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Overcoming M&A Obstacles: A
Q&A on Common Problems in the
Community Bank Market

By Kamal Mustafa, Invictus Chairman

Q: We want to acquire banks, but the biggest problem we
have in our market right now are lack of sellers. Until that
changes, how are acquisitions a practical option?

A: There are several reasons for the apparent shortage of sellers:

v" It goes against the grain for non-ownership manage-
ment to choose to sell their banks. In fact, it is far
more common for management to resist, even if the
investors want to sell.

v Banks want to avoid the disruption in operations,
customers and management, coupled with the oc-
casional stigma that accompanies the divestiture of a
bank. Equally importantly, once a bank is up for sale,
its eventual disposition (irrespective of final price) is
preordained.

v Bankers want to avoid the uncertainty regarding the
bank’s transaction value in the market.

v" Executives have concerns regarding job security.

These disincentives can be overcome if an acquirer has

a proactive approach and the right analytics. Bankers
that use proper analytics can identify targets, determine
a reasonable and attractive price, and facilitate a
confidential transaction — without the negative attention
and exposure drawn by traditional auctions.

Q: The asking price for some of these banks appears
outrageous. When do you think the valuation
expectations of selling banks will come back to earth?

A: The term “outrageous price” implies its measurement
against a certain standard. The choice of standard
(historical book values, multiples, tangible book value
dilution etc.) is fraught with danger. That’s where many
banks/buyers miss potential opportunities.

The post-recession environment, with its drastically
changed capital adequacy requirements, low interest rate
monetary policy and highly competitive loan demand,
remains in flux. You can’t compare it to the pre-recession
banking environment. These radical changes demand an
equally radical change in the approach to M&A valuation
in banking.

There are several factors whose importance has

been underscored by the new and evolving banking

environment. These have to be recognized and wherever
possible quantified to properly assess the true value of a
target. Consider:

1. The same target has substantially different values
based on the potential acquirer’s unique loan mix,
risk profile, profitability and capital structure.

2. The same target will also have substantially different
values to you based upon current and anticipated
economic conditions and monetary policy.

3. Analyzing publicly available financial data us-
ing traditional metrics is extremely misleading in
quantifying a potential opportunity. Due diligence
techniques based on pre-recession practice cannot
accurately evaluate the pro forma implications of the
transaction.

4. Historical statistics are meaningless, even when
evaluating similar institutions in overlapping
geographic territories. This is one of the most com-
mon and serious mistakes made in M&A across all
industries. Its only value is to an intelligent acquirer
who can gain an edge by estimating the competing
bidding ranges of the acquirers that rely on histori-
cal statistics based on legacy analytics.

The bottom line is there is no such thing as an
outrageous price. You could be paying an outrageous
price, but the same “outrageous price” could be very
reasonable for an acquiring bank that has done its
homework with the proper analytics.

Q: I feel like | know and have talked to most of the other
players in my market. In some cases, | think | know
them better than they know themselves. How could |

possibly still gain some kind of edge with analytics?

A: The probability of a CEOQ/investor acknowledging the
possibility of selling his or her bank should be evaluated
in the context of the probability of you acknowledging to
the same CEO/investor the availability for sale of your
bank. There is always a price at which your bank would
be for sale. Unfortunately, acknowledging that fact in a
social setting to an outsider, no matter how friendly, is
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fraught with serious operating and legal issues:

v" There is inevitably a personal consideration for the
selling management. This consideration cannot
be addressed and/or taken seriously by the seller
until the potential buyer has indicated a reasonable
transaction structure based on the proper pre-due
diligence analytics.

v Every CEO/investor has a mental estimate of the ap-
proximate selling value of their bank in the existing
marketplace. This estimate is based on a subjective
evaluation of recent transactions, investment banker
and board member conversations, press articles, etc.
This mental evaluation/expectation is generally not
conducive to a selling decision. Unfortunately, these
“mental evaluations” do a disservice to the CEO’s/
investor’s bank, which could have a substantially
higher value to the right buyer.

v This “mental estimate” that is in the mind of every
CEO/investor in the marketplace opens up a unique
opportunity for buyers that can identify targets (not
officially for sale) that create substantial value for the
buyer. In the right situation this “substantial value”
could translate into a price discussion that is above
the “mental estimate” of the potentially selling CEO/
investor. A surprisingly large number of transactions
across a wide range of industries have occurred after
such conversations. The confidentiality associated
with such potential transactions often leads to sub-
sequent discussions without the negatives associated
with auctions.

v" Also keep in mind that ‘shareholder fatigue’ is
beginning to accelerate at many of these targets.
Many shareholders are feeling the pain of reduced
or eliminated dividends over a prolonged period of
time, so their patience relative to achieving a return
on investment is beginning to wane. Many of the
CEOs at these institutions will want to take control
of the process if they sense that the sale of the bank
is inevitable. You want to be in front of them when
that happens, so you want to be talking to them a
year early, not a day late. If an investment banker
is engaged to manage the sale of the bank via an
auction, they are no longer in control and you just
become a stalking horse for their investment banker
to exploit and drive up the price.

Q: Ifeel like pundits have been predicting a consolidation

in the industry for years. Will it ever happen, and if so,
what will be the tipping point?

A: The community banking market has indeed consolidated

since the recession, and it will continue to do so.
Invictus projects another 9oo banks must or should be
sold based on their lack of capital and earnings as of
12/31/15. The community banking market has always
been conservative and traditional. Community banks
are not generally owned by investors looking for a
quick turnaround. This has created an investor base
that is not likely to react knee-jerk fashion to economic
downturns. On the other hand, there are some very
unique and unusual factors that are silently putting
enormous pressure on the same investors. Certain
institutional investors have already started using their
weight with bank management. This will continue to
ramp up and build to a crescendo before the market
tips. Consider:

1. The Russell 2000 is a good indicator of the type of
equity discrimination (by industry) that is occur-
ring. Given the psychology of the typical community
bank investor and their long-term orientation, there
remains some comfort that existing investors will
not abandon ship. However, the loss of appetite for
investment in banking institutions has significance
in that it will certainly discourage the entry of new
investors into the sector.

2. There is an insidious change going on in the com-
munity banking market that is masked by tradi-
tional accounting and asset liability management
systems and ignored by market analysts and invest-
ment bankers. This will inevitably change commu-
nity bank investor perspectives and behavior.

The prolonged period of low interest rates has slowly
but steadily poisoned bank loan portfolios with ever-
increasing percentages of low interest loans created
in the post-recession monetary policy. The impact
of these low interest loans is to some extent negated
by the accompanying low cost of funds, creating
complacency that has no business in the community
banking market. Pre-recession low interest-rate
periods were short in duration with reasonably high
interest rate troughs. These fluctuations did not
have enough time to impact significant portions

of loan portfolios. The prolonged low interest rate
environment does not bode well for future earnings,
as higher rate and spread loans continue to run off
balance sheets. Increased competition for loans and
aggressive pricing by banks continues to aggravate
the situation.

3. Financial leverage continues to decline in the com-
munity banking system as capital adequacy require-
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ments continue to rise. More capital is going to be
required support the same amount of assets, assets
that have substantially lower earnings power. This
trend of increasing capital adequacy requirements
shows no sign of abating.

In summary, investors will start to see consistently
decreasing earnings and a lack of liquidity that will
increasingly test their patience. These operating and
financial trends are already happening, but they have yet
to be recognized due to the limitations of legacy analytics
and reporting systems. The rate of transformation of
loan portfolios, toward increasing percentages of lower
interest rate yield loans, is accelerating at an alarming
rate. These issues will rise to the surface once we see a
change in the business cycle, likely driven by a change in
monetary policy or an economic downturn.

Q: We have been thinking about acquisitions, but we are
in the process of a core systems conversion and have
several other internal projects on the horizon that
are tying up resources. What do you think the M&A
environment will be like say nine to twelve months from

now, when we think we may be ready?

A: Every industry in the U.S. has come under financial
and operating pressure at some point, resulting in an
inevitable decline in investor ROI. The survivors are the
institutions that capitalized by consolidating aggressively
through acquisition. Early adopters have always
survived the downturns and prospered in the recoveries.
Institutions that delay, due to timidity or excessive
introspection, often disappear from the landscape. This
scenario is built into the DNA of capitalism. In banking,
the top 20 banks built up their present positions through
acquisitions. Many of their peers of the 1990s exist only
in history books. This pattern has and will continue to
repeat itself.

A bank that is focused only on the coming year needs
to take a step back from its annual business plan and
consider:

1. Any business plan in the community banking market
will reflect, at best, low double-digit growth. Growth
in assets means inherently low yields and increasing
risk. In the meantime, higher rate loans will con-
tinue to run off the bank’s books.

2. Even in the best of circumstances, given the existing
operating environment, most banks will be worse off
at the end of the year. And to achieve their year-end
targets, they will have to deal with the accompanying
challenges, stresses and operating costs of running
their bank.

3. One small M&A transaction, properly analyzed and
structured, can in the space of months result in
better earnings and a far more robust yielding asset
base than the eventual successful completion of the
proposed annual business plan. The opportunity
time lost during this year can never be recovered.

4. The odds of the appropriate transaction being
available 12 months down the road will continue to
decline at a rapid rate.

5. It is very easy for management to delay focusing on
a perceived “non-essential” process like M&A while
getting the “house in order.” In most environments
this is the essential and fundamental responsibility
of management. Unfortunately, economic condi-
tions, monetary policy and the competitive environ-
ment have created a slow but steadily burning fire
outside the house that has to be addressed as part of
a bank strategic planning process.

6. A proactive approach to M&A — which results in the
best transactions —already requires patience. There
is a courtship and dating period that occurs before
there is a wedding. If you are thinking about a trans-
action 9-12 months from now, you need to start the
courtship period now.

Q: Do | have to work with an investment banker if | want
to acquire banks? They seem to be the ‘connectors’

between buyers and sellers in the market.

A: Investment bankers will continue to have a key role

in the M&A market. However, it becomes extremely
important for the community banker to properly define and
compartmentalize the role of the investment banker. From
an investment banker’s perspective, advising the seller is the
equivalent to a ‘bird in the hand,” whereas buyers are just
birds in the bush. In most situations, buyers are becoming
aware of banks for sale through the seller’s investment
banker, not their own. Long story short — if you are a buyer
and your investment banker is not bringing you deals, then
their value to you is more limited and the analytics and
deal advisory they bring to the table becomes more of a
commodity. =

About the Expert: /nvictus Chairman Kamal Mustafa is the
former head of global M&A at Citibank.

Editor’s Note: /nvictus’ forward-looking risk analytics (FLRA®)
help its M&A SWAT team to identify potential targets and
determine transaction value before banks are even on the
market. For more information, contact George Dean Callas at
gcallas@invictusgrp.com.
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Read Between the Lines

Each month Bank Insights reviews news from regulators and
others to give perspective on regulatory challenges.

FDIC Annual Report Reveals
Enforcement Trends

The Federal Deposit Insurance Corp. conducted
1,871 safety and soundness exams in 2015, issuing
233 formal enforcement actions and 165 informal
ones, the FDIC revealed in its recently released 2015
Annual Report. Those statistics do not include 521
institutions with a composite CAMELS rating of 2 that had Matters
Requiring Board Attention identified in exam reports. “The FDIC
has heightened its focus on forward-looking supervision aimed at
ensuring that risks are mitigated before they lead to financial deterio-
ration,” the report noted. “In 2015, the FDIC concluded a two-year
effort to train risk management supervision staff on forward-looking
approaches to supervising institutions.” The report also revealed that
the FDIC has created a new operational risk branch responsible for
information technology policy and exams as well as cybersecurity
initiatives.

Capital is Still King, Hoenig Tells
Federal Reserve

K
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Capital still matters, FDIC Vice Chairman Thomas
M. Hoenig said in a speech at the Federal
Reserve Bank of New York’s Conference on
Supervising Large Complex Finance Institutions.
He stressed that “supervisors must recognize
their limits and insist that banking firms hold sufficient capital to
backstop management mistakes and simply bad luck.” The most
dependable measure of capital, he argued, is the tangible leverage
ratio, which is a stricter measure than now required. “From a
supervision program perspective, moving away from risk-based
capital measures toward an assessment of adequacy based on
tangible equity would generate more reliable information from
which to make supervisory judgments and would free up billions
of dollars from supervision budgets currently spent waiting for,
understanding, and implementing risk-based measures,” he said.

Regulators Clarify Rules for Prepaid Cards
Aiigriz  Hoping to ward off criminal activity,

*, banking regulators and the Financial Crimes
Enforcement Network have issued new guidance
to clarify Customer Identification Program
requirements for banks that issue prepaid cards.
The guidance also covers contracts with third-party programs.
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OCC Updates Oil and Gas Lending Booklet

If your bank has oil and gas assets, be sure
to read the updated 84-page Comptroller’s
Handbook on “0Oil and Gas Exploration
and Production Lending.” The booklet
advises examiners on the risks associated
with oil and gas lending, and gives guidance on evaluating
exploration and production loans. It warns against
concentrations and says the biggest risks are “credit, interest
rate, liquidity, operational, compliance, strategic and
reputation.” The booklet also discusses the allowance for
loan and lease losses and accrual accounting guidelines for
oil and gas loans.
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Worth Watching: Outsourcing Technology
Services Video

The FDIC’s concern about managing
third-party vendors continues. Its newest
technical assistance video for community
bank directors focuses on outsourcing
technology services. Regulators want to
ensure that community bank executives develop risk-
assessment programs for vendor management.

CFPB Chief Touts Enforcement Efforts

oy S
c ..‘ ' that are not carefully reading Consumer

r Financial Protection Bureau enforcement
orders for guidance about how to manage their own
institutions are guilty of “compliance malpractice,” CFPB
Director Richard Cordray said in a speech to the Consumer
Bankers Association. He said the bureau’s enforcement
orders “provide detailed guidance for compliance officers
across the marketplace about how they should regard
similar practices at their own institutions.” Despite critics
who say this is “regulation by enforcement,” Cordray
argued that he is instead “working toward a pattern
of actions that conveys an intelligible direction to the
marketplace, so as to create deterrence that can be readily
understood and implemented.”

About Invictus

Invictus Consulting Group’s bank analytics, strategic consult-
ing, M&A and capital adequacy planning services are used
by banks, regulators, investors and D&O insurers. For past
issues of Bank Insights, please go to the Invictus website.

Compliance officers and bank executives

For editorial, email Lisa Getter at Igetter @invictusgrp.com.
For information about Invictus, email info@invictusgrp.com.
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