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Mercer Capital’s Bank Watch

Community Bank Valuation (Part 4)

In the June 2019 BankWatch we began a multi-part series exploring the valuation
of community banks. The first segment introduced key valuation drivers: various
financial metrics, growth, and risk. The second and third editions described the
analysis of bank and bank holding company financial data with an emphasis on
gleaning insights that affect the valuation drivers. We now conclude our series by
assembling these pieces into the final product, a valuation of a specific bank.

While it would streamline the valuation process, there is no single value for a bank
that is applicable to every conceivable scenario giving rise to the need for a valu-
ation. Instead, valuation is context dependent. This edition of the series focuses
on the valuation of minority interests in banks, which do not provide the ability to
dictate control over the bank’s operations. The next edition focuses on valuation
considerations applicable to controlling interests in banks that arise in acquisition
scenarios.

Valuation Approaches

Valuation specialists identify three broad valuation approaches within which sev-
eral valuation methods exist:

The Asset Approach develops a value for a bank’s common equity based
on the difference between its assets and liabilities, both adjusted to market
value. This approach is less common in practice, given analysts’ focus on
banks' earnings capacity and market pricing data. In theory, a rigorous
application of the asset approach would require determining the value of
the bank’s intangible assets, such as its customer relationships, which
introduces considerable complexity.

The Market Approach provides indications of value by reference to
actual transactions involving securities issued by comparable institutions.
The obvious advantage of this approach is the coherence between the
goal of the valuation itself (the derivation of market value) and the data
used (market transactions). The disadvantage, though, is that perfectly
comparable market data seldom exists. While we will not cover the topic
in this article, transactions in the subject bank’s common stock, which often
occur for privately held banks due to their frequently widespread ownership
and stature in the community, may serve as another indication of value
under the market approach.
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3. The Income Approach includes several methods that convert a cash flow
stream (such as earnings or dividends) into a value. Two broad subsets
of the income approach exist — single period capitalization methods and
discounted cash flow methods. For bankers, a single period capitalization is
analogous to a net operating income capitalization in a real estate appraisal;
it requires an earnings metric and a capitalization multiple. Alternatively,
bank valuations often use projection-based methodologies that convert a
future stream of benefits into a value. The strengths and weaknesses of
a projection-based methodology derive from a commonality — it requires a
forecast of future performance. While creating such a forecast is consistent
with the forward-looking nature of investor returns, predicting the future is,
as they say, difficult.

Table 1 :: Listed Banks (November 2019)

The following discussion focuses on the valuation methodologies used most com-
monly for banks, the comparable company method and the discounted cash flow
method.

Comparable Company Method

Bank analysts are awash in data, both regarding banks’ financial performance but
also market data regarding publicly traded banks’ valuation. Table 1 presents a
breakdown by trading market of the number of listed banks in November 2019.

To narrow this surfeit of comparable company data, analysts often screen the
publicly traded bank universe based on characteristics such as the following:

»  Size, such as total assets or market capitalization

»  Profitability, such as return on assets or return on equity

Number of Banks

Trading Market NuBn;::;of Tﬁ;‘ :ﬁlﬁ:ts?p with Total Assets
< $500 Million

More Ligquid
NYSE 47 $1,402,838 (4]
NASDAQ 333 $343,154 18
NYSEAM 8 $3,509 0

Less Ligquid
OTCQax 75 $7,992 25
oTCcQB 13 $1,988 4
OTC Pink 184 $18,122 115
Total 658 $1,777,603 162

Table includes U.S. banks and thrifts with a reported market capitalization at 8/30/18

Per S&P Global Market Intelligence, Mercer Capital research

»  Location
»  Asset quality

»  Revenue mix, such as the proportion of revenue from loan sales or
asset management fees

»  Balance sheet composition, such as the proportion of loans or
dependence on wholesale funding

»  Trading market or volume

Even after applying screens similar to the preceding, it remains doubtful that
the publicly traded banks will exactly mirror the subject bank’s characteris-
tics. This is especially true when valuing smaller community banks, as a
relatively limited number of publicly traded banks exist with assets of less
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than $500 million that trade in more liquid markets. Ultimately, the ana-
lyst must determine an appropriate valuation multiple based on the sub-
ject bank’s perceived growth opportunities and risk attributes relative
to the public companies. For example, analysts can compare the sub-
ject bank’s historical and projected EPS growth rates against the public
companies’ EPS growth rates, with a materially lower growth outlook for
the subject bank suggesting a lower pricing multiple.

Part 1 of this community bank valuation series described vari-
ous valuation metrics applicable to banks, most prominently earn-
ings and tangible book value. It is important to reiterate that while
bankers and analysts often reference price/tangible book value
multiples, the earning power of the institution drives its value.
Chart 1 illustrates this point, showing that price/tangible book value
multiples rise along with the core return on tangible common equity.
This chart includes banks traded on the NASDAQ, NYSE, or NYSEAM
with assets between $1 and $10 billion.

Since banking is a more mature industry, bank price/earnings multi-
ples tend to vary within a relatively tight range. Chart 2 on the follow-
ing page provides some perspective on historical price/earnings and
price/tangible book value multiples, which includes banks traded on the
NASDAQ, NYSE, or NYSEAM with assets between $1 and $10 billion
and a return on core tangible common equity between 5% and 15%.
Trading multiples in the first several years of the analysis may be dis-
torted by recessionary conditions, while the multiples reported for 2016
and 2017 were exaggerated by optimism regarding the potential, at that
time, for tax and regulatory reform. The diminished multiples at year-
end 2018 and September 30, 2019 reflect a challenging interest rate
environment, marked by a flat to inverted yield curve, and the possibility
for rising credit losses in a cooling economy.

Chart 1 :: ROE vs. Price/Tangible Book Value
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Discounted Cash Flow Method

The discounted cash flow (DCF) method relies upon three primary inputs:

» A projection of cash flows distributable to investors over a finite time period

» A terminal, or residual, value representing the value of all cash flows occurring after
the end of the finite forecast period

»  Adiscount rate to convert the discrete cash flows and terminal value to present value
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First, a few suggestions regarding projections:

»  For a financial institution, projecting an income statement without a balance
sheet usually is inadvisable, as this obscures important linkages between
the two financial statements. For example, the bank’s projected net interest
income growth may require a level of loan growth not permitted by the bank’s
capital resources.

» Including a roll-forward of the loan loss reserve illustrates key asset quality
metrics, such as the ratios of loan charge-offs to loans and loan loss
reserves to loans. The level of charge-offs should be assessed against the
bank’s historical performance and the economic outlook.

Chart 2 :: Price/Earnings and Price/Book Value Multiples

Publicly Traded Banks with Assets of $1 Billion - $10 Billion & Return on Tangible Equity between 5-15%

»  Key financial metrics, both for the balance sheet and income statement,
should be assessed against the bank’s historical performance and peer
banks.

»  While projections can be prepared on a consolidated basis, we prefer
developing separate projections for the bank and its holding company.
This makes explicit the relationships between the two entities, such as the
holding company’s reliance on the bank for cash flow. For leveraged holding
companies, a sources and uses of funds schedule is useful.

In preparing a DCF analysis for a bank, the most meaningful cash flow measure
is distributable tangible equity. The analyst sets a threshold ratio of tangible
common equity/tangible assets or another regulatory capital ratio based on
management’s expectations, regulatory requirements, and/or peer and publicly
traded comparable company levels. Equity generated by the bank above this

target level is assumed to be distributed to the

holding company. After determining the holding

company’s expenses and debt service require-
ments, the remaining amount represents share-

25.00 3.00 holder cash flow, which then is captured in the
) ° DCF valuation analysis.
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What We’re Reading

First Horizon (Memphis, TN) and IBERIABANK (Lafayette, LA) announced a
merger of equals valued at approximately $3.9 billion. The merger is the second
largest announced this year behind the BB&T/SunTrust deal. The impetus for the
merger hinged on a push for greater scale as well as increased investments in
technology. On the topic of Bank M&A, Bank Director released their 2020 Bank
M&A Survey. (subscription required)

Data from S&P Global Market Intelligence points towards an inflection point
in deposit costs. The cost of interest-bearing transaction accounts declined
in the 3rd quarter, the first quarterly decline in more than four years as the Fed
has reversed course on rate hikes over the second half of 2019. (subscription
required)

The Wall Street Journal reviewed the global boom in financial technology
(FinTech) startups. FinTech startups raised $24.6 billion in venture capital over
the first three quarters of 2019 as new and existing companies seek to take
advantage of the wealth of capital available.

of their funding comes from deposits, and the cost of deposits does not rise along
with the entity’s risk of financial distress (because of FDIC insurance). Therefore,
a significant theoretical underpinning for using a WACC - that the cost of debt
increases along with the entity’s risk of default — is undermined for a bank.
Analytical consistency is created in a DCF analysis by matching a cash flow to
equity investors (i.e., dividends) with a cost of equity.

A bank’s cost of equity can be estimated based on the historical excess returns
generated by equity investments over Treasury rates, as adjusted by a “beta” metric
that captures the volatility of bank stocks relative to the broader market. Analysts
may also consider entity-specific risk factors — such as a concentration in a limited
geographic market, elevated credit quality concerns, and the like — that serve to
distinguish the risk faced by investors in the subject institution relative to the norm
for publicly traded banks from which cost of equity data is derived.

The terminal value is a function of a financial metric at the end of the forecast
period, such as net income or tangible book value, and an appropriate valuation
multiple. Two techniques exist to determine a terminal value multiple. First, the
Gordon Growth Model develops an earnings multiple using (a) the discount rate
and (b) a long-term, sustainable growth rate. Second, as illustrated in Chart 2 on
the previous page, bank pricing multiples tend to vary within a relatively tight range,
and an historical average trading multiple can inform the terminal value multiple
selection.

Correlating the Analysis

In most analyses, the values derived using the market and income approaches will
differ. Given a range, an analyst must consider the strengths and weaknesses of
each indicated value to arrive at a final concluded value. For example, earnings-
based indications of value derived using the market approach may be more relevant
in “normal” times, as the values are consistent with investors’ orientation towards
earnings as the ultimate source of returns (either dividends or capital appreciation).
However, in more distressed times when earnings are depressed, indications of
value using book value assume more relevance. If a bank has completed a recent
acquisition or is in the midst of a strategic overhaul, then the discounted cash flow
method may deserve greater emphasis. We prefer to assign quantitative weights
to each indication of value, which provide transparency into the process by which
value is determined.
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Relative Value Analysis

The analysis is not complete, however, when a correlated value is obtained. It is
crucial to compare the valuation multiples implied by the concluded value, such as
the effective price/earnings and price/tangible book value multiples, against those
reported by publicly traded banks. Any divergences should be explainable. For
example, if the bank operates in a market with constrained growth prospects, then a
lower than average price/earnings multiple may be appropriate. A higher return on
equity for a subject bank, relative to the comparable companies, often results in a
higher price/tangible book value multiple. As another reference point, the effective
pricing multiples may be benchmarked against bank merger and acquisition pricing
to ensure that an appropriate relationship exists between the subject minority inter-
est value and a possible merger value.

Conclusion

There are many valuation issues that remain untouched by this article in the inter-
est of brevity, such as the valuation treatment of S corporations and the discount for
lack of marketability applicable to minority interests in banks with no active trading
market. Instead, this article addresses issues commonly faced in valuing minority
interests in any community bank. A well-reasoned valuation of a community bank
requires understanding the valuation conventions applicable to banks, such as pric-
ing multiples commonly employed or the appropriate source of cash flow in a DCF
analysis, but within a risk and growth framework that underlies the valuation of all
equity instruments. Relating these valuation parameters to a comprehensive analy-
sis of a bank’s financial performance, risk factors, and strategic outlook results in
a rigorous and convincing determination of value. In the next edition, we will move
beyond the valuation of minority interests in banks, focusing on specific valuation
nuances that arise when engaging in a valuation for merger purposes.

Padre & G

Andrew K. Gibbs, CFA, CPA/ABV
901.322.9726 | gibbsa @ 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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Atlantic Coast Index 1.4% 16.5% 6.4% 13.2x 13.7x 13.1x 123% 139% 2.3%
Midwest Index 3.5% 15.4% 4.3% 12.3x 11.9x 11.5x 125% 145% 2.3%
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SNL Bank Index 4.3% 23.6% 8.8%
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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%
30 - 350% -
25 | 300% -
250%
g 2 g
s z
& § § 200% -
% € 15 o
S8 E
< 2 150% -
3 S
T 10 =
2 100% -
5 4
50% -
0 1 LTM 0% 7
2006 | 2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015 | 2016 | 2017 | 2018 | /g 2006 | 2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015 | 2016 | 2017 | 2018 ZL(L":';
mUS. | 220 221|199 (193|217 [ 219 [ 170 [ 165 [ 175 [ 188 | 181 | 195 | 22.4 | 16.1 wU.S. |243% | 228% | 196% | 145% | 141% | 132% | 130% | 134% | 155% | 148% | 143% | 170% | 178% | 167%
Median Core Deposit Multiples Median Valuation Multiples for M&A Deals
Target Banks’ Assets <$5B and LTM ROE >5% Target Banks’ Assets <$5B and LTM ROE >5%, 12 months ended October 2019
25% - Median Target’s Target’s
Price/  Price/ Price / b Deal Median Median
LTM Tang. Core Dep Value Assets LT™M
0% Regions Earnings BV  Premium ($M) ($000) ROAE
g Atlantic Coast 171x  168% 9.6% 21 88.7 455,303 10.1%
:
3 15%
e Midwest 15.2x  169% 9.3% 85 64.6 188,166 9.9%
2
[
@ 10% Northeast 18.3x  172% 9.2% 1 100.9 576,601 9.8%
Q
[&]
Southeast 15.0x  153% 8.6% 39 43.0 248,139 9.9%
5% -
I West 16.1x  183% 11.1% 18 68.9 293,846 11.0%
0% 1 . .
2006 | 2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015 | 2016 | 2017 | 2018 2Lg1'\’9' g:::;m iy 16.1x 167% 9.0% 174 67.5 252,538 9.9%
[wU.S.[20.0% [ 18.4%[12.0% | 6.9% | 63% | 54% | 4.3% | 55% | 75% | 75% | 61% | 10.0%| 96% | 90%

Source: S&P Global Market Intelligence

© 2019 Mercer Capital // Data provided by S&P Global Market Intelligence 8


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

Mercer Capital’s Bank Watch November 2019

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
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Bank Peer Reports the representative region.

Atlantic Coast Midwest Northeast

Southeast West

© 2019 Mercer Capital // Data provided by S&P Global Market Intelligence


http://mercercapital.com/insights/rbprs/rbpr-w/
http://mercercapital.com/insights/rbprs/rbpr-se/
http://mercercapital.com/insights/rbprs/rbpr-ne/
http://mercercapital.com/insights/rbprs/rbpr-mw/
http://mercercapital.com/insights/rbprs/rbpr-ac/
http://www.mercercapital.com
http://mercercapital.com/insights/rbprs/rbpr-ac/
http://mercercapital.com/insights/rbprs/rbpr-mw/
http://mercercapital.com/insights/rbprs/rbpr-ne/
http://mercercapital.com/insights/rbprs/rbpr-se/
http://mercercapital.com/insights/rbprs/rbpr-w/
http://mercercapital.com/insights/newsletters/bank-watch/

MERCER
CAPITAL

BUSINESS VALUATION &
FINANCIAL ADVISORY SERVICES

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 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 »  Tax compliance
»  Financial reporting for banks »  Stress Testing »  Transaction advisory
»  Goodwill impairment »  Loan portfolio valuation »  Strategic planning

Depository Institutions Team

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

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

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

Madeleine G. Davis
901.322.9715
davism @ mercercapital.com

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

Mary Grace Arehart, CFA
901.322.9720
arehartm@mercercapital.com

Brian F. Adams
901.322.9706
adamsb @ mercercapital.com

www.mercercapital.com

Copyright © 2019 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://mercercapital.com/services/depository-institutions/
http://www.mercercapital.com
https://mercercapital.com/professional/jeff-davis/
mailto:jeffdavis%40mercercapital.com?subject=
https://mercercapital.com/professional/andy-gibbs/
mailto:gibbsa%40mercercapital.com?subject=
https://mercercapital.com/professional/jay-wilson/
mailto:wilsonj%40mercercapital.com?subject=
https://mercercapital.com/professional/eden-stanton/
mailto:stantone%40mercercapital.com%0A?subject=
https://mercercapital.com/professional/mary-grace-arehart/
mailto:arehartm%40mercercapital.com?subject=
https://mercercapital.com/professional/madeleine-davis/
mailto:davism%40mercercapital.com?subject=
https://mercercapital.com/professional/brian-adams/
mailto:adamsb%40mercercapital.com%0A?subject=
http://www.mercercapital.com

Mercer Capital

www.mercercapital.com




	Community Bank Valuation (Part 4)
	Public Market Indicators
	M&A Market Indicators
	Regional Public 
Bank Peer Reports
	About Mercer Capital

