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Mercer Capital’s Bank Watch

A Reshaping Landscape

March 2020 probably will prove to be among the most dramatic months for financial
markets in US history. Likewise, the fallout for banks may take a year or so to fully
appreciate. Nonetheless, in this issue of BankWatch we offer our initial thoughts
as it relates to the industry.

U.S. equity markets have entered a bear market, the definition of which is a drop of
at least 20%. As of March 27, 2020, the S&P 500 had declined 21% year-to-date
and the Russell 2000 was down 32%. Not surprisingly banks have fared worse
with the SNL Large Cap Bank Index falling 39% given the implications for credit
because of the government’s mandated shutdown of broad swaths of the economy
due to COVID-19.

Bear markets vary in length and depend upon the severity of the economic down-
turn, the value of assets before the downturn started, and policy responses among
other factors. The 2001 recession, which was shallow, started in March and ended
in November according to government statisticians; however, the bear market for
equities as measured by the S&P 500 was brutal (-49%) that ran from March 2000
to November 2002. Banks trended modestly higher during 2000-2002 because
they entered the downturn cheap to their late 1990s valuations and because real
estate values did not fall.

The Great Financial Crisis (“GFC1”) that ran from August 2007, when the Bear
Stearns hedge funds failed, through year-end 2009 entailed a bear market that saw
a 57% reduction in the S&P 500 between October 2007 and the bottom on March
9, 2009. Economists tell us the recession occurred from year-end 2007 through

June 30, 2009. Unlike 2000-2002, banks were a disaster for investors because
credit losses were high, and many had to raise equity at low prices to survive.

We do not know how much further bank stocks may fall if at all from late March in
what we are taking liberty to define as GFC2. Figure 1 provides perspective on
how banks—here defined as SNL's Small Cap US Bank Index—performed in the
two-year period ended March 9, 2009, and March 27, 2020. During GFC1 the bank
index fell almost 70% to when the bear market ended. (March 9 was near the date
when FASB eased mark-to-market rules and the Obama Administration signaled it
would not nationalize the banks.)

Figure 1 : SNL US Small Cap Bank Index Total Return

50

40 —
505 trading days (2 years)
30 ended 3/9/09 and 3/27/20 —
20 —
10
m
00 W™
o W\Wmmw \
80 +— — MmN MW — 8
T e — e —MA
60 AN-J_‘\
W LAY
50 ""V\
40 v-\
30
20
10
0 —t Tttt T—+T+T+T—+ T+ttt T+ttt T+ T+t T+ T+ T+ T+
CTE RSO RAEIR ARSI RTRARRBSII NI RIEIRNERS
HEH EH A A E N ANANANNANANOOOONONON S T T T

Source: S&P Global Market Intelligence

—SCB Index Total Return 3/07 - 3/09 —SCB Index Total Return 3/18 - 3/20


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

Mercer Capital’s Bank Watch

By contrast the bank index traded sideways between March 2018 and early 2020
before plummeting about 40% at the lowest point in March as investors rushed for
the exits as economic activity crashed. Massive intervention in the markets by the
Fed has arrested the decline in financial assets for now, but in doing so the impor-
tant market function of price discovery and therefore capital allocation has been
distorted.

Relative to history banks are cheap, but that does not mean they cannot get cheap-
er. Alternatively, valuation multiples may rise because EPS and TBVPS fall more
than share prices fall or even trade sideways or higher from here. Presumably
GFC2 will be like GFC1 and most bear markets in which prices fall in anticipation
of earnings that will decline later as the market discounts fundamentals that are
expected to prevail 6-18 months in the future.

Figure 2 : SNL US Small Cap Bank Index P/TBV

270 -

250

505 trading days (2 -
years) ended 3/9/09
and 3/27/20

230

210

190

170

150

130

110

20

70

50 -t
SN mN oW
- NS DN ®

T
=2}
(5]

113
127
141
155
169
183 |
197
211
225
239 |
253
267
281 -
295
309
323 7
337
351
365
379
393
407
421 -
435
449
463 |
477
491
505

Source: &P Global Market Intelligence

—SCB Index P/TBV 3/07-3/09 —SCB Index P/TBV 3/18-3/20

As of late March, bank stocks were cheap to long-term average multiples with small
cap banks trading for 9.4x trailing 12-month earnings and 105% of TBV compared
to 7.9x and 122% for the large cap bank index. Dividend yields around 4% are en-
ticing, too, but the downturn could be sufficiently severe to force widescale dividend
cuts. We do not know and will not know until the future arrives.

Interestingly, small cap banks as of March 27 were trading below the March 9,
2009, bottom at 105% of TBV vs. 118% nine years ago.

Perhaps one of the more depressing expectations for banks is not that credit losses
will increase but the Fed promise that short-term rates will remain anchored near
zero for the foreseeable future. As shown in Figure 3, the market expects 30/90 day
LIBOR to fall from current distressed levels in excess of 1.0% to around 0.3% within
a few months and remain anchored there for a couple of years.

Figure 3 : 30/90 Day LIBOR Forward Curve @ 3/27/20
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Those who follow the forward curves know that forward rate expectations can
change quickly. Nonetheless, the market today expects LIBOR benchmark rates
(and SOFR) to fall toward the Fed Funds target range.

Our expectation is that NIMs may fall below the last cycle low of ~3.5% recorded
in 1THO9 because asset yields are much lower today than in 2008 when the GFC1
was gathering steam. Likewise, deposit rates can be cut somewhat but they, too,
are much lower now than was the case in 2008. By way of comparison the NIM for
banks with $1 billion to $10 billion of assets in 4Q06 was 3.74% according to the
FDIC. By 1H09 the NIM for the group had declined to less than 3.4%. As of 4Q19
the NIM was 3.67%.

We do not know how high credit costs will go. According to the FDIC, losses ap-
proximated 2% of loans in 2009 for banks with $1 billion to $10 billion of assets
and 3% for banks with $10 billion to $250 billion of assets. Losses were especially
high in C&D portfolios because residential mortgage was the epicenter of the last
downturn.

This time more asset classes look to be at risk because a deflationary shock has
been unleashed on the global economy.

The hardest hit sectors within most bank loan portfolios will be hotels and restau-
rants as part of the travel and leisure industry that has been impacted the most by
COVID-19. Among a subset of banks in the Southwest, Dakotas and Appalachia
potentially will be sizable losses in energy-related credits as oil and gas are at the
epicenter of this deflationary shock. Retail CRE will see more problem assets, too,
as the shutdown accelerates the shift to digital commerce.

An unknown element is how shifts in consumer and business behaviors may impact
credit losses. One surprise from the last recession was the move by consumers
to pay auto and credit card loans while defaulting on mortgages in order to com-
mute to work and maintain access to revolving credit. Previously consumers would

What We’re Reading

During the week of March 18, commercial and industrial loans increased
7.4% ($176.2 billion) which is the biggest week-overweek increase in 45 years
as the President declared a national emergency on March 13 due the coronavirus
pandemic. Additionally, deposits increased 2.3% over the same week as the Fed
has increased its balance sheet, the largest weekly increase since September
2008.

Matt Klein at Barron’s reviews the Fed’s recent measures to combat the effects
of the current global crisis.

The Wall Street Journal reviews how community banks are dealing with the
coronavirus fallout.

default on other borrowings to save the home. The behavior was an admission by
many consumers that they overpaid for houses and were willing to return to renting.

In this downturn maybe consumers will let auto loans go because the average auto
loan is much larger and has a longer duration than a decade ago, and ride sharing
lessens the need for a car. Businesses may decide that much less office space is
needed as employees become more adept at working remotely.

In short, it is easy to construct a scenario in which credit losses are higher than
those experienced during 2008-2010, but it is too early to know for certain. One
interesting market data point arguing perhaps not is high yield bonds. The option-
adjusted spread (“OAS”) on the ICE BofA High Yield Index peaked on March 23 at
1087bps versus 1988bps in November 2008.
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Figure 4 : Non-Current Loans + ORE / Assets (%) 4Q06-4Q19
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If credit losses are notably higher than what was experienced in 2008 then an in-
formal form of regulatory forbearance may be allowed in which losses are slowly
recognized to protect capital. Past precedence includes the Lesser Developed
Country (“LDC”) crisis of the early and mid-1980s in which money center banks
took 5-6 years to write-off large exposures to LDCs as a result of a collapse in oil
and commodity prices.

As shown in Figure 5, US banks are much better capitalized today than at year-end
2006 immediately before GFC1 began. lIronically, the severely adverse scenario
in the DFAST-mandated stress tests will be tested given the magnitude of the eco-
nomic shut-down. All 18 large-cap banks that were subjected to the Fed’s 2019 test
passed with leverage ratios bottoming over an eight-quarter period in the vicinity of
6-7%. Results can be found at the following link https://mer.cr/2dswW1d.

A secondary issue is the outlook for common and preferred dividends. We expect
first quarter and perhaps second quarter dividends to be paid; however, beginning
in the third quarter dividend reductions and omissions are possible if not prob-
able once a better estimate of losses is developed. Aside from written agreements
with regulators that preclude payments we assume sub debt coupon payments will
continue to be made because a missed coupon payment is an event of default un-
like trust preferred securities that provided issuers 20 quarters to miss a payment
without tripping a default.

Figure 5 : Leverage Ratio (%) 4Q06-4Q19
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Number of Announced Transactions
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M&A—Down but Eventual Upturn

Finally, M&A will become more imperative among commercial banks as NIMs

go much lower.

Executives of Truist Financial Corporation likely are relieved

that the respective boards of directors of SunTrust and BB&T had the courage

to combine to extract significant cost savings on what will be a lower run-rate of

revenues than originally envisioned.

As for investors and M&A participants, the challenge as always will be first to

think about earning power rather than next year’s estimate and what is a reason-

able valuation in terms of earning power. That, of course, is easier said than
done when markets are rapidly repricing for a new order.

Figure 6 : National US Bank & Thrift M&A Activity
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% of Banks as of January 1 Acquired Each Year

Analysis Priced as of: 3/27/20

Small Cap Bank
Mid Cap Bank
Large Cap Bank
S&P 500
Russell 2000

Small Cap Bank
Mid Cap Bank
Large Cap Bank
S&P 500
Russell 2000

Small Cap Bank
Mid Cap Bank
Large Cap Bank

Small Cap Bank
Mid Cap Bank
Large Cap Bank

Small Cap Bank
Mid Cap Bank
Large Cap Bank

March 2020

CAGR Price Performance (x-Dividends)

3/27/20 YTD
452 -37.0%
245 -41.1%
257  -39.2%
2541 -21.3%
132 -32.2%

3 Year

-10.4%

-15.3%
-7.6%
2.8%
-5.9%

5 Year 10 Year
0.6% 4.4%
-4.3% 0.6%
-0.2% 3.0%
4.3% 8.1%
-1.8% 5.2%

15Year 20 Year
-1.0% 3.6%
-5.5% -0.6%
-1.5% -0.7%
5.3% 2.6%
4.1% 3.5%

CAGR Total Return (Price Change + Reinvested Dividends)

3/27/20 YTD
‘ 452  -36.6%
‘ 245  -40.7%
‘ 257  -38.8%
‘ 2541 -21.0%
‘ 1132 -31.9%

3 Year
-8.9%

-13.3%
-5.5%
4.8%
-4.6%

5Year 10 Year
2.4% 6.4%
-2.1% 2.8%
2.0% 4.9%
6.4% 10.4%
-0.4% 6.7%

15Year 20 Year
1.2% 6.0%
-3.2% 1.9%
0.8% 1.9%
7.5% 4.6%

5.6% 4.9%

Median Price / Earnings (Trailing 4 Quarters)

3/27/20 12/31/19
9.4x 14.8x
8.5x 13.8x
7.9x 12.9x

3/27/20  12/31/19
105% 162%
119% 194%
122% 196%

3/27/20 12/31/19
3.5% 1.8%
‘ 4.4% 2.6%

‘ 4.4% 2.7%

3 Year
19.2x
17.9x
14.3x

3 Year
189%
211%
182%

5 Year 10 Year
17.6x 16.5x
17.8x 17.4x
13.4x 13.6x

Median Price / Tangible Book Value

5 Year 10 Year
167% 162%
200% 192%
175% 166%

Median Dividend Yield

3 Year

1.7%
2.1%
2.5%

5 Year 10 Year
1.8% 1.9%
2.1% 2.0%
2.2% 1.9%

15Year 20 Year
16.6x 16.4x
16.8x 16.6x
13.6x 14.6x

15Year 20 Year
166% 193%
196% 217%
176% 198%

2.0% 2.1%

2.1% 2.3%

2.0% 2.4%

Source: S&P Global Market Intelligence (medians based upon daily pricing over observed period)
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Mercer Capital’s Bank Group Index Overview
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Median Valuation Multiples

March 2020
Return Stratification of U.S. Banks
by Asset Size
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0% Asset Asset
$;§%? $5%soeMs_ Assets $1 - Assets $5 - Assets >
$500M $1B $5B $10B $10B
¥ Month-to-Date -21.36% -28.28% -24.50% -21.70% -24.49%
¥ Quarter-to-Date -26.90% -33.63% -35.70% -34.84% -38.68%
u Year-to-Date -26.90% -33.63% -35.70% -34.84% -38.68%
OLast 12 Months -21.37% -20.31% -25.65% -24.42% -23.18%

Source: S&P Global Market Intelligence

Median Total Return

Median Valuation Multiples as of March 30, 2020

Price / Tan-
Quarter-to- Last 12 Price/LTM Price /2020  Price / 2021 Price / Book gible Book Dividend
Month-to-Date Date Year-to-Date Months EPS (SREES (SRS Value Value Yield
Atlantic Coast Index -24.0% -34.4% -34.4% -23.1% 8.7x 9.4x 8.9x 79% 90% 3.8%
Midwest Index -21.4% -31.0% -31.0% -19.9% 8.8x 8.7x 8.2x 81% 100% 3.6%
Northeast Index -22.2% -33.5% -33.5% -24.5% 8.7x 8.4x 7.6x 79% 89% 3.8%
Southeast Index -29.8% -37.2% -37.2% -28.6% 8.0x 8.2x 7.3x 80% 88% 2.6%
West Index -277% -36.7% -36.7% -28.4% 8.7x 9.2x 9.3x 79% 94% 3.4%
Community Bank Index -24.1% -33.7% -33.7% -19.4% 8.7x 8.7x 8.3x 80% 92% 3.6%
SNL Bank Index -24.4% -38.5% -38.5% -23.3% na na na na na na
Source: S&P Global Market Intelligence
© 2020 Mercer Capital // Data provided by S&P Global Market Intelligence 6


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

Mercer Capital’s M&A Market Indicators March 2020

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% 4
2 20 | %
s >
% € 15 2
S8 E
= 2 150%
3 S
T 10 =
Q o,
2 100%
5 |
50% -
0 L™ 0% LTM
2006 | 2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015 | 2016 | 2017 | 2018 | 2019 |, 1 2006 | 2007 | 2008 | 2009 | 2010 | 2011 | 2012 2013 | 2014 | 2015| 2016 | 2017 | 2018 | 2019 | ;>0
[IU.S. 220221199 |193 |217| 219|170 | 165 | 175|188 | 18.1| 195 | 224 | 16.3 | 16.1 [lu,s, 243%|228%|196% | 145% | 141%|132%|130% | 134% |155% | 148%| 143%| 170%| 178%| 168% | 168 %
Source: S&P Global Market Intelligence Source: S&P Global Market Intelligence
Median Core Deposit Multiples Median Valuation Multiples for M&A Deals
Target Banks’ Assets <$5B and LTM ROE >5% Target Banks’ Assets <$5B and LTM ROE >5%, 12 months ended February 2019
25% -
Median Target’s Target’s
Price/  Price/ Price / b Deal Median Median
LTM Tang. Core Dep Value Assets LT™M
20% - Regions Earnings BV  Premium ($M) ($000) ROAE
E Atlantic Coast 16.6x  168% 9.7% 23 79.2 455,303 9.9%
§ 15%
"g Midwest 16.0x  170% 10.8% 82 65.6 183,852 10.2%
&
[=]
g ' Northeast 173x  174% 10.1% 16 787 519,691 10.3%
5% | Southeast 15.4x 154% 8.9% 39 411 224,546 10.7%
I West 15.8x  174% 11.3% 12 70.0 245,175 11.8%
0% 4
L™ = A
2006 | 2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015 | 2016 | 2017 | 2018 | 2019
2020 National Community 161x  168%  95% 173 657 250,327 10.3%
[l U.S. |20.0%|18.4%|12.0%| 6.9% |6.3% |54% | 4.3% | 55% | 75% | 7.5% | 6.1% |10.0%| 9.6% | 9.3% [ 9.5% Banks
Source: S&P Global Market Intelligence 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
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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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
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901.322.9720
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»  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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