 187% 11.6% 12 56.7 424,247 6.5%
Southeast 22.6x 174% 10.1% 30 441 233,346 8.9%
West 245x  197% 12.0% 26 89.3 341,694 7.8%
g::z;‘a' Community 227x 176%  98% 164 554 239,467 9.1%

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

Southeast
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|
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