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CAN IT GET BETTER THAN THIS?  
 
The 4Q18 earnings reporting season was one of the more remarkable ones in our memory. We can seldom—and maybe 
never—in the course of nearly 37 years recall a bank CEO uttering these words in an earnings conference call: “We have 
the best fundamentals in our history.” That pronouncement came on January 25 and was voiced by CEO Dennis Hudson 
of Seacoast Banking Corp. of Florida (SBCF). His words were particularly noteworthy given that his bank has spent 
much of the last decade recovering from the real estate bust that flattened Florida in the wake of the Financial Crisis 
and in the process refining their data-mining processes to produce greater efficiency and customer profitability.  
 
Yes, SBCF is headquartered in Florida and that state is booming right now, but the commentary for industry participants 
everywhere in the last quarter of 2018 was positive and confident of good growth to come. This air of optimism was 
particularly noteworthy given the backdrop for fourth quarter earnings: record volatility in capital markets and a huge 
drop in stock values that resulted in an historic decline in household wealth. But according to CEO commentary during 
the earnings calls, banking customers (both commercial and consumer) seemed to be mostly unshaken by the volatility 
and continued to look forward to strong growth trends in 2019. Indeed, commercial trends seemed to point to 
heightened investment on the part of small business owners—an ingredient of loan growth that had been long hoped-
for but not much seen. 
 
It will be interesting to see if this air of general optimism endures in the commentary to come in April. There has been 
a very strong bounce-back in the equity markets and a huge decline in volatility measures indicating that investors are 
largely sanguine about America’s growth prospects—at least for the near future. But against this backdrop of market 
strength is a more mixed picture for bank fundamentals. The strong rebound in the equity markets (the S&P is up 
roughly 12% year-to-date) has come against the backdrop of a Federal Reserve that has done a confusing (and somewhat 
mystifying) U-turn on the matter of future increases in rates. 
 
While there has been an impressive show of unity among the members of the Federal Reserve Board in characterizing 
this change in its stance on rates as one that is in response to slowing growth conditions globally, the popular view is 
that this reversal in policy was in response to the extreme volatility in U.S. markets in December and that a “Powell 
put” is now in effect with regard to equity market valuations. While a stable and rising equity market may be supportive 
of consumer and business confidence, the downside is that this dramatically slowing (and now apparently halted) path 
of rate increases will continue to present the banking industry with the most formidable headwind of 2018—the 
flattening yield curve and the resultant heightened need for vigilance both on deposit rates and operating expenses.  
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The Fed’s full retreat on rates is particularly ill-timed, given that the banking industry is just beginning to realize real 
traction on the net interest margin front. NIM levels made notable headway at the nation’s largest banks (the NIM at 
Bank of America Corp. (BAC) increased 6 bps, to 2.48%, to cite just one noteworthy increase) as these companies 
continue to capitalize on their multiple avenues of mobile deposit sourcing, but even the smallest banks that we monitor 
had begun to see stabilization in the local deposit pricing wars and had capitalized on their generally asset-sensitive 
postures. In the mid-sized community growth segment—where margin trends are often impacted by accretable yield 
and the level of deal activity in prior quarters—NIM trends were mixed, but better loan volumes at higher rates had a 
generally overall positive impact on these banks as well. 
 
What will the first quarter of 2019 bring? We would caution readers from extrapolating much from 4Q18 into the first 
quarter of this year. For one thing, there will be two fewer days in the first quarter which will result in lower levels of 
net interest revenues, all other things being equal. The first quarter also is a seasonally subdued one, especially in the 
important segment of mortgage banking and in lending related to residential construction. Additionally, the market 
volatility of the fourth quarter and the Fed’s reaction to it have contributed to an overall popular narrative of the 
American economy as being in the “late cycle” phase of the business expansion, and if this narrative gains traction it 
has the potential to become a self-fulfilling prophecy. 
 
In any case, the Street is projecting a decline in sequential earnings for our monitored Southeastern companies, ranging 
from an aggregate decline of 6% for the region’s largest banks to a 3% decline for banks in the $1 billion-$5 billion asset 
range. We think that this projected decline in earnings reflects both the Street’s innate conservatism in projecting 
earnings coming off such a volatile quarter as was 4Q18, but also an overall muted outlook on the part of the banking 
industry for loan growth in 2019. (The expectations of most of our monitored banks is for “mid-single digits” loan 
growth this year, versus the industrywide “mid-to-high single digits” expectations of mid-2018.) Add to this more 
subdued assessment of growth the reality that the first quarter of any year involves higher employee expense accruals—
both in FICA accruals and in accruals for incentive compensation payments—and it is not hard to see why sell-side 
analysts are reluctant to go into the 1Q19 earnings season with guns blazing. 
 
The issue of deposit costs will remain a focus in coming quarters despite the recent moderation of increases in deposit 
betas as a result of the Fed’s new, very much more dovish stance. Logically, both commercial and retail banking 
customers have absorbed the news of the Fed’s moderation of tone and will not be quite so demanding of higher deposit 
rates as a result. However, here in the Southeast there may be another factor—growing competition and market share 
churn—that can potentially offset the more moderate Fed stance. 
 
Bankers with whom we speak cite ever-increasing competitive conditions in the “hot” markets—Nashville, Charlotte, 
and Atlanta, most notably—and those conditions include both very aggressive loan pricing and weakened structures 
as well as continued competition for deposits in certain niches, mostly in the commercial space. And we note one recent 
and notable piece of news—a plan by JPMorgan Chase & Co. (JPM) to expand its branch presence in the Southeast 
(and indeed in some of those hot markets) as a new competitive element that will be very interesting to watch as it plays 
out over the next two years. 
 
This competitive scrum will be set against the background of the merger of Southeastern giants BB&T Corp. (BBT) and 
SunTrust Banks Inc. (STI)—a deal that is guaranteed to produce its own share of market disruption—and the end 
result could be a whole lot of market share movement going on. 
 
We think that there will also be in 2019 an enhanced focus on an important element of bank fundamentals that has not 
been of much concern in recent years—and that would be credit quality. This renewed focus on credit will come not  
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only from this developing narrative of a “late cycle” economy and what that may mean for future credit quality trends—
historically, the worst performing loans from a credit quality perspective have been made late in the economic cycle—
but also from some recent slight worsening of credit quality trends in both credit cards and in the agricultural sector 
that were featured in the FDIC’s latest assessment of banking industry trends. 
 
Our monitored group of Southeastern companies did not show any jolting changes in credit quality sequentially, but 
there were a couple of trends that we think are worthy of note. First, the region’s largest banks continue to show declines 
in nonperforming assets—from 0.55% at September 30 to 0.50% at year-end—even as they have kept their loan-loss 
reserve levels above the 1.0% level (1.02% at 12/31, to be precise) that tends to produce angst for investors. The same 
cannot be said of the large community banks, where nonperforming assets ticked up slightly in 4Q18 (from 47 bps to 49 
bps) as reserves ticked slightly down (to 0.61%, down 1 bps.) We would reflect that 4Q18 trends in NPAs in the large 
community segment may have reflected the fact that a number of these banks have recently been involved in mergers 
and that there may have been some “year-end reckoning” of marginal credits reflected in the numbers. 
 
But the biggest focus in the banking industry this year will be on the huge topic of M&A, and where it may be headed. 
The Fed’s latest declaration that the economy has slowed more than expected and that rate increases in 2019 will be 
minimal (or none) should logically give pause to those banks that may have been waiting for a better economy and 
better lending trends to achieve their desired returns. The present microscopic difference in yields between the very 
short and the longer end of the rate curve will likely stop NIM improvement in its tracks and send bank CEOs and CFOs 
back to the drawing board for the next round of cost cutting, with the inevitable conclusion that the M&A path is one 
of the quickest ways to accomplish that goal. 
 
We have previously referenced the likely impact of the BB&T-SunTrust merger of equals on competition in the 
Southeastern markets that will be most influenced—and that would be most of the growth markets in the Southeast—
but we also think that this deal will be closely watched to see how the politics play out. The merger has already drawn 
the ire of the Congressional bank hawks with Senator Warren chief among them, as shown by her “grilling” of Fed 
Chairman Powell during his February 26 Humphrey-Hawkins testimony before Congress. Ms. Warren’s subsequent 
takedown of Wells Fargo & Co. (WFC) CEO Tim Sloan and her most recent call for criminal prosecution of bank 
executives who preside over such banking scandals will only amp up the investor perception that the regulatory posture 
toward the banking industry may be changing back toward a less-friendly tone. 
 
Chairman Powell was excoriated for the Fed’s process of bank merger approval, with Senator Warren’s chief complaint 
being that the public is not offered an opportunity to weigh in on these deals and that bank mergers are seldom halted 
by the regulatory process. The Chairman promised that the BB&T-SunTrust deal—which will, after all, create the 
nation’s sixth-largest bank by assets—would receive the proper scrutiny, and we wonder if the Fed will feel pressure to 
go overboard in its assessment as a result. In any case, this mammoth deal will be taking place against a background of 
a newly energized political hostility toward the banks (thanks again, Wells Fargo), and we expect that the impacts of 
branch closings and job losses will be closely scrutinized in Washington and elsewhere. 
 
Back to our initial question— “Can it get better than this?”—we would say that the jury is out on that question. It is 
possible that the Fed’s most recent actions will give the economy a second wind and that loan growth will improve 
enough to offset the NIM impacts of the flattening curve. In any case, we do think that the outlook will be sufficiently 
cloudy to force the banking industry—which can often be maddeningly behind the curve—to force further evolutionary 
(if not revolutionary) changes, and that may be just what the doctor (or the Chairman) ordered. 
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To read NAB Research’s disclosures for the preceding commentary, please follow this link: 
 
http://www.BushOnBanks.com/disclosure.shtml 
 
 
This commentary was provided by Nancy A. 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 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 Partners, please visit www.BanksStreetPartners.com. 

 


