


Mercer Capital’s Bank Watch

NIB Deposits Anesthetize Bond Pain

The August Bank Watch looks at unrealized losses in bank bond portfolios based
upon Call Report data as of June 30, 2022. Our review of unrealized losses as of
March 31 can be found here.

Fed Chair Powell gave a short 8-minute speech on August 26 at the annual Jackson
Hole, Wyoming economic summit that is hosted by the Federal Reserve Bank
of Kansas City. The gist of Powell’s speech is that the Fed is solely focused on
reducing inflation. Powell’s speech in 2021 discussed “transitory” inflation and the
timing of when the Fed might begin to reduce its monthly purchase of $120 billion
of U.S. Treasuries (“UST”) and Agency MBS. At the time consumer prices were then
advancing around 5% vs 9% now.

Last year, equity markets liked what it heard from Powell at Jackson Hole regarding
the liquidity spigot; not so this year as the S&P 500 declined 3.4% and the NASDAQ
declined 3.9% the day Powell spoke. The NASDAQ Bank Index declined 2.4% and is
down 12.8% year-to-date through August 26.

Interestingly, UST yields did not move much even though Powell said it would not be
appropriate to stop hiking at a “neutral” rate. As such, bank bond portfolios did not
incur additional losses. In fact, the peak loss for most bank bond portfolios was in
mid-June when the yield on the 10-year UST rose to 3.49% compared to 2.98% on
June 30 and 3.04% on August 26.

Based upon our review of bank second quarter earnings calls and analysts’ write-
ups, investors seem to be taking the losses in stride given solid growth in spread
revenues as NIM expansion has been dramatic. Last spring that was not the case
when the ~150bps increase in intermediate- and long-term rates produced significant
losses in bond portfolios given little coupon to cushion the higher term structure.

As shown in Figure 1, the Fed has hiked the Funds target rate much faster and by a
greater magnitude than it did in 1994 when the Fed waylaid the bond market with
300bps of hikes. Bond portfolios were hammered as the hikes and an upturn in
inflation drove longer-term rates higher by ~275bps. The curve became flatter but
never inverted as investors assumed a recession would not develop. '

Figure 1: 1994 Bond Bear Market vs 2022 Bond Bear Market
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Powell's comments last week imply short-term policy rates may go as high as 4% by
next Spring based upon futures markets. Given little movement in UST yields, bond
investors are pricing in slowing economic activity and possibly lower yields to come. If
so, the inverted UST curve prospectively will become more inverted if the Powell Fed
can stomach the seemingly probable fallout as it pushes short rates higher.

" The Fed rate hiking campaigns of 2004-2006 (425bps of cumulative hikes to 5.25%) and 2015-2018 (225bps to 2.50%) did not produce as great of losses as the current cycle and 1994. The curve was exceptionally steep in 2004 such that long-term UST rates
rose less than 100 bps (Greenspan called it a “conundrum”) while it took a couple of years for long-term yields to peak in 2018 around 3% vs the “all-at-once” episode this year.
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Figure 2: Unrealized Bond Portfolio Losses vs Cost Basis and Tier 1 Capital

June 30, 2022 Average

FDIC Data Assets

Asset Size ($Mil)

> $250B 12 $1,071,846
$100B - $250B 17 $170,208
$10B - $100B 101 $26,275
$3B - $10B 185 $5,270
$1B - $3B 500 $1,686
$500M - $1B 655 $701
$100M - $500M 1,993 $254
< $100M 698 $61
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HTM Gain / (Loss)
Cost  T1 Capital
(%) (%)

AFS Gain / (Loss)
Cost T1 Capital
(%) (%)

-5.4% -14.2% 14.2% -7.4% -17.7%
-6.3% -11.3% 8.4% -7.3% -11.7%
-7.1% -15.6% 6.0% -7.2% -7.6%
-7.6% -16.2% 4.0% -6.7% -8.3%
-8.0% -18.9% 3.1% -5.4% -5.0%
-7.5% -20.5% 2.4% -4.5% -4.6%
-7.5% -22.5% 2.5% -4.0% -5.5%
-5.7% -18.0% 4.4% -3.3% -7.8%

Unrealized losses are not netted for taxes
Source: S&P Global Market Intelligence, FDIC and Mercer Capital

Figure 3: Unrealized Bond Portfolio Losses vs Cost Basis and Tier 1 Capital

Dec 31, 1994 Average

FDIC Data Assets

Asset Size ($M)

> $250B 0 $0
$100B - $250B 4 $154,571
$10B - $100B 55 $21,213
$3B - $10B 130 $5,599
$1B - $3B 191 $1,666
$500M - $1B 245 $707
$100M - $500M 2,492 $197
< $100M 7,138 $43
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0.0% 0.0% 0.0% 0.0% 0.0%
-1.4% -1.2% 2.3% -10.2% -3.5%
2.1% -2.5% 10.7% -3.3% -6.3%
-2.5% -5.0% 12.2% -3.7% -8.6%
-2.8% -5.7% 14.6% -2.8% -6.9%
-2.4% -4.7% 15.0% -2.8% -6.0%
-2.4% -5.7% 16.4% -3.0% -6.6%
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Unrealized losses are not netted for taxes
Source: S&P Global Market Intelligence, FDIC and Mercer Capital

August 2022

As shown in Figure 2, unrealized losses as of June 30
were significant though losses and gains are excluded
from regulatory capital for all but the largest banks.

Unrealized losses in available-for-sale (‘AFS”)
designated portfolios ranged from an average of 5.7%
of cost for banks with less than $100 million of assets to
8.0% for banks with $1 billion to $3 billion of assets. As
a percent of tier one capital the range was from 11.3%
for banks with $100 billion to $250 billion of assets to
22.5% for banks with $100 million to $500 million of

assets.

Figure 3 provides the same data as of year-end 1994
when the ten-year UST was near a cyclical peak of
~8%. The bear market of 2022 is far worse than the
1994 bear market. Unlike 1994, portfolios today have
little coupon to cushion the impact of rising rates. Also,
duration may be longer today.

The “coupon issue” today is reflected in low portfolio
yields. As an example, the average taxable equivalent
portfolio yield for banks with $1 billion to $3 billion of
assets was only 1.96% in 2Q22 compared to 1.80%
in 4Q21 immediately before the Fed began to hike.
By way of comparison, the yield on one-month T-bills
as of August 26 was 2.21% and 30-day LIBOR was
2.49%. Cash yields more than bond portfolios and
prospectively will yield much more if the Fed pushes
the Funds target to 4% by next spring.
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The good news is that portfolio cash flow should be reinvested at much higher yields
to the extent it is not used to fund loan growth or deposit run-off. The same applies
to fixed rate loans, which are not marked-to-market but may have comparable losses
given both higher rates and wider credit spreads.

The exceptionally good news is that non-interest-bearing (“NIB”) deposits, which are
the core of core deposits, are driving NIM expansion and growth in spread revenues.
Rate hikes this year are inflating the value of NIB deposits. There is no mark-to-
market report for a board to see this; rather, the value is in the income statement.

The unknowable question is if the Fed can push short-term rates higher without
producing a sharp downturn or serious credit event that forces the Fed to blink again.
The downturn in bank stocks this year primarily reflects investor expectations about
the potential impact a recession would have on credit costs next year; it is not about
unrealized losses in bond portfolios.

WHAT WE’RE READING

August 2022

Figure 4: Credit Spreads Widen

Commerce Department data indicates that consumers continued to
increase spending in July despite an 8.5% rise in consumer prices.

Over 80% of respondents to Bank Director's 2022 Technology Survey
reported increased technology budgets for 2022, with most naming
cybersecurity as a key area for investment.

The Federal Reserve plans to launch its new payments system, FedNow,
by next summer with the goal of allowing near-instant payments.
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Option Adjusted Spread (basis points over USTs) for US Corp Indices

YIY LQ

6/30/21 9/30/21 12/31/21 3/31/22 6/30/22 Change Change
A US Corp Index 67 70 78 99 132 65bp 33bp
BBB US Corp Index 107 110 121 149 204 97bp 55bp
BB US Cash Pay HY Index 218 217 211 236 416 198bp 180bp
B US Cash Pay HY Index 348 362 350 376 649 301bp  273bp
CLO A Discount Margin 201 202 211 234 326 124bp 92bp
CLO BBB Tranche DM 314 317 325 351 466 152bp 115bp
CLO BB Tranche DM 654 657 676 715 916 262bp 201bp
CLO A Tranche Yield 2.67% 2.73% 3.27% 4.69% 6.28% 3.62% 1.60%
CLO BBB Tranche Yield 3.82% 3.96% 4.41% 5.85% 7.72% 3.90% 1.86%
CLO BB Tranche Yield 7.42% 7.57% 8.11% 9.64% 12.32% 490% 2.69%

Source: Bloomberg, BofA ICE and Mercer Capital

About Mercer Capital

Mercer Capital is a national valuation and transaction advisory firm that has advised
banks for 40 years through bear and bull markets. Please call if we can be of
assistance.

Jeff K. Davis, CFA
jeffdavis @ mercercapital.com | 615.345.0350
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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 August 26, 2022

Price / Price / Price /

Month- Quarter- Year-to- Last 12 Price/LTM 2022 (E) 2023 (E) Price / Book  Tangible Book Dividend

to-Date to-Date Date Months EPS EPS EPS Value Value Yield
Atlantic Coast Index 4.8% 7.6% -4.5% -0.4% 9.3x 9.7x 9.1x 122% 135% 2.8%
Midwest Index 2.0% 2.1% -1.6% 6.8% 9.4x 10.0x 8.9x 108% 128% 2.8%
Northeast Index 1.7% 4.4% 0.0% 8.4% 9.0x 9.2x 8.5x 117% 126% 2.9%
Southeast Index -1.6% -0.9% 3.1% 4.4% 11.6x 9.3x 8.3x 121% 133% 2.7%
West Index 0.5% 3.7% -9.2% 4.8% 10.1x 9.0x 7.5x 113% 119% 2.8%
Community Bank Index 1.9% 4.0% -3.0% 5.2% 9.5x 9.5x 8.5x 117% 129% 2.8%
S&P U.S. BMI Banks -0.2% 77% -16.3% -13.9% na na na na na na

Source: S&P Capital IQ Pro.
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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 August 26, 2022
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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

© 2022 Mercer Capital // Data provided by S&P Global Market Intelligence
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MERCER CAPITAL

Depository Institutions Services

MERCER
CAPITAL

BUSINESS VALUATION &
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

Depository Institutions Team

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

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

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

Mary Grace Arehart, CFA
901.322.9720
arehartm @ mercercapital.com

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

www.mercercapital.com

»  Tax compliance
»  Transaction advisory
»  Strategic planning

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

William C. Tobermann, CFA
901.322.9783
tobermannw @ mercercapital.com
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