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Hieronymus Bosch, The Garden of Earthly Delights, 1490-1510, Museo del Prado, Madrid.

One of BankWatch’s favorite artists is the Dutch painter Hieronymus Bosch (1450-
1516). His work is both enigmatic and fantastical, with bizarre human/animal hybrid
forms and other monstrous creations of Bosch’s fecund imagination. Indicating its
lasting relevance and, in a sense, modernity, centuries later Bosch’s work served as
inspiration when the Surrealist movement sought to depict dreamlike scenes formed
from the depths of their unconscious mind. One triptych, The Garden of Earthly
Delights, depicts a utopian scene in the middle panel adjacent to a hellscape in the
right panel. It serves as an apt metaphor for the banking industry’s stomach churning
volatility in 2023.
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As in the hellscape panel on the right side of the triptych, the banking industry sunk
to the depths of despair beginning in March 2023, tormented by bank failures and
deposit runs. From year-end 2022 to the nadir in May 2023, the Nasdaqg Bank Index
sunk 34%. Bank stocks rebounded during the summer but remained under pressure
through the fall as the ten year Treasury rate briefly exceeded 5%.

Finally, more dovish comments from Chairman Powell lifted sentiments, causing the
Nasdaqg Bank index to appreciate by 12% in November 2023 and 15% in December
2023. While we have not returned to a banking utopia, the greener pastures in which
Bosch’s hybrid forms graze in the triptych’s middle panel seem more representative
of industry conditions at year-end 2023.

2023 Performance

For 2023, the Nasdaq Bank Index and the KBW Nasdaq Regional Bank Index
depreciated by 7% and 4%, respectively (see Figure 1 on the next page). This marks
the second year of negative performance for bank stock indices. Between year-end
2021 and 2023—covering the entire period of rising rates—the Nasdaq Bank and
Regional Bank indices decreased by 24% and 13%, respectively (see Figure 2 on
the next page).

After losing 19% in 2022, the S&P recovered in 2023 with 24% appreciation, meaning
that the S&P 500 at year-end 2023 returned to a level virtually identical to year
end 2021. Struggling with earnings pressure, banks lost favor with growth minded
investors, thereby underperforming the broader market.
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Figure 1 :: Index Performance (12/31/22 - 12/31/23) Figure 3 stratifies the 328 banks and thrifts traded on the NYSE and Nasdaq by asset

size. Banks in the three strata between $1 billion and $100 billion performed similarly,

1.30 . . . . .
with the median bank’s stock price falling by about 5% in 2023. Between 30% to
1.20 40% of banks reported share price appreciation over year-end 2022. The largest
1.10 banks outperformed in 2023, as several banks like J.P. Morgan Chase (NYSE: JPM)
5] 1.00 “over-earned” their long-term return on equity target. JPM and other money center
J 0.90 banks were boosted by low-cost deposits flowing from smaller banks in the wake of
g the failures of SVB, Signature Bank, and First Republic Bank. JPM also recorded a
™
S 0.80 bargain purchase gain from the acquisition of First Republic Bank as did First Citizens
0.70 X BancShares (NYSE: FCNCA) and New York Community (NYSE: NYCB), the winning
0.60 bidders for SVB and Signature Bank.
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Figure 2 :: Index Performance (12/31/21 - 12/31/23) =
< $1 Billion 41% 41% 15% 4% 19% -12%
1.20 $1 - $5 Billion 23% 36% 28% 12% 41% 4%
$5 - $10 Billion 25% 46% 14% 16% 30% 5%
1.10 $10 - $100 Billion 30% 34% 23% 14% 36% 6%
> $100 Billion 1% 42% 21% 26% 47% 0%
1.00 Total N 26% 38% 23% 13% 36% 6%
8 T
: 0.90 Values in the table represent the % of banks with
< 080 stock price changes of 0% to 15%, greater than
a - 15%, etc.
g o070
- 0.60 Figure 4, on the next page, replicates the analysis for the period between year-
' end 2021 and year-end 2023. Not all banks have struggled through this rising rate
0.50 environment, as 28% of banks reported share price appreciation over the two year
O /”’e, Y, S% O A”a, Y, \S‘% ] )
°o, b 2 2 R < < ) period. Nevertheless, the largest number of banks have experienced a 10% to 20%

——NASDAQBank  ——KBW Nasdag Regional Bank Index ~ ——S&P 500 decline in their share prices.

Source: S&P Global Market Intelligence / Mercer Capital research
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Figure 4
12/31/21 - 12/31/23 Stock Price Change
Median
Stock Price
Down Down Up (V]
Chan
Assst Stce Ralige 0% to 15% | 0% to 15% e
< $1 Billion 57% 22% 22% 0% 22% -21%
$1 - $5 Billion 39% 25% 19% 17% 36% -10%
$5 - $10 Billion 56% 16% 19% 9% 28% -17%
$10 - $100 Billion 41% 40% 14% 6% 19% -12%
> $100 Billion 58% 26% 1% 5% 16% -17%
Total 45% 27% 17% 11% 28% -13%

L J
|
Values in the table represent the % of banks with

stock price changes of 0% to 15%, greater than
15%, etc.

Catalysts for (Under)Performance

Changes in the net interest margin have the greatest effect on profitability and share
price performance in the current environment, given limited credit issues. Figure 5
includes publicly traded banks with assets between $1 billion and $10 billion, sorted
into quartiles based on their NIM change between the fourth quarter of 2022 and the
third quarter of 2023.

Figure 5
Stock Price

Smallest Largest Median Median
1st Quartile -154 bps -68 bps -85 bps -14%
2nd Quartile -68 bps -51 bps -58 bps -5%
3rd Quartile -49 bps -28 bps -38 bps 1%
4th Quartile -28 bps 86 bps -5 bps 2%
Tighter NIM -154 bps -1 bps -53 bps -5%
Wider NIM 0 bps 86 bps 14 bps 3%

Source: S&P Capital IQ Pro, Mercer Capital research
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The first quartile, including banks with the most severe NIM pressure, experienced a
median stock price change of negative 14% in 2023. Meanwhile, banks in the fourth
quartile—with the least NIM pressure or even NIM expansion—eked out a positive
2% change in stock price.

This relationship holds true if we consider the entire rising rate period between
the first quarter of 2022 and the third quarter of 2023 (per Figure 6). Over this
period, approximately one-half of the banks reported a higher NIM; however, the
market provided a meager reward with share prices for banks in the fourth quartile
appreciating by a median of 4%. This reflects the market’s focus on the more recent
trend in the margin—generally downward for most banks—rather than a historical
anchor in a low rate environment. Meanwhile, the banks in the first quartile that were
most exposed to rising rates suffered a median -24% change in their stock prices.

Figure 6
Stock Price

Smallest Largest Median Median
1st Quartile -225 bps -45 bps -75 bps -24%
2nd Quartile -45 bps -6 bps -24 bps -13%
3rd Quartile -4 bps 44 bps 16 bps -T%
4th Quartile 46 bps 277 bps 90 bps 4%
Tighter NIM -225 bps -1 bps -43 bps -17%
Wider NIM 0 bps 277 bps 49 bps 0%

Source: S&P Capital IQ Pro, Mercer Capital research

Valuation Implications

Figure 7, on the next page, illustrates the earnings pressure resulting from tighter
NIMs. For 2023, analysts’ EPS estimates indicate a median EPS decline of 15%
for publicly traded banks with assets between $1 and $15 billion, with 73% of the
banks in the analysis expected to face lower year-over-year earnings in 2023. These
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estimates are based upon recent data. Measured from January 2023, the reduction
in earnings estimates is much more severe, meaning analysts cut estimates as the
year progressed.

Figure 7
Year-Over-Year EPS Change

2023 2024 2025

Down More than 25% 32% 8% 2%

Down 10% - 25% 24% 32% 2%

Down 0% - 10% 16% 31% 10%

Total Down 73% 71% 13%

Up 0% - 10% 12% 17% 37%

Up 10% - 25% 6% 4% 33%

Up More than 25% 9% 8% 17%

Total Up 27% 29% 87%
Median EPS Change 15% -8% 10% |

Analysis includes banks with assets between $1 and $15 billion
2023-25 EPS represents the mean analyst estimate; 2022 represents core EPS
Source: S&P Capital IQ Pro, Mercer Capital research

The outlook is only marginally better in 2024, as the median decline in EPS is 8%.
Analysts generally expect NIMs to stabilize, or at least decline at a more modest rate,
in the first half of 2024, followed by some expansion in the second half of 2024. The
NIM stabilization in the latter half of 2024 leads to earnings growth in 2025 for most
banks, with a median EPS growth rate of 10%. However, only 28% of banks in our
analysis are projected to have higher EPS in 2025 than in 2022.

With the share price recovery in late 2023, publicly traded banks with assets between
$1 and $15 billion reported a median price/one year forward earnings multiple of
11.5x and a price/tangible book value multiple of 1.26x. As indicated in Figure 8, these
multiples are in-line with the range over the last five years. Therefore, the catalyst for
further share price appreciation likely will be earnings improvement rather than P/E
multiple expansion.

Figure 8
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Source: S&P Global Market Intelligence / Mercer Capital research

Conclusion

The worst has passed for banks, with slowing deposit attrition and stabilizing NIMs,
unless credit performs materially worse than expected. However, conditions likely are
not ripe for rapid earnings growth. First, NIMs likely will recover more slowly than they
contracted due to volume of assets repricing years into the future. Second, many
banks are reporting slowing loan growth, as higher rates have gradually eroded loan
demand. Third, if loan demand exists, marginal funding remains difficult to obtain at
a favorable cost of funds. For many publicly traded banks, returning to the garden of
earthly delights remains a ways off.

Andrew X (kU

Andrew K. Gibbs, CFA, CPA/ABV
gibbsa@mercercapital.com | 901.322.9726
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Mercer Capital’s Bank Group Index Overview Return Stratification of U.S. Banks
by Market Cap
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Source: S&P Capital IQ Pro.
Total Return Regional Index Data as of January 26, 2024
Price / Price / Price / Price /
Last 2024 (E) 2025 (E) Book Tangible Dividend
12 Months EPS EPS Value Book Value Yield
Atlantic Coast Index -5.6% -5.6% -9.2% 9.7x 11.4x 10.1x 112% 123% 3.0%
Midwest Index 0.1% 0.1% -0.2% 9.4x 9.9x 8.8x 96% 118% 3.5%
Northeast Index -2.3% -2.3% 3.0% 9.9x 11.1x 10.0x 114% 122% 3.4%
Southeast Index 0.9% 0.9% -1.5% 10.5x 11.1x 8.5x 97% 115% 2.7%
West Index -3.1% -3.1% 2.6% 9.4x 10.7x 9.1x 108% 113% 3.0%
Community Bank Index -2.5% -2.5% -0.5% 9.7x 10.4x 9.4x 109% 121% 3.3%
S&P U.S. BMI Banks 0.8% 0.8% 3.2% na na na na na na

Source: S&P Capital IQ Pro.
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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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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 January 29, 2024
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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

© 2023 Mercer Capital // Data provided by S&P Global Market Intelligence
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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
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