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2020 Mid-Year Core Deposit Intangibles Update

In our last update regarding core deposit trends published in October 2019, we described a
decreasing trend in core deposit intangible asset values in light of falling interest rates. As a
result, the interest-rate environment was not positive for core deposit valuations before COVID.
Less than six months later, the World Health Organization declared the coronavirus outbreak a
pandemic, and the world changed drastically. In response, the Fed cut rates to effectively zero,
and the yield on the benchmark 10-year Treasury reached a record low. While many factors

Figure 1 :: U.S.Treasury Yield Curve
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are pertinent to analyzing a deposit base, a significant driver of value is
market interest rates. In a world of cut-rate alternative wholesale fund-
ing, core deposits have lost some of their luster.

M&A Activity

As shown in Figure 2 on the following page, only ten whole-bank transac-
tions were announced in the second quarter of 2020, representing the
fewest deals announced during a quarter over the time period analyzed.
For comparison, the first quarter of 2009 posted the second lowest figure
with 19 announced deals. It seems unlikely that deal activity will fully re-
cover in the near future. There are several issues hindering deal activity:

»  Credit quality. Until there is more certainty surrounding credit
quality, it will be difficult to analyze a target’s loan portfolio.
According to S&P Global Market Intelligence, deferrals peaked
at an average of approximately 14% of community banks’ overall
loan portfolios. On one hand, borrower payments have continued
for most loans, even for some borrowers who were granted
pandemic-related deferrals. However, the Paycheck Protection
Program (“PPP”) has expired and supplemental unemployment
benefits are ending while unemployment remains high.
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Due diligence constraints. It remains functionally difficult to
complete due diligence in an environment where travel may be
unsafe, if not entirely prohibited.

General uncertainty. It is unclear what the fall will bring — both
from a pandemic perspective and from a policy perspective as it
pertains to November elections. The future is very cloudy on what
type of recovery to expect.

Low demand for core deposits. Alternative cost of funding is
low and banks are generally flush with liquidity at the moment.
According to S&P Global Market Intelligence, the average loan to
deposit ratio has fallen to a 29-year low, and the Federal Reserve’s
H.8 indicates that deposit balances increased over 21% in the past
four quarters. The bulk of the increase is attributable to transaction
accounts rather than higher-cost time deposits. Consumer
depositors are nervous about the next few months and are hesitant
to tie up funds, and commercial depositors are hesitant to invest in
new projects given the economic uncertainty.

On the other hand, there are a couple of factors that might cause some

banks to resume M&A discussions more quickly.

Margin compression. Net interest margin continues to compress
nationwide, a trend that is expected to continue for the foreseeable
future. Loan rates are dropping faster than deposit rates and
pandemic-related charge-offs will begin to materialize soon. Deals
can offer operational efficiencies that many banks will need.
It could be difficult for some banks to produce acceptable
shareholder returns if margins fall as much as many expect.

Figure 2 :: Bank Deals Announced by Quarter
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»  Potential reversal of deposit influx. Many PPP recipients seem to
be saving their funds in deposit accounts as a hedge against economic
uncertainty. As these funds are deployed for payroll or other expenses,
the savings trend could reverse. It is possible that banks will be hesitant to
reduce deposit rates further due to fear of deposit outflows or in anticipation
of better loan demand as the economy recovers.

Trends in CDI Values

Using data compiled by S&P Global Market Intelligence, we analyzed trends in
core deposit intangible (CDI) assets recorded in whole bank acquisitions completed
from 2000 through June 30, 2020. CDI values represent the value of the deposi-
tory customer relationships obtained in a bank acquisition. CDI values are driven
by many factors, including the “stickiness” of a customer base, the types of deposit
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Figure 3 :: CDI as % of Acquired Core Deposits
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accounts assumed, and the cost of the acquired deposit base compared to alternative sourc-
es of funding. For our analysis of industry trends in CDI values, we relied on S&P Global
Market Intelligence’s definition of core deposits.” In analyzing core deposit intangible assets
for individual acquisitions, however, a more detailed analysis of the deposit base would con-
sider the relative stability of various account types. In general, CDI assets derive most of
their value from lower-cost demand deposit accounts, while often significantly less (if not zero)
value is ascribed to more rate-sensitive time deposits and public funds, or to non-retail funding
sources such as listing service or brokered deposits which are excluded from core deposits
when determining the value of a CDI.

Figure 3 summarizes the trend in CDI values since the start of the 2008 recession, compared
with rates on 5-year FHLB advances. Over the post-recession period, CDI values have largely

followed the general trend in interest rates—as alternative funding be-
came more costly in 2017 and 2018, CDI values generally ticked up as
well, relative to post-recession average levels. Throughout 2019, CDI
values exhibited a declining trend in light of yield curve inversion and Fed
cuts to the target federal funds rate during the back half of 2019. This
trend was exacerbated in March 2020 when rates were effectively cut to
zero.

The average CDI value declined 110 basis points from June 2019 to June
2020 while the five-year FHLB advance declined 157 basis points over
the same period. The decline in CDI values has been somewhat slower
than the drop in benchmark interest rates, in part, because deposit costs
typically lag broader movements in market interest rates. For example,
the average money market deposit rate and the average one-year CD
rate declined 14 basis points and 43 basis points, respectively, over the
same one-year period. In general, banks were slow to raise deposit rates
in the period of contractionary monetary policy through 2018 and, as a
result, rates remain below benchmark levels leaving banks less room
to reduce rates further. For CDs, the lagging trend is even more pro-
nounced. Now that rates are on the decline, banks have been stuck with
CDs that cannot be repriced until their maturities even as benchmark
rates fall. While time deposits typically are not considered “core deposits”
in an acquisition and thus would not directly influence CDI values, they
do significantly influence a bank’s overall cost of funds.

Average CDI values have fallen for the past six consecutive quarters.
Since early 2008 CDI values have averaged 1.45% of deposits, mean-
ingfully lower than long-term historical levels which averaged closer to
2.5-3.0% in the early 2000s.

'S&P Global Market Intelligence defines core deposits as, “Deposits, less time deposit accounts with balances over $100,000 and foreign deposits if available or deposits, less all deposit accounts with balances over $100,000 and foreign deposits.”


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

Mercer Capital’s Bank Watch August 2020

Trends in Deposit Premiums Relative to CDI
Figure 4 :: Average Core Deposit Premiums Paid
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base, such as the quality of the acquired loan portfolio, unique synergy op-
portunities anticipated by the acquirer, etc. Additional factors may influence
the purchase price to an extent that the calculated deposit premium doesn’t Figure 5 :: CDI Recorded vs. Core Deposit Premiums Paid
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Figure 6 :: Selected Amortization Term (Years)
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Figure 7 :: Selected Amortization Method
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Sum-of-years Digits

August 2020

Deposit premiums paid in branch transactions have generally been less volatile
than tangible book value premiums paid in whole bank acquisitions. Branch trans-
action deposit premiums averaged in the 4.5%-7.5% range during 2019, up from
the 2.0-4.0% range observed in the financial crisis. Only five branch transactions
were completed in the first half of 2020, but the range of their implied premiums is
in line with 2019 levels. There have been several branch transactions announced
since the onset of the pandemic; however, pricing information is not available for
any of those transactions.

Accounting For CDI Assets

Based on the data for acquisitions for which core deposit intangible detail was
reported, a majority of banks selected a ten-year amortization term for the CDI val-
ues booked. Less than 10% of transactions for which data was available selected
amortization terms longer than ten years. Amortization methods were somewhat
more varied, but an accelerated amortization method was selected in approximate-
ly half of these transactions.

For more information about Mercer Capital’s core deposit valuation services, please

Gl JD . Staitor

Eden G. Stanton, CFA, ASA
stantone @ mercercapital.com | 901.270.7250

contact us.
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What We’re Reading

Stock prices for the largest U.S. homebuilders have outpaced the broader market in 2020 as home sales have benefited from the lower interest rate environment.
(subscription required)

Loan growth for community banks was higher than large banks due to PPP loans in the second quarter and PPP loan fees were a significant contributor to second
quarter GDP numbers. (subscription required)

Urban commercial real estate has been one of the hardest-hit sectors during the COVID-19 pandemic. Office real estate and hotels in particular are reeling from the
current effects.

© 2020 Mercer Capital / www.mercercapital.com 6


http://www.mercercapital.com
http://mercercapital.com/insights/newsletters/bank-watch/
http://Stock prices for the largest U.S. homebuilders
https://platform.marketintelligence.spglobal.com/web/client?auth=inherit&overridecdc=1&#security/login?target=news/article?id=60019758&KeyProductLinkType=14&utm_campaign=Top_News_2&utm_medium=Top_News&utm_source=News_Home
https://www.barrons.com/articles/bank-fees-on-ppp-lending-boosted-the-economy-in-the-second-quarter-here-are-3-statistical-quirks-from-the-worst-ever-gdp-reading-51596150056
https://www.wsj.com/articles/office-markets-under-pressure-as-coronavirus-squeezes-cities-11596542403
https://www.wsj.com/articles/hotels-hurry-to-raise-cash-as-federal-aid-could-end-11595939400

Mercer Capital’s Public Market Indicators

Mercer Capital’s Bank Group Index Overview
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Median Valuation Multiples

August 2020

Return Stratification of U.S. Banks
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Median Total Return

Median Valuation Multiples as of August 21, 2020

Month-to- ~ Quarter- Last 12 Price/LTM Price / 2020 (E)  Price / 2021 Price / Book Zrilgfa/;l;; Dividend

Date to-Date Months EPS EPS (E) EPS Value Value Yield

Atlantic Coast Index 1.9% -7.4% -39.7% -31.5% 8.8x 10.6x 11.5x 74% 80% 4.1%

Midwest Index 3.8% -3.2% -27.8% -15.5% 9.1x 9.3x 10.5x 80% 92% 3.3%

Northeast Index 3.5% -3.9% -35.9% -27.0% 9.8x 10.0x 10.0x 74% 84% 4.0%

Southeast Index 2.5% -9.1% -33.3% -24.8% 10.6x 11.1x 10.5x 72% 83% 2.6%

West Index 2.3% -5.2% -32.9% -24.9% 8.5x 9.6x 10.5x 82% 90% 3.3%

Community Bank Index 2.9% -5.4% -33.8% -24.5% 9.3x 10.0x 10.6x 77% 86% 3.6%
SNL Bank Index 0.1% 0.5% -33.8% -17.7%

Source: S&P Global Market Intelligence
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Median Price/Earnings Multiples Median Price/Tangible Book Value Multiples
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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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MERCER CAPITAL

Depository Institutions Services

MERCER
CAPITAL

BUSINESS VALUATION &
FINANCIAL ADVISORY SERVICES

Mercer Capital assists banks, thrifts, and credit unions with significant corporate valuation requirements,

transaction 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.

»  Bank valuation »  Litigation support
»  Financial reporting for banks »  Stress Testing
»  Goodwill impairment »  Loan portfolio valuation

Depository Institutions Team

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

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

Eden G. Stanton, CFA, ASA
901.270.7250
stantone @ mercercapital.com

Mary Grace Arehart, CFA
901.322.9720
arehartm@mercercapital.com

www.mercercapital.com

»  Tax compliance
»  Transaction advisory
»  Strategic planning

Jay D. Wilson, Jr., CFA, ASA, CBA

) 469.778.5860

wilsonj@mercercapital.com

Brian F. Adams
901.322.9706
adamsb @ mercercapital.com
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