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Mercer Capital’s Bank Watch

Capital Allocation: The Strategic Decision in a Slower Growth

Environment

Following several years of balance sheet volatility and margin pressure, the operating
environment for banks improved in 2025 as most posted higher earnings on expanded
net interest margins. The outlook for 2026, at least prior to the outbreak of the U.S./
Israel-Iran war, reflects(ed) a relatively stable operating environment.

Stability, however, introduces a different challenge. Loan growth has moderated across
much of the industry, and the benefit from asset repricing has largely been realized. In
this environment, earnings growth is less dependent on external tailwinds and more
dependent on internal discipline. As a result, capital allocation has moved to the center
of strategic decision-making.

The Expanding Capital Allocation Toolkit

Capital allocation discussions are often framed around dividends and, to a lesser
extent, share repurchases. In practice, the range of capital deployment decisions is
broader and more interconnected. Banks today are balancing:

» Organic balance sheet growth

» Technology and infrastructure investment

» Dividends

» Share repurchases

» M&A

» Balance sheet repositioning

» Retained capital for flexibility

Each alternative carries different implications for risk, return, and long-term franchise
value.

Organic growth often is the preferred use for internally generated capital when the
risk-adjusted returns exceed the cost of equity. However, competitive loan pricing and
a tough environment to grow low cost deposits have narrowed spreads, reducing the
margin for error. Similarly, technology investments may improve efficiency over time
but require upfront capital with uncertain timing of returns.

Returns, Valuation, and Market Discipline

Public market valuations provide a useful lens for evaluating capital allocation
decisions. As shown in Figure 1(on the next page), banks that generate higher returns
on tangible common equity (ROTCE) tend to command higher price-to-tangible book
value multiples. This can also be expressed algebraically, at least on paper, whereby
P/E x ROTCE = P/TBV, while P/Es reflect investor assessments about growth and risk.

This relationship reflects a straightforward principle: capital should be deployed where
it earns returns in excess of the cost of equity. When internal opportunities meet that
threshold, reinvestment should be appropriate. When returns are below the threshold,
returning capital to shareholders through special dividends or repurchases may create
greater per-share value.

Share repurchases, in particular, can be an effective tool when executed below intrinsic
value and when capital levels remain sufficient to support strategic flexibility. However,
repurchases that do not improve per-share metrics or are offset by dilution from other
sources may have limited impact.
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Figure 1: Publicly Traded Banks with Assets $1 to $5 Billion
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Balance Sheet Repositioning as Capital Allocation

In some cases, capital allocation decisions are embedded within the balance sheet
itself. One example is securities portfolio repositioning.

Many banks continue to hold securities originated during the low-rate environment
of 2020 and 2021. While unrealized losses associated with these portfolios have
moderated, the yield on these assets often remains well below current market rates.

Repositioning the portfolio, by realizing losses and reinvesting at higher yields,
represents a tradeoff between nearterm capital impact and longerterm earnings
improvement. In effect, this decision can be evaluated similarly to other capital
deployment alternatives, with management weighing the upfront reduction in Tier 1
Capital against the expected lift to net interest income and returns over time.

As with M&A, the concept of an “earnback period” can be applied. Institutions that
approach repositioning with a clear understanding of the payback dynamics are better
positioned to evaluate whether the strategy enhances long-term shareholder value.
We offer the caveat that institutions who evaluate restructuring transactions should
compare the expected return from realizing losses (i.e., reducing regulatory capital)
with instead holding the securities and repurchasing shares. If the bank’s shares are
sufficiently cheap, then it could make sense to continue to hold the underwater bonds
until the shares rise sufficiently.

M&A and Capital Flexibility

M&A remains a viable capital deployment option, particularly for institutions seeking
scale or improved operating efficiency. However, transaction activity continues to be
constrained by pricing discipline, tangible book value dilution, and investor expectations
around earnback periods.

Public market valuations ultimately serve as a governor on deal pricing, reinforcing
the importance of aligning capital deployment decisions with shareholder return
expectations.

Conclusion: Discipline Drives Outcomes

In a slower growth environment, capital allocation is not a secondary consideration; it
is a core driver of performance. While banks cannot control market multiples, they can
control how capital is deployed across competing opportunities.

Institutions that consistently allocate capital with a clear focus on risk-adjusted
returns, strategic alignment, and per-share value creation are more likely to generate
sustainable growth in earnings and tangible book value. In the current environment,
disciplined execution may prove more valuable than more aggressive but less certain
alternatives.


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

Mercer Capital’s Public Market Indicators March 2026
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 March 27,2026

Price / Price / Price /

Month-to- Year-to- Last 12 Price/LTM 2026(E) 2027(E) Price / Book Tangible Dividend

Date Date Months EPS EPS EPS Value Book Value Yield

Atlantic Coast Index -2.0% 1.0% 13.6% 11.2x 9.8x 9.1x 110% 119% 2.6%
Midwest Index -2.3% -1.2% 21.6% 12.3x 9.3x 8.7x 97% 120% 2.7%
Northeast Index -1.4% 1.4% 21.2% 10.4x 8.8x 8.0x 110% 121% 3.1%
Southeast Index -2.0% -1.8% 271% 12.6x 8.4x 7.7x 93% 109% 2.2%
West Index -3.8% -3.3% 6.3% 13.3x 10.1x 8.5x 106% 113% 2.9%
Community Bank Index -4.2% -2.5% 14.3% 11.6x 9.2x 8.5x 104% 116% 2.7%
S&P U.S. BMI Banks -5.3% -9.5% 16.8% na na na na na na

Source: S&P Capital 1Q Pro.
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Median Price/Earnings Multiples Median Price/Tangible Book Value Multiples
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Mercer Capital’s Updated monthly, 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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with assets greater than $1.5 billion
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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
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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

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

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

Mary Grace Arehart, CFA
901.322.9720
arehartm@mercercapital.com

Jack Carter, CPA
615.345.0234
jack.carter@mercercapital.com

Luke Tanner
469.904.6719
tannerl@mercercapital.com

www.mercercapital.com

Copyright © 2026 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.


https://cms.mercercapital.com/industries/financial-services/banks/
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=
mailto:arehartm%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/heath-a-hamby/
http://www.mercercapital.com
https://mercercapital.com/about/professionals/jeff-k-davis/
https://mercercapital.com/about/professionals/jay-d-wilson-jr/
https://mercercapital.com/about/professionals/heath-a-hamby/
https://mercercapital.com/about/professionals/andrew-k-gibbs/
https://mercercapital.com/about/professionals/mary-grace-arehart/
https://mercercapital.com/about/professionals/eden-g-stanton/
https://mercercapital.com/about/professionals/luke-tanner/
https://mercercapital.com/about/professionals/jack-carter/

Mercer Capital

www.mercercapital.com



https://mercercapital.com/
https://mercercapital.com/

