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Mercer Capital’s Bank Watch

Stress Testing and Capital Planning for
Banks and Credit Unions During the

COVID-19 Pandemic

A stress test is defined as a risk management tool that consists of estimating the
bank’s financial position over a time horizon — approximately two years — under dif-
ferent scenarios (typically a baseline, adverse, and severe scenario).

The concept of stress testing for banks and credit unions is akin to the human expe-
rience of going in for a check up and running on a treadmill so your cardiologist can
measure how your heart performs under stress. Similar to stress tests performed
by doctors, stress tests for financial institutions can ultimately improve the health of
the bank or credit union (“CU”).

The benefits of stress testing for financial institutions include:
»  Enhancing strategic/capital planning
»  Improving risk management
»  Enhancing the value and earning power of the bank or credit union

As many public companies in other industries have pulled earnings guidance due
to the uncertainty surrounding the economic outlook amid the coronavirus pandem-
ic, community banks and CUs do not have that luxury. Key stakeholders, boards,
and regulators will desire a better understanding of the ability of the bank or CU to

withstand the severe economic shock of the pandemic. Fortunately, stress testing
has been a part of the banking lexicon since the last global financial crisis began
in 2008. We can leverage many lessons learned from the last decade or so of this
annual exercise.

Conducting a Stress Test

It can be easy to get overwhelmed when faced with scenario and capital planning
amidst the backdrop of a global pandemic with a virus whose path and duration is
ultimately uncertain. However, it is important to stay grounded in established stress
testing steps and techniques.

Below we discuss the four primary steps that we take to help clients conduct a
stress test in light of the current economic environment.

It is important to determine the appropriate stress event to consider. Unfortunately,
the Federal Reserve’s original 2020 scenarios published in 1Q2020 seem less rel-
evant today since they forecast peak unemployment at 10%, versus the recent peak
national unemployment rate of 14.7% (April 2020). However, the Federal Reserve
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supplemented the original scenario with a sensitivity analysis for the 2020 stress
testing round related to coronavirus scenarios in late 2Q20, which provides helpful
insights.

The Federal Reserve’s sensitivity analysis had three alternative downside
scenarios:

»  Arapid V-shaped recovery that regains much of the output and employment
lost by year-end 2020

» A slower, more U-shaped recovery in which only a small share of lost output
and employment is regained in 2020

» A W-shaped double dip recession with a short-lived recovery followed by a
severe drop in late 2020 due to a second wave of COVID

Some of the key macroeconomic variables in these scenarios are found in Table 1.

In our view, these scenarios provide community banks and credit unions with eco-
nomic scenarios from which to begin a sound stress testing and capital planning
framework.

While determining potential loan losses due to the uncertainty from a pandemic can
be particularly daunting, we can take clues from the Federal Reserve’s release of
results in late 2Q20 from some of the largest banks. While the specific loss rates
for specific banks weren't disclosed, the Fed’s U, V, and W sensitivity analysis
noted that aggregate loss rates were higher than both the Global Financial Crisis
(“GFC”) and the Supervisory Capital Assessment Program (“SCAP”) assumptions
from the prior downturn.

We note that many community banks and CUs may feel that their portfolios in ag-
gregate will weather the COVID storm better than their larger counterparts (data
provided in Table 2). We have previously noted that community bank loan port-
folios are more diverse now than during the prior downturn and cumulative charge-
offs were lower for community banks as a whole than the larger banks during the
GFC. For example, cumulative charge-offs for community banks over a longer

Table 1 :: Key Variables in the Alternative Downside Scenarios

Peak
Lowest 10-Year
Treasury Rate

Peak to Trough

Unemployment
Rate GDP Change

V-Shaped Scenario 19.5% 19.5% 0.80%
U-Shaped Scenario 15.6% 15.6% 0.60%
W-Shaped Scenario 16.0% 16.0% 0.50%

Per: Federal Reserve Assessment of Bank Capital
During Recent Coronavirus Event June 2020

Table 2 :: Historical and Projected Nine Quarter Loss Rates

Nine Quarters

Cumulative Implied Quarterly Implied Annual

Loss Rate* Loss Rate Loss Rate
Global Financial Crisis 6.8% 0.76% 3.02%
SCAP Projection 9.1% 1.01% 4.04%
V-Shaped Scenario 8.2% 0.91% 3.64%
U-Shaped Scenario 10.3% 1.14% 4.58%
W-Shaped Scenario 9.9% 1.10% 4.40%

Note: The Global Financial Crisis bar and the SCAP projection bar show results for the 19 firms that participated in the SCAP
in 2009. Global Financial Crisis bar shows actual loss rates over the period 2009 Q1 to 2011 Q1.The SCAP projection bar is
over a two-year projection horizon from 2009 Q1 to 2010 Q4. The severely adverse and alternative downside scenario bars
show results for the 33 firms participating in DFAST 2020 over the period from 2020 Q1 to 2022 Q1.

Per: Federal Reserve Assessment of Bank Capital
During Recent Coronavirus Event June 2020
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distressed time period during the GFC (four years, or sixteen quarters, from June
2008 - June 2012) were 5.1%, implying an annual charge-off rate during a stressed
period of 1.28% (which is ~42% of what larger banks experienced during the GFC).
However, we also note that this community bank loss history is likely understated
by the survivorship bias arising from community banks that failed during the GFC.

Each community bank or CU’s loan portfolio is unique, and it will be important for
community banks and CUs to document the composition of their portfolio and seg-
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ment the portfolio appropriately. Segmentation of the loan portfolio will be particu-
larly important. The Fed noted that certain sectors will behave differently during
the COVID downturn. The leisure, hospitality, tourism, retail, and food sectors are
likely to have higher credit risk during the pandemic. Proper loan segmentation
should include segmentation for higher risk industry sectors during the current pan-
demic as well as COVID-modified/restructured loans.

Once the portfolio is segmented, loss history over an extended period and a full
business cycle (likely 10-12 years of history) will be important to assess. While the
current pandemic is a different event, this historical loss experience can be lever-
aged to provide insights into future prospects and underwriting strength during a
downturn and relative to peer loss experience.

In certain situations, it may also be relevant to consider the correlation between
those historical losses and certain economic factors such as the unemployment
rate in the institution’s market areas. For example, a regression analysis can deter-
mine which variables were most significant statistically in driving historical losses
during prior downturns and help determine which variables may be most relevant
in the current pandemic. For those variables deemed statistically significant, the
regression analysis can also provide a forecasting tool to estimate and/or test the
reasonableness of future loss rates based on assumed changes in those variables
that may be above and beyond historical experience.

Lastly, higher risk loan portfolio segments (such as those in more economically
exposed sectors) and larger loans that were modified during the pandemic may
need to be supplemented by some “bottom-up” analysis of certain loans to deter-
mine how these credits may fare in the different economic scenarios previously
described. To the extent losses can be modeled for each individual loan, these
losses can be used to estimate losses for those particular loans and also leveraged
to support assumptions for other loan portfolio segments.
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Step 3 expands the focus beyond just the loan portfolio and potential credit losses
from the pandemic modeled in Step 2 and focuses on the institution’s “core” earning
power and sensitivity of that over the economic scenarios modeled in Step 1.

When assessing “core” earning power, it is important to consider the potential im-
pact of the economic scenarios on the interest rate outlook and net interest margins
(“NIM”). While the outlook is uncertain, Federal Reserve rate cuts have already
started to crimp margins.

Beyond the headwinds brought about by the pandemic, it is also important to con-
sider any potential tailwinds in certain countercyclical areas like mortgage banking,
PPP loan income, and/or efficiency brought about by greater adoption of digital
technology and cost savings from branch closures. Ultimately, the earnings model
over the stressed period relies on key assumptions that need to be researched,
explained, and supported related to NIM, earning assets, non-interest income, ex-
penses/efficiency, and provision expense in light of the credit losses modeled in
Step 2.

Step 4 combines all the work done in Steps 1, 2, and 3 and ultimately models capi-
tal levels and ratios over the entirety of the forecast periods (which is normally nine
quarters) in the different economic scenarios.

Capital at the end of the forecast period is ultimately a function of capital and re-
serve levels immediately prior to the stressed period plus earnings or losses gener-
ated over the stressed period (inclusive of credit losses and provisions estimated).
When assessing capital ratios during the pandemic period, it is important to also
consider the impact of any strategic decisions that may help to alleviate stress
on capital during this period, such as raising sub-debt, eliminating distributions

or share repurchases, and slowing balance sheet growth. For perspective, the
results released from the Federal Reserve suggested that under the V, U, and
W shaped alternative downside scenarios, the aggregate CET1 capital ratios were
9.5%, 8.1%, and 7.7%, respectively.

What Should Your Bank or Credit Union Do with the
Results?

What your bank or credit union should do with the results depends on the insti-
tution’s specific situation. For example, assume that your stress test reveals a
lower exposure to certain economically exposed sectors during the pandemic and
some countercyclical strengths such as mortgage banking/asset management/

What We’re Reading

As part of the government’s response to aid those affected by the COVID-19
pandemic, the Fed implemented the Main Street Lending Program. Barron’s
reviews the muted effects of the program so far.

Although COVID-19 has nearly suppressed all bank M&A activity, Dime
Community Bancshares and Bridge Bancorp recently announced a merger
of equals that would create a combined company with approximately $11 billion
in assets.

As the extension for Paycheck Protection Program (PPP) loan applications
was extended to August 8, approximately $130 billion of funding remains from the
$310 billion second tranche approved in April. The SBA recently released data for
all loans made through the program to date.
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PPP revenues. This helps your bank or CU maintain relatively strong and healthy
performance over the stressed period in terms of capital, asset quality, and earn-
ings performance. This performance could allow for and support a strategic/capital
plan involving the continuation of dividends and/or share repurchases, accessing
capital and/or sub-debt for growth opportunities, and proactively looking at ways to
grow market share both organically and through potential acquisitions during and
after the pandemic-induced downturn. For those banks and CUs that include M&A
in the strategic/capital plan over the next two years, improved stress testing capa-
bilities at your institution should assist with stress testing the target’s loan portfolio
during the due diligence process.

Alternatively, consider a bank that is in a relatively weaker position. In this case, the
results may provide key insight that leads to quantifying the potential capital short-
fall, if any, relative to either regulatory minimums or internal targets. After estimat-
ing the shortfall, management can develop an action plan, which could entail seek-
ing additional common equity, accessing sub-debt, selling branches or higher-risk
loan portfolios to shrink the balance sheet, or considering potential merger part-
ners. Integrating the stress test results with identifiable action plans to remediate
any capital shortfall can demonstrate that the bank’s existing capital, including any
capital enhancement actions taken, is adequate in stressed economic scenarios.

How Mercer Capital Can Help

A well-reasoned and documented stress test can provide regulators, directors, and
management the comfort of knowing that capital levels are adequate, at a mini-
mum, to withstand the pandemic and maintain the dividend. A stress test can also
support other strategies to enhance shareholder value, such as a share buyback

plan, higher dividends, a strategic acquisition, or other actions to take advantage of
the disruption caused by the pandemic. The results of the stress test should also
enhance your bank or credit union’s decision-making process and be incorporated
into strategic planning and the management of credit risk, interest rate risk, and
capital.

Having successfully completed thousands of engagements for financial institutions
over the last 35 years, Mercer Capital has the experience to solve complex financial
issues impacting community banks and credit unions during the ups and downs
of economic cycles. Mercer Capital can help scale and improve your institution’s
stress testing in a variety of ways. We can provide advice and support for assump-
tions within your bank or credit union’s pre-existing stress test. We can also develop
a unique, custom stress test that incorporates your institution’s desired level of
complexity and adequately captures the unique risks you face.

Regardless of the approach, the desired outcome is a stress test and capital plan
that can be used by managers, directors, and regulators to monitor capital adequa-
¢y, manage risk, enhance the bank’s performance, and improve strategic decisions.

For more information on Mercer Capital’s Stress Testing and Capital Planning
solutions, contact Jay Wilson at wilsonj@mercercapital.com.

Oy Wikt G

Jay D. Wilson, Jr., CFA, ASA, CBA
wilsonj@ mercercapital.com | 469.778.5860
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Mercer Capital’s Bank Group Index Overview
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Median Valuation Multiples

July 2020
Return Stratification of U.S. Banks
by Asset Size
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Median Valuation Multiples as of July 17,2020

Price / Tan-
Price/LTM Price /2020 (E)  Price / 2021 Price / Book gible Book Dividend
Month-to-Date Year-to-Date Last 12 Months EPS EPS (E) EPS Value Value Yield
Atlantic Coast Index -6.5% -39.1% -32.4% 9.0x 12.8x 11.5x 77% 80% 41%
Midwest Index -5.9% -29.8% -20.0% 9.4x 9.8x 10.0x 83% 95% 3.1%
Northeast Index -5.2% -36.4% -31.1% 9.3x 10.0x 9.6x 75% 86% 4.2%
Southeast Index -9.4% -33.5% -25.8% 10.0x 11.2x 11.0x 74% 88% 2.7%
West Index -4.8% -32.7% -26.2% 9.0x 11.4x 11.9x 81% 89% 3.0%
Community Bank Index -6.2% -34.3% -271% 9.2x 10.9x 10.8x 80% 87% 3.7%
SNL Bank Index -1.2% -35.0% -23.3%
Source: S&P Global Market Intelligence
© 2020 Mercer Capital // Data provided by S&P Global Market Intelligence 6
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Median Price/Earnings Multiples

Median Price/Tangible Book Value Multiples

July 2020
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Median Valuation Multiples for M&A Deals

Target Banks’ Assets <$5B and LTM ROE >5%, 12 months ended July 20, 2020
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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
Reglonal PUb"C in the states of five U.S. regions. Click on the map to view the reports from

Bank Peer Reports the representative region.
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