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How Are Tech-Forward Banks Performing?

In the year-to-date period, the KBW Nasdaq Bank Index has declined 22%, compared
to a decline of 20% in the S&P 500 through October 27. Tech-forward banks have
underperformed the broader banking sector, down 60% in the year-to-date period.’
This is a reversal of the trend in 2021 when tech-forward banks outperformed the
broader banking sector, logging a 70% increase compared to an increase of 35% in
the KBW Nasdaq Bank Index.

Figure 1 :: Year-To-Date Performance (Through October 27, 2022)
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Figure 2 :: 2021 Performance
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Tech-Forward Banks

The tech-forward bank landscape encompasses a variety of business models but
generally refers to banks utilizing technology or partnering with fintechs to deliver
financial products or services. Banks that partner with fintechs are often referred to
as providing “banking as a service (BaaS)” This model involves an FDIC member
bank offering bank products to fintech customers, for example, credit and debit cards
or personal loans. The bank holds the deposits associated with the accounts and
earns a fee based on a percentage of interchange income specified in an agreement
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negotiated with the fintech partner. Other models are focused on facilitating payments
or providing financial services to a specific niche, such as cryptocurrency.

While the largest banks have the resources to be at the forefront of technology
adoption, many smaller banks have partnered with fintechs in recent years. This is
due in part to the Durbin Amendment which places limits on interchange income for
banks above $10 billion in assets. In many cases, the partnerships have accelerated
growth and created new income streams for the bank partners.

However, bank partners also face unique risks. As displayed in the market
performance, tech-forward banks have been more volatile than traditional banks.
Tech-forward bank performance has been moored, to some degree, to more
volatile technology stocks, which explains the stock market outperformance in 2021
followed by a larger retrenchment in 2022. For a community bank pursuing a fintech
partnership strategy, there are multiple considerations, including the following.

Deposit Growth

Many fintech partner banks have continued growing deposits this year even
though most banks have seen deposit growth stagnate or turn negative in the
rising rate enviornment. An analysis performed by S&P Global Market Intelligence
showed that fintech partner banks with assets between $1 billion and $3 billion
experienced deposit growth of 15% (annualized) in the first half of 2022. This
compares to deposit growth of 3% for commercial banks in the same asset
size range.

The deposits generated from fintech partnerships are often noninterest bearing
accounts, which are especially valuable in the current rising rate environment.
Bank partners earn spread income from the deposits, often holding them at the
Federal Reserve due to their volatility and uncertain duration. Balances at the
Fed reprice immediately with changes to the Fed’s benchmark rate.

Noninterest Income

The largest impact on the revenue side typically shows up in noninterest income.
Fintech partner banks tend to have a higher ratio of noninterest income to total
income relative to traditional banks as they earn a share of the interchange
income. In a period of flat or declining interest rates, this diversification of
revenue can help to offset net interest margin compression.

For the tech-forward banks included in Figure 1 and 2, the median ratio
of noninterest income to operating revenue was 29% in the trailing twelve
month period.

Concentration Risk

While fintech partnerships can be a source of growth, bank partners should be
cautious about revenue or deposit concentrations. Fintechs can grow rapidly,
and, as a result, a bank partner may develop a concentration within their deposit
base or revenues. Banks must periodically renegotiate contracts with fintech
partners, and there is a risk that the fintech will find another bank partner or
demand more favorable terms. This single event could eliminate a major source
of deposits or reduce noninterest income, causing a much greater impact than
the ordinary loss of traditional bank customers.

For example, Green Dot Corporation (GDOT) provides the Walmart MoneyCard
product and offers other deposit account products at Walmart. Green Dot’s
second quarter 10-Q discloses that approximately 21% of its operating revenue
in the yearto-date period was derived from products and services sold at
Walmart locations.

Regulatory Risk

Regulators have stepped up their scrutiny of bank-fintech partnerships this year,
focusing on risk management controls. Many banks partnering with fintechs
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have less than $10 billion in assets, and banks that do not currently serve
fintechs may not have the necessary compliance infrastructure to effectively
manage potential fintech relationships. Compliance capability must be built over
a long period of time and serves as somewhat of a barrier to entry for banks
desiring to pursue this strategy.

Additionally, certain fintech partnerships may present an added element of risk
as the bank could be impacted by the regulatory and compliance practices of the
fintechs or the evolving regulatory/compliance landscape. One recent example
of this risk arose in the crypto fintech niche as the FDIC released an order to
a crypto brokerage firm demanding that it cease and desist from making false
and misleading statements about its deposit insurance status, while the FDIC

Figure 3 :: Multiples and Price Change of Tech-Forward Banks

contemporaneously issued an advisory to insured institutions regarding FDIC
deposit insurance and dealings with crypto companies.2

Valuation & Performance

Bank stocks’ underperformance in 2022 has largely been attributed to economic
uncertainty and the potential for recession brought on by the Fed’s aggressive
rate hikes. Fintech partner banks have been more volatile than the broader
banking market. The business models entail certain risks, as detailed above,
that do not pertain to traditional banks to the same degree. In addition, the
earnings from fintech partnerships are less predictable and potentially further
out in the future.

Price to: Price Change
LTM EPS 22(E) EPS 23(E) EPS TBVPS 2021 22 YTD
Axos Financial, Inc. AX 8.3x 8.9x 7.9x 147% 49% -35%
Coastal Financial Corporation CCB 18.9x 15.1x 11.5x 252% 141% -16%
Green Dot Corporation GDOT 21.0x 7.8x 7.3x 227% -35% -47%
LendingClub Corporation LC 3.9x 6.1x 6.6x 121% 129% -56%
Live Oak Bancshares, Inc. LOB 13.5x 14.2x 12.5x 171% 84% -66%
MVB Financial Corp. MVBF 36.6x 16.6x 7.4x 124% 83% -40%
Pathward Financial, Inc. CASH 9.2x © 9.4x 7.4x 299% 63% -34%
Silvergate Capital Corporation SI 14.7x 12.4x 7.9x 192% 99% -61%
SVB Financial Group SIVB 7.6x 8.5x 8.9x 119% 75% -66%
The Bancorp, Inc. TBBK 12.6x 10.9x 8.6x 219% 85% -1%
Triumph Bancorp, Inc. TBK 13.3x 16.2x 16.1x 212% 145% -58%
Median 13.3x 10.9x 7.9x 192% 84% -47%

Source: S&P Capital IQ Pro; Market data as of 10/27/22
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As seen in figure 3, the range of valuation multiples observed for tech forward
banks is wide, with forward P/Es ranging from 6.6x to 16.1x but most trade at 7x to
9x estimated 2023 earnings. It is important to note that the banks included in the
table above represent a variety of sizes, strategies and niches, so comparability
may be somewhat limited. Tangible book multiples likewise exhibit a wide range,
but in general are high relative to the broader banking sector. In valuing fintech
partner banks, investors weigh the growth potential provided by the partnership
versus the risk that earnings growth does not materialize.

Conclusion

Mercer Capital has experience valuing and advising both banks and fintechs. If you
are considering partnership opportunities or have questions regarding their valuation
implications, please contact us.

William C. Tobermann, CFA
tobermannw @ mercercapital.com | 901.322.9783

"Tech-forward banks include AX, CCB, GDOT, LC, LOB, MVBF, CASH, SI, SIVB, TBBK, and TBK. Year-to-
date performance through 10/27/22

2 https://www.arnoldporter.com/en/perspectives/advisories/2022/08/regulators-crack-down-on-fintechs

WHAT WE’RE READING

Home prices declined by 1.1% month-over-month in August, the largest
monthly decrease since 2011.

The banking-as-a-service market is expected to reach $75 billion by 2030,
representing compound annual growth of 16% from 2022.

GDP grew 2.6% in the third quarter; however, consumer spending on goods
declined.
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Mercer Capital’s Public Market Indicators October 2022

Mercer Capital’s Bank Group Index Overview Return Stratification of U.S. Banks
by Market Cap
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Total Return Regional Index Data as of October 25, 2022
Price / Price / Price / Price / Price /
Last LTM 2022 (E) 2023 (E) Book Tangible Dividend
12 Months EPS EPS EPS Value Book Value Yield
Atlantic Coast Index 3.5% -7.3% -6.8% 9.2x 9.4x 8.3x 122% 136% 2.8%
Midwest Index 3.7% -2.1% 3.2% 9.6x 9.8x 8.5x 110% 130% 3.1%
Northeast Index 4.9% -0.5% 3.6% 8.9x 9.1x 8.1x 117% 123% 3.1%
Southeast Index 4.4% 2.0% 3.6% 11.1x 10.3x 9.2x 125% 137% 2.9%
West Index 4.0% -7.6% 0.9% 9.3x 9.4x 7.7x 113% 124% 2.9%
Community Bank Index 4.1% -3.7% 0.6% 9.2x 9.4x 8.4x 116% 128% 3.0%
S&P U.S. BMI Banks 10.4% -16.2% -21.2% na na na na na na

Source: S&P Capital IQ Pro.

© 2022 Mercer Capital // Data provided by S&P Capital I1Q Pro. 5
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Median Price/Earnings Multiples Median Price/Tangible Book Value Multiples
Target Banks’ Assets <$5B and LTM ROE >5% Target Banks’ Assets <$5B and LTM ROE >5%
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Source: S&P Capital IQ Pro. Source: S&P Capital IQ Pro.
Median Core Deposit Premiums Median Valuation Multiples for M&A Deals
Target Banks’ Assets <$5B and LTM ROE >5% Target Banks’ Assets <$5B and LTM ROE >5%, 12 months ended October 26, 2022
20% -
Median Target’s Target’s
18% 4 Price/  Price/ Price / Deal Median Median
LTM Tang. Core Dep Value Assets LT™M
16% - Regions Earnings BV  Premium ($M) ($000) ROAE
£ 1% Atlantic Coast 13.8x  191% 9.3% 12 1683 857,181 9.1%
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g N
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1 West 15.1x  189% 9.8% 16 82.1 367,929 12.4%
0%
LT™
2007 | 2008 | 2009 | 2010 | 2011 | 2012|2013 | 2014 | 2015 | 2016 | 2017 | 2018 | 2019 | 2020 | 2021 i i
2022 National Community 142x  165% 78% 107 971 324,449 10.4%
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Source: S&P Capital IQ Pro. Source: S&P Capital IQ Pro.
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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.

Atlantic Coast Midwest Northeast

Southeast West

© 2022 Mercer Capital // Data provided by S&P Global Market Intelligence
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MERCER CAPITAL

Depository Institutions Services

Mercer Capital assists banks, thrifts, and credit unions with significant corporate valuation requirements,
transaction advisory services, and other strategic decisions.

MERCER
CAPITAL

BUSINESS VALUATION &
FINANCIAL ADVISORY SERVICES

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
»  Financial reporting for banks
»  Goodwill impairment

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

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

Heath A. Hamby, CFA
615.457.8723
hambyh @mercercapital.com

www.mercercapital.com

»  Litigation support
»  Stress Testing
»  Loan portfolio valuation

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

Mary Grace Arehart, CFA
901.322.9720
arehartm @ mercercapital.com

Tax compliance
Transaction advisory
Strategic planning

Jay D. Wilson, Jr., CFA, ASA, CBA
469.778.5860
wilsonj@ mercercapital.com

William C. Tobermann, CFA
901.322.9783
tobermannw @ mercercapital.com

Copyright © 2022 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.
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