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Ernest Hemingway, Albert Camus, and 
Credit Risk Management
In the March 2020 Bank Watch, we provided our first impressions of the “reshaping 

landscape” created by the COVID-19 pandemic and its unfolding economic conse-

quences.  This month, we expand upon the potential asset quality implications of 

the current environment.  

One word that aptly describes the credit risk environment is inchoate, which is 

defined as “imperfectly formed or formulated” or “undeveloped.”  We can satiate 

our analytical curiosity daily by observing trends in positive COVID-19 cases, but 

credit quality concerns created by the pandemic and its economic shocks lurk, 

barely perceptible in March 31, 2020 asset quality metrics such as delinquencies 

or criticized loans.  However, the pandemic’s effect on bank stock prices has been 

quite perceptible, with publicly-traded bank stocks underperforming broad-market 

benchmarks due to concerns arising from both asset quality issues and an indefi-

nite low interest rate environment.  Bridging this gap between market perceptions 

and current asset quality metrics is the focus of this article.

At the outset, we should recognize the limitations on our oracular abilities.  For-

ward-looking credit quality estimates now involve too many variables than can com-

fortably fit within an Excel spreadsheet—case rates, future waves of positive diag-

noses, treatment and vaccine development, and governmental responses.  The 

duration of the downturn, however, likely will have the most significant implications 

for banks’ credit quality.

We neither wish to overstate our forecasting capacity nor exaggerate the ultimate 

loss exposure.  We recognize that transactions are occurring in the debt capital 

markets involving issuers highly exposed to the pandemic’s effects on travel and 

consumption—airlines, cruise operators, hotel companies, and automobile manu-

facturers.  Investors in these offerings exhibit an ability to peer beyond the next one 

or two quarters or perhaps have faith that the Fed may purchase the issue too.

To assess the nascent credit risk, our loan portfolio analyses augment traditional 

asset quality metrics with the following:

»» Experience gleaned from the 2008 and 2009 Great Financial Crisis

»» Collateral and industry concentrations in banks’ loan portfolios

“The World Breaks Everyone and Afterward Many Are Strong in 

the Broken Places”

A Farewell to Arms (1929) by Ernest Hemingway, which provides the preceding 

quotation, speaks to a longing for normality as the protagonist escapes the front 

lines of World War I.  While perhaps a metaphor for our time, the quotation—with 

apologies to Hemingway—also fits the 2008 to 2009 financial crisis (“the world 

breaks everyone”) and uncertainties regarding banks’ preparedness for the current 

crisis (will the industry prove “strong in the [formerly] broken places”?).

http://www.mercercapital.com
http://mercercapital.com/insights/newsletters/bank-watch/
https://mercercapital.com/assets/Mercer-Capital_Bank-Watch_2020-3.pdf
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To simulate credit losses in an environment marked by a rapid increase in unem-

ployment and an abrupt drop in GDP, analysts are using the Great Financial Crisis 

as a reference point.  Is this reasonable?  Guardedly, yes; in part because no prefer-

able alternatives exist.  But how may the current crisis develop differently, though, 

in terms of future loan losses?

Table 1 presents aggregate loan balances for community banks at June 30, 2002 

and June 30, 2007, the final  period prior to the Great Financial Crisis’ onset.  One 

evident trend during this five year period is the grossly unbalanced growth in con-

struction and development lending, which led to outsized losses in subsequent 

years.  Have similar imbalances emerged more recently?

We can observe in Table 2 that loans have not increased as quickly over the past 

five years as over the period leading up to the Global Financial Crisis (67% for the 

most recent five year period, versus 90% for the historical period).  Further, the 

Table 1 Table 2
Jun 30, 2002 Jun 30, 2007 % Growth

Construction & Land Development $65,990,804 $264,828,618 301%
Farmland 25,496,215 44,993,266 76%
Home Equity Lines 26,392,975 60,929,923 131%
Closed-End Residential Mortgage 208,053,851 319,026,272 53%
Multifamily 25,211,313 53,280,209 111%
Nonfarm, Nonresidential Real Estate 198,714,570 404,573,350 104%
Total Real Estate Loans 549,859,728 1,147,631,638 109%
Depository Institutions 1,614,780 1,977,725 22%
Agricultural Production 30,292,393 40,826,427 35%
Commercial & Industrial 144,820,115 251,258,672 73%
Consumer 89,595,300 108,044,927 21%
State & Political Subdivisions 5,519,346 9,446,033 71%
Leases/Other 20,052,332 37,903,317 89%
Total Consolidated Loans $841,753,994 $1,597,088,739 90%

Analysis includes all commercial banks with assets of less than $5 billion at 6/30/02
Source:  S&P Global Market Intelligence and Mercer Capital Research

Dec 31, 2014 Dec 31, 2019 % Growth
Construction & Land Development $65,387,432 $131,666,618 101%
Farmland 54,791,195 83,043,987 52%
Home Equity Lines 34,741,018 47,985,948 38%
Closed-End Residential Mortgage 222,739,913 334,052,813 50%
Multifamily 48,130,219 96,883,948 101%
Nonfarm, Nonresidential Real Estate 300,373,028 539,116,786 79%
Total Real Estate Loans 726,162,805 1,232,750,100 70%
Depository Institutions 916,689 1,354,906 48%
Agricultural Production 46,655,694 55,252,924 18%
Commercial & Industrial 153,199,733 261,388,426 71%
Consumer 54,780,340 89,592,535 64%
State & Political Subdivisions 11,640,911 21,271,282 83%
Leases/Other 75,174,426 124,881,062 66%
Total Consolidated Loans $1,068,530,598 $1,786,491,235 67%

Analysis includes all commercial banks with assets of less than $5 billion at 12/31/14
Source:  S&P Global Market Intelligence and Mercer Capital Research

growth rates between the various loan categories remained relatively consistent, 

unlike in the 2002 to 2007 period.  The needle looking to pop the proverbial bubble 

has no obvious target.

Using the same data set, we also calculated in Table 3 (on the following page) the 

cumulative loss rates realized between June 30, 2008 and June 30, 2012 relative to 

loans existing at June 30, 2008.

This analysis indicates that banks realized cumulative charge-offs of 5.1% of June 

30, 2008 loans, although this calculation may be understated by the survivorship 

bias created by failed banks.  The misplaced optimism regarding construction loans 

resulted in losses that significantly exceeded other real estate loan categories.  

Consumer loan losses are exaggerated by certain niche consumer lenders target-

ing a lower credit score clientele.

http://www.mercercapital.com
http://mercercapital.com/insights/newsletters/bank-watch/
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Table 3

Table 4

2006 2019
1-4 Family Construction 0.00% 0.00%
Other Construction & Land 0.00% -0.01%
    Construction & Land Development 0.03% 0.00%

Farmland 0.00% 0.01%

Home Equity 0.04% 0.01%
1-4 Family 1st Lien 0.05% 0.02%
1-4 Family 2nd Lien 0.08% -0.04%
    1-4 Family Residential 0.06% 0.02%

Multifamily 0.01% 0.00%

Owner-Occupied CRE 0.00% 0.03%
Nonowner-Occupied CRE 0.00% 0.01%
    Commercial Real Estate 0.02% 0.03%

Foreign Offices 0.00% 0.00%
Total Real Estate 0.04% 0.02%

Agricultural 0.02% 0.03%
Commercial & Industrial 0.25% 0.23%

Credit Card Plans 2.07% 1.70%
Auto Loans 0.00% 0.14%
    Loans to Individuals 0.64% 0.66%

Nondepository, Other & Muni Loans 0.41% 0.49%
Financial Institutions 0.00% 0.00%
Foreign Governments 0.00% 0.00%

Leases to Individuals 0.00% 0.00%
All Other Leases 0.00% 0.08%
    Lease Financing 0.15% 0.04%

Total Loans 0.14% 0.10%

Source :  Uniform Bank Performance Report
   Peer Group #4:  Insured commercial banks with assets between $1 and $3 billion

Cumulative
June 2008 - June 2012

Net Charge-Offs

June 30, 2008 
Loans

Cumulative 
Charge-Off Rate

Construction & Land Development $29,747,683 $270,442,008 11.0%

Farmland 488,286 48,786,578 1.0%

Home Equity Lines 2,307,125 65,786,907 3.5%

Closed-End Residential Mortgage 9,605,390 331,239,253 2.9%

Multifamily 2,259,403 55,759,991 4.1%

Nonfarm, Nonresidential Real Estate 13,059,271 436,669,930 3.0%

Total Real Estate Loans 57,467,158 1,208,684,667 4.8%

Agricultural Production 338,486 42,094,336 0.8%

Commercial & Industrial 14,074,182 270,434,486 5.2%

Consumer 11,786,658 110,345,606 10.7%

State & Political Subdivisions 572 10,326,123 0.0%

Total Consolidated Loans $83,667,056 $1,641,885,218 5.1%

Analysis includes all commercial banks with assets of less than $5 billion at 6/30/02

   that continued to report loan balances through June 30, 2008

Source:  S&P Global Market Intelligence and Mercer Capital Research

Are these historical loss rates applicable to the current environment?  Table 4 compares charge-

off rates for banks in Uniform Bank Performance Report peer group 4 (banks with assets between 

$1 and $3 billion).  Loss rates entering the Great Financial Crisis and the COVID-19 pandemic are 

remarkably similar.

We would not expect the disparity in loss rates between construction and development lending 

versus other real estate loan categories to arise again (or at least to the same degree).  Community 

banks generally eschew consumer lending; thus, consumer loan losses likely will not comprise a 

substantial share of charge-offs for most community banks.  For consumer lending, the credit union 

industry likely will experience greater fall-out if unemployment rates reach the teens. 

http://www.mercercapital.com
http://mercercapital.com/insights/newsletters/bank-watch/
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Regarding community banks, we have greater concern regarding the following:

»» Commercial and industrial lending.  Whether due to business opportunities 

or regulatory pressure to lessen commercial real estate concentrations, we 

have observed shifts in portfolios in favor of C&I lending and are uncertain 

regarding the maintenance of underwriting standards.  Some evidence also 

exists that C&I loan losses were increasing prior to the crisis, although the 

impact appeared episodic.  

»» 	Commercial real estate.  While we can claim no originality, our analyses 

currently emphasize borrower and collateral types to identify sectors more 

exposed to COVID-19 countermeasures.  We recognize, though, that 

this can obscure important distinctions.  For example, hotels reliant on 

conference attendance likely are more exposed than properties serving 

interstate highway stopovers.  Further, we expect that the pandemic will alter 

behavior, or accelerate trends already underway, in ways that affect CRE 

borrowers, whether that is businesses normalizing Zoom calls instead of in-

person meetings or consumers shifting permanently from in-store to on-line 

shopping.

In the Great Financial Crisis, banks located in more rural areas often outperformed, 

from a credit standpoint, their metropolitan peers, especially if they avoided pur-

chasing out-of-market loan participations.  This often reflected a tailwind from 

the agricultural sector.  It would not be surprising if this occurs again.  Agriculture 

has struggled for several years, weeding out weaker, overleveraged borrowers.   

Additionally, to the extent that the inherent geographic dispersion of more rural 

areas limits the spread of the coronavirus, along with less dependence on the hos-

pitality and tourism sectors, rural banks may again experience better credit perfor-

mance.

“They fancied themselves free, and no one will ever be free so 

long as there are pestilences.”

The Plague (1947) by Albert Camus describes an epidemic sweeping an Algerian 

city but often is read as an allegorical tale regarding the French resistance in World 

War II.  Sales of The Plague reportedly have tripled in Italy since the COVID-19 

pandemic began, while its English publisher is rushing a reprint as quarantined 

readers seek perspective from Camus’ account of a village quarantined due to the 

ravaging bubonic plague.

What We’re Reading
Between the implementation of CECL and the economic implications of COVID-19, 1Q20 loan loss provisions increased substantially for nearly all banks that have 

reported earnings. The increase in provisions have driven the 40% decrease in earnings for mid-size banks so far. (subscription required)

In contrast to previous economic contractions precipitated by financial crises, companies and consumers flooded U.S. banks with deposits according to The Wall Street 

Journal.  The $1 trillion influx of deposits in the first quarter was a record. 

At Bloomberg, Bill Dudley reviews the Fed’s Main Street Lending Program and its attempt to facilitate as much as $600 billion of loans to small and medium sized 

businesses.

http://www.mercercapital.com
http://mercercapital.com/insights/newsletters/bank-watch/
http://1Q20 loan loss provisions increased substantially
https://platform.marketintelligence.spglobal.com/web/client?overridecdc=1&auth=inherit#news/article?id=58332296&KeyProductLinkType=4
https://www.wsj.com/articles/coronavirus-made-america-s-biggest-banks-even-bigger-11587639602
https://www.bloomberg.com/opinion/articles/2020-04-29/coronavirus-fed-lending-to-main-street-is-harder-than-it-looks?srnd=opinion
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relative to 1.4% and 3.5% as of March 2020.  The prior recessionary peaks 

were 21.3% and 7.7% for hotel and retail loans, respectively.  For multifamily 

properties, Fitch projects that bad debt expense from tenant nonpayment 

will exceed 10%.  However, Fitch notes that its delinquency estimates do not 

consider forbearances.

»» Fitch estimates that hotel loans with a pre-pandemic debt service coverage 

ratio (DSCR) of less than 2.75x on an interest-only basis are at risk of 

default.  Guarantor support may limit the ultimate default rate, though.  Retail 

and multifamily loans with a pre-pandemic DSCR of less than 1.75x and 

1.20x, respectively, on an interest-only basis are at risk of default.  Fitch did 

not apply any specific coronavirus stresses to office or industrial properties.5 

»» Among banks releasing industry exposures, Western Alliance Bancorp 

(WAL) reported the largest hotel concentration at 8.5% of total loans.  

Data provider STR reported a 79% year-over-year decline in revenue per 

available room for the week ended April 18, 2020, reflecting a 64% decline 

in occupancy (to 23%).6

»» First Financial Bancorp (FFBC) reported the largest retail concentration 

among banks reporting such granular detail at 16% of total loans.  Numerous 

other banks reported concentrations between 10% and 15% of total loans.7

Banks tend to be senior lenders in borrowers’ capital structure; thus, the rating 

agency data has somewhat limited applicability.  Shadow lenders like business 

development companies and private credit lenders likely are more exposed than 

As Camus observed for his Algerian city, we also suspect that banks will not be 

free of asset quality concerns so long as COVID-19 persists.  Another source of 

perspective regarding the credit quality outlook comes from the rating agencies and 

SEC filings by publicly-traded banks:

»» Moody’s predicts that the default rate for speculative grade corporate bonds 

will reach 14.4% by the end of March 2021, up from 4.7% for the trailing 

twelve months ended March 31, 2020.  This represents a level only slightly 

below the 14.7% peak reaching during the 2008 to 2009 financial crisis.1

»» Fitch projects defaults on institutional term loans to reach $80 billion in 2020 

(5% to 6% of such loans), exceeding the $78 billion record set in 2009.2 

»» Borrowers representing 17% of the commercial mortgage-backed security 

universe have contacted servicers regarding payment relief.  Loans secured 

by hotel, retail, and multifamily properties represent approximately 75% 

of inquiries.  Fitch also questions whether 90-day payment deferrals are 

sufficient.3

»» Delinquent loans in commercial mortgage backed securities are projected 

to reach between 8.25% and 8.75% of the universe by September 30, 2020, 

approaching the peak of 9.0% reported in July 2011.4   The delinquency rate 

was 1.3% as of March 2020.  Fitch identified the most vulnerable sectors as 

hotel, retail, student housing, and single tenant properties secured by non-

creditworthy tenants.  Among these sectors, Fitch estimates that hotel and 

retail delinquencies will reach approximately 30% and 20%, respectively, 

1 Emmanuel Louis Bacani, “US Speculative-Grade Default Rate to Jump Toward Financial Crisis Peak – Moody’s,” S&P Global Market Intelligence, April 24, 2020
2 Fitch Ratings, U.S. LF/CLO Weekly, April 24, 2020.
3 Fitch Ratings, North American CMBS Market Trends, April 24, 2020.
4 Fitch Ratings, U.S. CMBS Delinquencies Projected to Approach Great Recession Peak Due to Coronavirus, April 9, 2020.  
5 Fitch Ratings, Update on Response on Coronavirus Related Reviews for North American CMBS, April 13, 2020.
6 Jake Mooney and Robert Clark, “US Banks Detail Exposure to Reeling Hotel Industry in Q1 Filings,” S&P Global Market Intelligence, April 24, 2020
7 Tom Yeatts and Robert Clark, “First Financial, Pinnacle Rank Among Banks with Most Retail Exposure,” S&P Global Market Intelligence, April 27, 2020

http://www.mercercapital.com
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banks.  Nevertheless, the data indicate that the rating agencies are expecting de-

fault and delinquency rates similar to the Great Financial Crisis.  As for Camus’ 

narrator, the ultimate duration of the pandemic will determine when normality re-

sumes.  Lingering credit issues may persist, though, until well after the threat from 

COVID-19 recedes.

Conclusion

Community banks rightfully pride themselves as the lenders to America’s small 

business sector.  These small businesses, though, often are more exposed to CO-

VID-19 countermeasures and possess smaller buffers to absorb unexpected dete-

rioration in business conditions relative to larger companies.  Permanent changes 

in how businesses conduct operations and consumers behave will occur as new 

habits congeal.  This leaves the community bank sector at risk.  However, other fac-

tors support the industry’s ability to survive the turmoil:

1.	 Extensive governmental responses such as the PPP loan program provide 

a lifeline to small businesses until conditions begin to recover.  

2.	 The industry enters this phase of the credit cycle with fewer apparent 

imbalances than prior to the Great Financial Crisis.  

3.	 	A greater focus since the Great Financial Crisis on portfolio diversification 

and cash flow metrics proves that lessoned were learned.  

4.	 The smaller, more rural markets in which many community banks operate 

may prove more resilient, at least in the short term, than larger markets.  

5.	 Permissiveness from regulators regarding payment modifications will allow 

banks to respond sensitively to borrower distress.

Nonetheless, credit losses tend to be episodic for the industry, occurring between 

long stretches of low credit losses.  The immediate issue remains how high this  

cycle’s losses go before returning to the normality that ensues in Hemingway and 

Camus’ work after war and pestilence.

Andrew K. Gibbs, CFA, CPA/ABV

901.322.9726 | gibbsa@mercercapital.com

http://www.mercercapital.com
http://mercercapital.com/insights/newsletters/bank-watch/
mailto:gibbsa%40mercercapital.com?subject=
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Mercer Capital’s Bank Group Index Overview Return Stratification of U.S. Banks

by Asset Size

Median Valuation Multiples

Median Total Return Median Valuation Multiples as of April 24, 2020

Month-to-Date Year-to-Date Last 12 Months
Price/LTM 

EPS
Price / 2020 (E) 

EPS
Price / 2021 

(E) EPS
Price / Book 

Value

Price / Tan-
gible Book 

Value
Dividend 

Yield

Atlantic Coast Index -9.0% -38.4% -30.9% 8.5x 10.6x 10.3x 78% 82% 4.2%

Midwest Index -4.9% -34.7% -24.1% 8.6x 9.9x 9.3x 81% 90% 3.5%

Northeast Index -11.2% -40.3% -34.5% 8.7x 9.3x 8.0x 74% 86% 4.5%

Southeast Index -7.2% -40.5% -33.1% 8.3x 8.1x 9.0x 74% 84% 3.1%

West Index -0.7% -36.6% -29.6% 8.6x 10.7x 10.9x 77% 92% 3.6%

Community Bank Index -6.9% -37.9% -30.3% 8.6x 10.0x 9.2x 76% 87% 3.8%

SNL Bank Index 2.5% -38.9% -29.0%

Mercer Capital’s Public Market Indicators April 2020

Assets
$250 -
$500M

Assets
$500M -

$1B

Assets $1 -
$5B

Assets $5 -
$10B

Assets >
$10B

Month-to-Date 3.26% -2.30% -5.26% -1.78% 2.92%
Quarter-to-Date 3.26% -2.30% -5.26% -1.78% 2.92%
Year-to-Date -19.94% -35.25% -38.43% -35.55% -39.04%
Last 12 Months -14.02% -21.68% -31.01% -29.05% -28.93%
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2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 LTM
2020

U.S. 20.0% 18.4% 12.0% 6.9% 6.3% 5.4% 4.3% 5.5% 7.5% 7.5% 6.1% 10.0% 9.6% 9.3% 9.6%
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Price / 
LTM  

Earnings

Price/  
Tang. 

BV

Price /  
Core Dep 
Premium

No.  
of  

Deals

Median 
Deal  

Value 
($M)

Target’s  
Median  
Assets 
($000)

Target’s 
Median 

LTM  
ROAE 

Atlantic Coast 16.6x 162% 9.6% 22 79.2 533,512 9.4%

Midwest 16.6x 170% 10.8% 81 44.9 175,480 9.9%

Northeast 17.3x 171% 9.6% 15 79.3 527,235 10.2%

Southeast 15.2x 154% 9.0% 40 41.2 223,554 10.7%

West 15.6x 181% 12.4% 13 71.1 255,924 12.4%

National Community 
Banks

16.1x 167% 9.6% 172 65.6 244,601 10.1%

Median Valuation Multiples for M&A Deals

Target Banks’ Assets <$5B and LTM ROE >5%, 12 months ended March 2019

Median Core Deposit Multiples

Target Banks’ Assets <$5B and LTM ROE >5%

Median Price/Tangible Book Value Multiples

Target Banks’ Assets <$5B and LTM ROE >5%

Median Price/Earnings Multiples

Target Banks’ Assets <$5B and LTM ROE >5%

Mercer Capital’s M&A Market Indicators April 2020

Source: S&P Global Market Intelligence

Source: S&P Global Market IntelligenceSource: S&P Global Market Intelligence

Source: S&P Global Market Intelligence
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Updated weekly, Mercer Capital’s Regional Public Bank Peer Reports offer a 
closer look at the market pricing and performance of publicly traded banks 
in the states of five U.S. regions. Click on the map to view the reports from 
the representative region.
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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

»» Financial reporting for banks

»» Goodwill impairment

»» Litigation support

»» Stress Testing

»» Loan portfolio valuation

»» Tax compliance

»» Transaction advisory

»» Strategic planning
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