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M&A in the cards as US community banks ride high 
on the credit cycle

By Chris Vanderpool and Nathan Stovall March 29, 2017

U.S. community bank margins are poised to expand over 
the next few years, buoyed by a more favorable outlook for 
credit quality.

The rising interest rate environment will mean sustained ex-
pansion in community banks’ net interest margins and push 
returns on equity to the highest level since before the credit 
crisis. Community bank performance should be supported 
by continued strength in asset quality, with the credit cycle 
showing signs that it might have even longer legs than pre-
viously expected, according to S&P Global Market Intel-
ligence’s inaugural U.S. Community Bank Market Report.

Community banks’ earnings are expected to grow 5.5% in 
2017 and 10.3% in 2018, driven by 19 basis points of margin 
expansion over the next two years. Higher margins will come 
as credit costs only rise modestly.

Credit quality to remain benign for longer

Fears of a recession have abated since a year ago when 
plunging commodity prices and a possible global slowdown 
clouded the economic outlook. Central banks across the 
globe responded by implementing negative interest rates 
hoping to spur growth, pushing long-term rates lower in the 
U.S. Some bank observers were concerned that falling oil 
prices would spark delinquencies for community banks in 
the oil patch if contagion spread from the energy sector to 
commercial real estate and consumer credits.

Bank regulators continued to express caution later in 2016, 
flagging easing underwriting practices across a number of 
asset classes. The OCC and other regulators paid greater 
attention to CRE concentrations over the last year as well, 
sounding a warning due to historical low capitalization rates 

and rising property values in many markets. Late in 2015, 
regulators reiterated guidance first issued in 2006, remind-
ing the industry that banks with elevated CRE concentra-
tions would face greater regulatory scrutiny.

Bankers say the regulatory focus has carried much greater 
weight than when it was first issued more than a decade ago, 
prompting some institutions with elevated CRE exposures 
to raise capital, slow growth or back away from that mar-
ket. Regulators might have taken action at the right time, 
with the heightened scrutiny appeasing some observers 
who were concerned that the CRE market was becoming 
overextended.

Community bank balance sheets also proved resilient in the 
face of the sharp decline in oil prices between the summer 
of 2014 and the first quarter of 2016. There has been no 
evidence of contagion spreading from the energy downturn, 
and oil prices have rebounded considerably from the lows 
sustained early in 2016.

Bankers say they have seen increased signs of optimism on 
the horizon in the aftermath of the U.S. presidential elec-
tion, which brought hopes of fiscal stimulus and a more 
business-friendly environment. Improving sentiment among 
consumers and businesses has supported hopes that the 
current economic cycle, which stands as one of the longest 
on record, still has momentum. Economists polled by The 
Wall Street Journal believe the chance of the U.S. entering 
a recession in the next 12 months has diminished, with the 
average recession probability forecast falling to just 14% in 
March 2017 from 22% in July 2016, in the aftermath of the 
U.K.’s decision to leave the European Union.

New potential loss formation also remains quite low, with 
early stage delinquencies at community banks falling in 

every quarter of 2016 when com-
pared to year-ago levels. Con-
sumer credit quality appears to 
have held up this year as well, 
with the S&P/Experian Con-
sumer Credit Default Composite 
Index dipping to 0.94% in Febru-
ary from 0.97% a year earlier.

Benign credit environment will allow for sustained margin expansion
2016A 2017P 2018P 2019P 2020P 2021P

ROAA (%) 1.05 1.04 1.12 1.20 1.23 1.19

ROAE (%) 8.98 9.04 9.49 9.85 9.83 9.33

Efficiency ratio (%) 66.31 66.72 64.98 63.33 62.26 62.07

Net interest margin (%) 3.63 3.70 3.82 3.94 4.03 4.04
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Further rate increases will drive margins higher

Against a favorable outlook for credit quality, community 
banks should see a lift in deposit costs, but those increases 
will lag expansion in earning-asset 
yields, pushing margins higher.

Deposit costs only rose modestly 
in the aftermath of the Federal 
Reserve’s first rate hike in nearly 
a decade, and increases at com-
munity banks have lagged their 
larger counterparts. The deposit 
beta — or how much of the change 
in rate is passed on to custom-
ers — experienced by community 
banks was just 7% in 2016, below 
the entire banking industry’s 12% 
beta. Both metrics are far lower 
than during the last rate tighten-
ing cycle that occurred more than 
10 years ago, when the entire in-
dustry had deposit betas of 41% 
and 62% in 2005 and 2006, re-
spectively.

S&P Global Market Intelligence 
expects that community banks’ 
deposit costs will only rise mod-
estly in 2017, even as the Fed is 
expected to continue raising 
short-term rates. The projections 
assume a beta of 29% on interest-
bearing deposits in 2017 and ex-
pects that beta to increase to 59% 
in 2018 after the impact of higher 
rates takes hold.

Higher yields on key earning 
assets will partially offset in-
creased funding costs. Expected 
increases in long-term rates will 
help security yields expand from 
near historical lows. Community 
banks are not expected to receive 
as big of a boost as their larger 
counterparts, which have mod-
estly extended duration in their 
securities portfolios.

Loan yields will expand materially, but the competitive en-
vironment will somewhat mitigate the benefits from higher 
rates, particularly in 2020 and 2021 when credit quality is 
expected to sour.

Credit quality will remain strong for community banks,  
at least in the near term (%)
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Yields, costs at community banks set to rebound (%)
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If credit quality turns sooner, then margin expansion will 
stall earlier. In a more lackluster credit environment, loan 
yields will come under pressure from increasing competition 
for quality credits, while a number of banks will face mount-
ing pressures on liquidity, causing deposit betas to rise. 

Community bank M&A poised to rebound

Before credit turns, any community bank might be wise to 
consider partnering with another institution while the tide 
is on their side. Bank stock currencies have rebounded con-
siderably over the last few months, allowing buyers to more 
easily ink accretive acquisitions while satisfying sellers’ 
expectations.

Stronger currencies should support a rebound in community 
bank M&A activity in 2017, following 2016’s 13% year-over-
year decline in deals involving targets with less than $10 
billion in assets. Deal activity declined as transaction mul-
tiples decreased in 2016, with the median price-to-tangible 
book value falling 7 percentage points. Acquirers paid lower 
prices in 2016 as their currencies came under pressure. 

Deal activity, pricing could move higher with rebounding currencies
Deals involving targets with less than $10B in assets 
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The SNL U.S. Bank and Thrift Index 
traded at a median of 151% of tan-
gible book value throughout 2016, 
down from 170% in 2015.

The tide turned in 2017 as general-
ist investors flocked back into the 
bank group, pushing the bank and 
thrift index up significantly. U.S. 
banks traded at a median of 191% 
of tangible book value in 2017 
through mid-March, or nearly 60 
percentage points higher than the 
median price paid for community 
banks in 2016.

While there are hopes for signifi-
cantly reduced regulatory bur-
dens, changes are unlikely to ma-
terialize soon. Before any relief 
makes itself fully felt, credit qual-
ity could begin to slide and stand 
in the way of further expansion in 
deal multiples.

Sellers could also see more buy-
ers entering the fray soon. The 

Federal Reserve recently raised its exemption threshold 
for systemic risk reviews on deals, limiting such reviews to 
transactions involving targets with more than $10 billion in 
assets or those resulting in banks with more than $100 bil-
lion in assets. That should keep most transactions involving 
community bank targets from facing a longer regulatory 
approval process.

Scope and methodology

S&P Global Market Intelligence conducted an analysis high-
lighting community banks’ core balance sheet and income 
statement metrics as well as key capital, asset quality and 
performance ratios.

The analysis of community banks, which focused on insti-
tutions with less than $10 billion in assets, stems from a 
larger examination of nearly 10,000 banking subsidiaries, 
covering the core banking industry from 2005 through 2016. 
The analysis includes all commercial and savings banks and 
savings and loan associations and historical institutions 
as long as they were still considered current at the end of a 
given year. It excludes several hundred institutions that hold 
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Interest rate, macro assumptions based on external sources
2017 2018 2019 2020 2021

Unemployment rate (%) 4.60 4.43 4.47 4.88 4.96

GDP growth (%) 1.60 2.50 2.10 1.60 1.90

Fed funds (%) 0.95 1.71 2.38 2.80 3.10

10-year Treasury (%) 2.64 3.09 3.41 3.40 3.50

Figures for the federal funds rate and 10-year Treasury yield through 2019 are based on three-point 
averages including estimates provided in The Wall Street Journal's monthly survey of more than 60 
economists. Figures for 2020 and 2021 are estimates from the Congressional Budget Office.
Unemployment rate figures through 2019 are three-point averages calculated from estimates 
provided in The Wall Street Journal survey. The 2020 and 2021 figures are based on the CBO estimate.
GDP figures through 2019 are based on estimates from The Wall Street Journal survey. The 2020 and 
2021 figures are based on the CBO estimate.
Actual reported figures used when available.
©2017. S&P Global Market Intelligence. All rights reserved.

bank charters but do not principally 
engage in banking activities, among 
them industrial banks, nondepository 
trusts and cooperative banks.

The analysis looked back more than a 
decade to help inform projected results 
for the banking industry by examining 
long-term performance over periods 
outside the peak of the asset bubble 
from 2006 to 2007. S&P Global Market 
Intelligence has created a model that 
projects the balance sheet and income 
statement for all banks below $10 bil-
lion in assets and allows for different 
growth assumptions from one year to the next.

The outlook is based on management commentary, discus-
sions with industry sources, regression analysis, and asset 
and liability repricing data disclosed in banks’ quarterly call 
reports. While taking into consideration historical growth 
rates, the analysis often excludes the significant volatility 
experienced in the years around the credit crisis.

The projections assume future fed funds rates and 10-year 
Treasury yields based on a monthly survey of more than 60 
economists conducted by The Wall Street Journal. Interest 
rate assumptions for 2020 and 2021 are based on the Con-
gressional Budget Office’s annual outlook. S&P Global Mar-
ket Intelligence does not forecast changes in interest rates 

or macroeconomic indicators and aims to project what the 
banking industry will look like if the future holds what most 
economic observers expect.

The outlook is subject to change, perhaps materially, based 
on adjustments to the consensus expectations for interest 
rates, unemployment and economic growth. The projections 
may be updated or revised at any time as developments 
warrant, particularly when material changes occur such as 
the implementation of the Financial Accounting Standards 
Board’s impairment model, which is known as the current 
expected credit loss model, or CECL. The provision will dras-
tically change the way banks reserve for loan losses. S&P 
Global Market Intelligence intends to make periodic updates 
as circumstances warrant.


