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THE “GOOD ENOUGH” QUARTER 
PLUS… THE COMFORT OF STICKY CORE DEPOSITS 

 

Was the first quarter of 2016 a good quarter for the banking industry? In our view, the best descriptor of first 
quarter bank results was put forth on April 14 by Bob Pisani of CNBC—while major bank results weren’t great, 
they were “good enough”. So the “good enough” quarter is how we will think (and write) about the first quarter 
of 2016 as we prepare for what might be a somewhat chaotic and unpredictable summer for the industry. The 
volatile mix of Fed interest rate policy, the changing credit quality environment and a potentially incendiary 
political cycle will likely make for an interesting background for bank earnings growth (or the lack thereof) as 
we go into what has historically been a quiet and sluggish period for bank stocks. 
 
Why was the first quarter one that was “good enough” for the markets? Because reported results—which were 
generally on target, or slightly better—were accompanied by mostly positive management commentary, and 
the market seems to be convinced that banks will live on to fight another day. The interest rate environment, 
while still a drag on net interest income, did give a bit of a lift to bank results (for our Southeastern companies, 
anyway) as a result of the Fed’s December rate increase, and net interest margins in both the largest and the 
smallest Southeastern banks increased slightly as a result. (Margins at the middle tier banks—the large and fast-
acquiring community banks—got squeezed as accretion from earlier deals declined.) 
 
Our poster child for the Southeast—Synovus Financial (SNV), a bank whose $27 billion-asset size puts it 
somewhere between the community banks and the region’s major players—exhibited many of the features in 
its 1Q16 results that we saw in the rest of our covered Southeastern companies generally. CEO Kessel Stelling 
reported strong trends in C&I lending, with an 11.8% annualized growth pace in commercial real estate loans 
leading the results. Loan yields rose 7 bps as a result of this CRE growth and with some benefit from the 
December Fed move, and the bank’s NIM was up 9 bps accordingly. (Note—Synovus has also reduced its excess 
reserves at the Fed, which benefited the margin.) But like most other bank CEOs, Mr. Stelling also warned of 
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future NIM pressure should the Fed fail to enact further rate increases this year—which remains a possibility, 
although an increasingly remote one. 
 
We often feel like we’re in an alternate universe when we hear Southeastern bank CEO’s describe lending 
conditions in the major markets in our region. These reports of strong loan growth (especially strong C&I 
growth) in Atlanta, Birmingham, Nashville, Tampa, Charleston, and elsewhere stand in stark contrast to the 
gloom and doom that seems to predominate in the daily business shows and with the increasingly common 
discussions of the possibility of a national recession beginning in 2017. Are we missing something?  
 
Is strong Southeastern growth masking declining growth in other regions? Are the well-known issues in the 
energy patch—mostly concentrated in Texas, Louisiana, Oklahoma, and North Dakota—casting that deep a 
pall over the national economy? In any case, while it might yet be premature to be singing “Happy Days Are 
Here Again” in the Southeast (especially in the metro Atlanta area), we’d say that 1Q16 lending trends 
continued along the generally strong growth path first seen in early 2015. 
 
The other glaringly obvious trend in 1Q16 results was widespread credit quality deterioration throughout all 
size banks. The most widely known and discussed credit issue presently is major bank exposure to the energy 
industry, and the spring revaluation of energy loans in the large banks promises to bring more bad news in the 
current quarter, the rebound in energy prices notwithstanding. But while the deterioration in credit quality 
metrics is not yet severe enough or widespread enough to send us running for the exits, it was enough to put 
us on notice that a new credit cycle is beginning and that the direction of loan loss provisions is most likely (and 
steadily) up.  
 
Once again, the credit results at Synovus provided some valuable insights into industry trends. The loan loss 
provision for the quarter jumped from $5 million in 4Q15 to $9 million in 1Q—not as a result of massive 
deterioration in the underlying loan book but due to the absence of the large loss recoveries that had been 
present in the recent past. Annualized loan losses more than doubled during the period as a result—from 6 bps 
to 13 bps—and CEO Stelling warned both that losses for the year would likely be in the more normal range of 
20 bps-30 bps, and that the quarterly loan loss provision would unlikely decline from 1Q levels. It’s all simply 
a reminder that while the credit environment (outside of the oil patch, that is) remains largely benign, the credit 
cycle has not been repealed and that earnings estimates should be adjusted accordingly. 
 
There is not a lot to say about fee income and non-interest expense trends—except that community banks need 
more of the former and all banks need less of the latter. Our smallest tier of community banks ($1 billion-$5 
billion in assets) remain overwhelmingly dependent on net interest revenues, and should seek partners that 
will make them less so. The fee picture is mixed for the next tier of community banks—those headed to the $10 
billion goal post and beyond—and it still seems to us that these banks would be the natural providers of 
investment and trust advisory services in their markets. (Even some of the larger banks—like Synovus—have 
far to go on capitalizing on these annuity streams of income.) The one bright spot is that mortgage activity 
seems to be picking up currently and 2Q16 results should reflect that annual reality. 
 
Expenses remain generally elevated above the 60% level pretty much across all size segments in the banking 
industry, and in the absence of a revenue lift from higher rates, it’s hard to see what changes that rather grim 
reality. Most banks have been through the first and second iterations of cost cutting programs, and the acquiring 
community banks continue to pare costs from recent acquisitions. [Nashville mega-community bank Pinnacle 
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Financial (PNFP) remains the regional champ in acquiring and cutting, and they’ll soon be doing it again with 
Avenue Financial (AVNU).] It seems to us that from here on out it’s going to be a much tougher slog to get 
expenses down, and it will likely be a long process of moving consumer banking to alternative platforms and 
using fintech to alter both up front and back-office banking processes. Ironically enough, banking industry 
giant Bank of America (BAC) seems to be leading the banking pack in this process—proving once again 
necessity is indeed the mother of invention. 
 
Speaking of fintech, we think that it is worthwhile to survey the goings-on in the financial technology world as 
part of any quarterly banking survey, and recent days have shown that this segment of the financial services 
world is indeed undergoing a shakeout of significant proportions. The first of the new fintech players were the 
“marketplace lenders”—i.e., the companies that aimed to take lending away from the stodgy old banks and 
make it much more accessible online. The granddaddy of the group was Lending Club (LC), followed by 
Prosper, Avant, OnDeck, etc.—and these companies grew fast (and apparently loosely) and are now paying the 
price for that growth. While Lending Club’s precipitous stock decline (from $19 a year-ago to roughly $4.00 
currently) has been aggravated by some serious governance issues and by the departure of its founding CEO, 
the issue for these companies generally is a familiar one—loan growth has to be funded in the money markets, 
and any loss of market confidence in the underlying loan product can lead to a swift withdrawal of funding.  
 
Thus a reminder of why stodgy old banks remain the safest lenders around—because they have all those sticky 
core deposits. Ironically, even as Lending Club was releasing its bad news and dismissing its CEO, the Treasury 
issued yet another white paper on fintech, this one aimed directly at the marketplace lenders. Dated May 10 
and titled “Opportunities and Challenges in Online Marketplace Lending”, the white paper explores the risks 
associated with the model-driven lending algorithms used by the online lenders and points out the untested 
nature of these business models. There is a lot in the white paper to consider, but the underlying message was 
clear—the Treasury has no intention of letting this industry grow without close oversight and ongoing 
examination, and the conclusion that we (and many others) have drawn is that these companies will likely come 
under some more extensive regulatory umbrella in the future. (Perhaps with banking charters attached?) 
 
There is one other issue to be discussed as we look forward to banking results in latter 2016, and it is 
unfortunately inescapable—what may happen both to the business environment and to bank stocks as we move 
toward the election in November. While we feel generally that we and the markets already have the lay of the 
land when it comes to the November outcome—and that the banking industry can live with any of the expected 
outcomes—this has been the year for surprises, and we especially feel compelled to mention even some of the 
more distant possibilities. 
 
For instance, how would the business community and bank stocks react should the rumored inclusion of 
Elizabeth Warren as a Vice-Presidential candidate on a Clinton ticket become a reality? What if—by some 
unforeseen event—Bernie Sanders should indeed come out at the top of the Democratic ticket? What if Donald 
Trump does a full-on “let’s renegotiate the national debt” as a Republican Convention platform item? The mind 
reels—and so would the markets, most likely, with the financial services stocks being the most visible casualties 
and business sentiment following closely behind. 
 
Here’s hoping for the best—that Mrs. Yellen and the Fed come to their senses and begin to raise rates in a slow 
and predictable fashion in June, that retail sales continue to surprise on the upside, and that the Southeastern 
lending resurgence continues without morphing into something too dependent on residential real estate 
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construction and thus too prone to a crash. But we also feel that we need to be prepared this summer for a more 
equivocal outcome, and we’ll be happy if “good enough” bank earnings are about as good as it gets for a while.  
 
 

To read NAB Research’s disclosures for the preceding commentary, please follow this link: 
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Data Supplement 
 

The 10 largest U.S. bank holding companies returned $64.9 billion in cash to shareholders during the last 12 
months (“LTM”). This included $35.6 billion of cash deployed in share repurchases and another $29.3 billion 
in dividends declared on common and preferred stock. While those large numbers can seem staggering, those 
10 companies reported an aggregate of $10.2 trillion in total assets as of March 31, 2016, so LTM cash returned 
to owners was only about two-thirds of a percentage point of those companies’ current balance sheets. 
 

 
   Source: SNL Financial 
 

More broadly, the institution-level data for commercial banks and savings banks shows that balance sheets 
continue to grow despite the drive to return cash to shareholders. At institutions with more than $50 billion 
in assets, liquidity assets declined $55.0 billion over the LTM, but loan balances increased $429.5 billion (vs. 
a $352.6 billion increase in funding). For asset classes ranging from $500 million up to $50 billion, loan growth 
and deposit growth in aggregate dollars were highly correlated. Banks in the $100 million to $500 million 
asset class showed characteristics similar to the largest banks, decreasing liquidity assets while growing loans 
much more quickly than deposits. Liquidity assets here are defined as cash, balances due, securities, Fed 
Funds sold, reverse repurchase agreements, and loans held for sale. 
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This commentary was provided by Nancy Bush, CFA of NAB Research, LLC and is being distributed by Banks Street 
Partners, LLC. The views of the author do not necessarily represent the view of Banks Street, and Banks Street has 
neither directed nor had editorial oversight over the content. Material in this report is from sources believed to be 
reliable but no attempt has been made to verify its accuracy. Past performance is no guarantee of future results. Banks 
Street Partners, LLC actively seeks to conduct investment banking in the financial institutions sector, including with 
the companies listed in this report. To learn more about Banks Street, please visit www.BanksStreetPartners.com. 
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