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NORMALIZE THIS…  
 
At this point, it’s hard to look back at bank earnings in the last quarter of 2017 and discern any sign of the 
maelstrom that has been unleashed on the capital markets just a few weeks later. To be sure, the final quarter 
of 2017 was one of the “busiest” quarters that we have seen in a long while — replete with adjustments for 
devalued tax assets, write-downs of securities, special incentive accruals and the usual garden-variety merger 
expenses for many of the acquiring community banks. But there were certainly no signs of stress in asset quality, 
funding costs or any other of the usual predictors of market turmoil. So, what gives? 
 
The short answer is that this latest market swoon had little to do with banks — well, with commercial banks, 
anyway — and more to do with the internal dynamics of capital markets that had become increasingly 
unhinged from realistic valuations, due both to a collective belief that low interest rates would go on forever 
and to the initial enthusiasm over the positive aspects of the tax cut. When reality began to set in — and when 
there was just a whiff of labor inflation in the January employment report — the market was poised for a 
correction, and we got one (in spades). 
 
Thus far, the market dive looks like a relatively contained and short-lived phenomenon, and not a dress 
rehearsal for some systemic event that will take us back to the bad old days of 2008. This happy reality is due 
in no small part to the work that banks (large and small) have been doing over the past decade to build capital, 
cut costs, invest in technology, rationalize delivery and invest in risk management personnel and systems. 
While some (mostly left-leaning) pundits may want to pooh-pooh the notion that the banking system is in its 
best shape ever, the numbers and the results beg to differ. A market sneeze no longer automatically leads to 
banking flu, and for that we have (in large part) the more positive provisions of Dodd-Frank to thank. 
 
When we normalized 4Q17 earnings for the many peculiar aspects of the quarter — no mean feat for a few of 
our banks — the strength of the quarter’s results really leapt out at us. Returns on tangible equity and on assets 
were improved sequentially from 3Q17 results in all our banking size segments, with only one or two exceptions 
for banks in the midst of restructuring programs. Even Bank of America Corp. (BAC) — the industry’s long-
time laggard in achieving consistently acceptable returns — continues to earn above its 10% “cost of capital” 
threshold, as it continues to move toward more robust and more consistent earnings trends.   
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The best results in our banking Southeastern universe continue to be shown by that elite group of large and 
growing community banks, with two of the most active acquirers — Pinnacle Financial Partners (PNFP) and 
South State Corp. (SSB) — achieving operating returns on tangible equity in the 16% range. While the miracles 
of purchase accounting accretion undeniably account for part of the earnings strength of these two companies, 
we have increasingly grown to the view that accretion amounts to nothing without singular focus and a 
conservative risk management foundation to back it up. 
 
The success of Pinnacle has everything to do with the focus of that senior management on what it correctly sees 
as its core strength — the ability to grow commercial loans and to hire (and acquire) the teams of producers 
who can make that happen. This focus is rapidly being exported into the old Bank of North Carolina franchise 
and producers are already joining in the new markets, and the ability of CEO Terry Turner to attract talent from 
the larger regional banks will be amplified as his franchise continues to expand into other large markets. Robert 
Hill and his team at South State likewise continue to quietly export their modern version of the culture of the 
old (pre-First Union) Wachovia into their expanding franchise, emphasizing cultural fit and conservatism in 
their choice of merger partners. 
 
We also want to mention two other banks that are going in the right direction and are in the right state for 
growth. We started monitoring the Florida community banks last year — with some trepidation, given our 
decades-long experience with the larger banks in that state and their unfortunate tendency to crash and burn 
on commercial real estate — but we are glad that we have seen a turn in the fortunes of Florida and have seen 
the group of solid community banks that are growing and innovating there.  
 
CenterState Bank Corp. (CSFL) and Seacoast Banking Corp. of Florida (SBCF) represent two different 
approaches to Florida community banking, and both are equally interesting to us. CenterState has taken the 
route of conservative expansion with like-minded partners, and with the recent closing of Sunshine Bancorp 
and HBCF Holdings, is now Florida’s largest community bank. Seacoast had a more traumatic experience 
during the Florida CRE meltdown and has chosen a more eclectic path back — a complete reengineering of the 
customer experience that incorporates intensive data analytics and digital client interactions to bring down 
infrastructure costs. (We were also pleased to hear Seacoast CEO Denny Hudson say in his 4Q17 earnings 
commentary that his company has “important guardrails” around the pace and manner of growth.) The end 
result for both companies was a 13%+ ROTCE and a 1.20%+ ROAA in the latest quarter, both achieved with 
below-60% efficiency ratios. That last metric is especially impressive given that both banks had to deal with the 
aftereffects of Hurricane Irma and its widespread disruption of business in Florida last September. 
 
Every quarterly reporting season has a narrative that is equally as important as the numbers, and 4Q17 had a 
narrative flow that definitely was not straightforward. On the positive side, most of the CEOs and CFOs 
speaking on the calls expressed optimism that the recently enacted tax cuts would spur business investment 
and faster loan growth than we had seen in the second half of 2017, when uncertainty over interest rates and 
the path of Washington politics seemed to foster borrower indecision. But that was not a universal view —
indeed, Terry Turner of Pinnacle voiced a distinctly different take, saying that while “uncertainty weighed on 
loan demand in 2017...volatility and headline risk will mute a loan pickup this year.” 
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It is hard to discern the rate of underlying organic loan growth in much of our Southeastern universe, since 
many of these companies are rapid acquirers and several large deals were incorporated in the final half of 2017. 
But we noted the occurrence of large loan pay-downs on the part of several companies in the fourth quarter — 
perhaps in anticipation of higher interest rates — and this dampening of underlying loan growth was a trend 
which was in evidence throughout 2017. As a result, organic loan growth in the group mostly ranged in the 
mid-single digit range sequentially and high-single digits year-over-year. We certainly see no reason for these 
growth trends to weaken in 2018, and indeed we would be concerned to see loan growth accelerate too much 
(i.e., overheat) from here — so we hope to see growth remain in this sweet spot. 
  
In a quarter when pretty much everything continued along the same positive paths that prevailed throughout 
2017 — efficiency trends continued to improve (with the usual 4Q caveats), asset quality remained pristine, and 
shareholder value (as measured by tangible book) continued to increase for most companies, what is there to 
worry about? Well, there remains — and will remain throughout the coming year — a singular analyst and 
investor focus on the net interest margin, with both its direction and its components being put under a 
microscope on a quarterly basis. 
 
And why not? We are, after all, coming to the end of a period that is unprecedented in the history of American 
banking — a decade of essentially free money and real negative interest rates, when the priming of the pump 
of the American (and global) financial system and the support of asset values (stock, bonds, real estate, et al.) 
has been the unrelenting focus of the Federal Reserve. The fact that this extraordinary environment has 
persisted for over a decade has almost certainly distorted behaviors and expectations on all fronts — for both 
commercial and retail customers — and it will be interesting to see how these behaviors “normalize” (if indeed 
they do so) in the coming year. 
 
We found a surprising degree of complacency in the 4Q17 management commentary on the subject of consumer 
deposit betas (continuing a trend of the last several quarters) and we will be interested to see if this 
industrywide attitude has changed in the April earnings review. We have since January experienced a rather 
jolting change in inflation expectations and have begun to experience the inexorable march toward higher 
interest rates — indeed, the yield on the 2-year Treasury has just moved into positive territory, at 2.26% — and 
it is inconceivable to us that consumers (especially well-heeled ones) will much longer be complacent about 
static deposit rates as the rates on their credit cards and their mortgages continue to rise.  
 
Indeed, there has been a steady increase of deposit rates — albeit a “stealth” one — for larger commercial clients 
for at least two quarters now, and companies like Pinnacle — one of the most commercially focused of our 
monitored companies — have begun to reflect both the sequential rise in deposit costs at the same time that 
loan pricing remains under intense competitive pressure. As a result, loan yields for PNFP in 4Q17 declined 4 
bps sequentially at the same time that the cost of interest-bearing deposits rose 7 bps, with an 11 bps decline in 
the NIM (from 3.87% to 3.76%) being the end result. While Pinnacle may be the easiest bank at which to track 
these trends, they are by means not the only bank experiencing these rate pressures, and the competitive 
environment may be a major mitigating influence on what should be an upward trend in the NIM as economic 
activity quickens and interest rates continue to rise. We think that the direction of the industrywide NIM would 
better be characterized as having an “upward bias” with the possibility of periodic disruptions to that trend. 
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We also want to challenge the banking industry on one other assumption that we find to be widespread. We 
have found that senior managers at many banks believe that consumer preferences for time deposits — 
especially for CDs — are a thing of the past, and that the “mobile-this” and “digital-that” products now on offer 
will dominate in the future. We urge caution on that view — we strongly believe that many depositors (like us) 
who are perfectly technology literate will nonetheless choose the simplicity and safety of term products, and 
we would urge that bankers have a full suite of products (including some where rates can be adjusted upward, 
i.e., the “bump-up CD”) in order to be ready for consumer behaviors that may as of yet not be fully predictable.  
 
We would also note the historical tendency of some markets in the Southeast — like our beloved Atlanta — to 
become deposit-pricing crazy in periods of strong economic activity, and the pressure in the ATL for higher 
deposit rates appears to be steadily building. 
 
We must of need discuss the other hot topic of 4Q17, and that would be the massive change in tax rates and 
what that change will entail for the heavily taxed banking industry. It seems that tax rates (on an FTE basis) 
will decline from the low-30s % range (32%, to be exact) to something in the 21%-23% range for our monitored 
companies, although it was evident from the 4Q earnings calls that the impact of the tax reduction is not yet 
fully understood and that the projected tax rates are more like “guesstimates” at this juncture. 
 
In any case, this decline in tax rates will provide a major impetus to bank earnings, right? As with everything 
else in banking in this time of “normalization” the answer is — well, maybe. There was a great deal of 
bandwidth on the 4Q17 calls given to the possible uses of the increased after-tax earnings, and there was no 
consensus on whether the ultimate result will be a materially increased level of dividends and/or share 
repurchases, or whether increased internal investment will be the result. Indeed, Jamie Dimon of J.P. Morgan 
Chase & Co. (JPM) has said that his company will look at expanding into new markets (Philadelphia and 
Washington, D.C. were mentioned) and will likely invest additionally in JPM’s workforce. In short, the impact 
of the tax changes at that company were characterized as “still unknown” but the change was seen as having 
“broad positives.” 
 
There was also one other possibility that was brought up — mostly in the earnings calls of the community banks 
— and that was that some part of the possible earnings windfall from lower taxes would be “competed away” 
as the major markets in the Southeast continue to heat up. While this is not exactly the news that we wanted to 
hear, it is nonetheless a realistic assessment of conditions in the community banking industry right now, and 
we believe that this cut-throat competition will be an accelerant to the massive consolidation wave that we have 
seen building over the last two years. Will 2018 be the biggest and most surprising year of deals thus far as all 
these massive environmental changes shake out? We would not be so foolish as to bet against that possibility. 
 
And it all comes down to stock performance, which has been all over the place for the Southeastern banks. The 
strongest one-year performers have been in the major bank segment — Bank of America, BB&T Corp. (BBT), 
SunTrust Banks Inc. (STI) and Synovus Financial Corp. (SNV), most specifically — where the impact of rising 
rates has been a large part of the investment case and will be most easily seen in results. In the community 
segments, the performance winner has been Home Bancorp (HBCP), where the impact of recent acquisitions 
and the improved outlook for the energy industry have made that stock a standout performer. We would also 
note that Terry Turner of Pinnacle has said that his company would take a hiatus from acquisitions, and that 
the negative performance of that stock over both the one-year and YTD basis should improve as a result. 
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Yes, normalize this, indeed. There is little normal about the world in general right now and the outlook for the 
banking industry specifically. But we would say that this group of companies and their stocks present one of 
the equity market’s best possibilities for growth in both earnings and in returns for shareholders. That’s as close 
to normal as we can get in a world where seemingly everything is changing — and we think that investors will 
increasingly have these companies in mind. 
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