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4 reasons more capital may make sense
How will community banks fill a $90 billion need?

By Steve Cocheo, executive editor and digital content manager

The good news is that community banks hold about $324 billion in equity capital. But the bad news is that they need to
collectively raise $90 billion more.

That&rsquo;s the best estimate from investment banker and community bank investor Joshua Siegel, who told listeners
at ABA&rsquo;s National Conference for Community Bankers that he broke out the $90 billion this way:

&bull; Chargeoffs. $28 billion will be needed due to additional loan chargeoffs. While Siegel believes the community
banking sector is making a turnaround, some banks still have cleanup to do, and it will come at a price.

In 2007 Joshua Siegel&rsquo;s StoneCastle Partners withdrew from further bank investing. Siegel cites too much
&ldquo;strategic drift.&rdquo;
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&bull; Acquisitions. $43 billion will be needed for healthy banks to acquire CAMELS 3,4, and 5 banks that don&rsquo;t
have an independent future.

&bull; ALLL buildup. $12 billion will be needed for permanent increases to loan loss reserves. While some banks have
trimmed back their allowances, many community banks will still have to bulk theirs up, said Siegel.

&bull; Organic asset growth. $7 billion will be needed for new lending. &ldquo;There are some community banks that are
still growing,&rdquo; said Siegel.

Siegel is managing principal at StoneCastle Partners LLC, and a big believer in community banking&rsquo;s future. His
firm manages over $3.5 billion in client assets invested in community banks, and has made over $2 billion in direct bank
capital investments.

He explained that StoneCastle, which started in 2003, stopped making new community bank investments in 2007, as its
analysts began to detect changes in lending philosophy that were taking some banks that might have been attractive
investments out of the firm&rsquo;s comfort zone.
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Download a copy of Joshua Siegel&rsquo;s presentation

&ldquo;We saw a lot of strategic drift, and we withdrew,&rdquo; explains Siegel. More recently, the firm has been seeing
an improvement to community banking&rsquo;s condition and it may become active again.

In the meantime community banks must deal with the world as it is. The Collins Amendment took away future use of trust
preferred forms of capital, or effectively did so for exempt banks, by destroying the markets it depended on. For
community banks, that leaves common equity--the regulators&rsquo; preferred form, now--and preferred stock.

Strengths of the sector

More on capital from ABA National Conference
For Community Bankers

A separate article based on the presentation by Joshua Siegel&rsquo;s co-panelist Al Laufenberg of Stifel Nicolaus can
be found here.

Siegel is no cockeyed optimist, but he sees community banking through a lens that picks up factors about the sector that
others have long taken for granted, or haven&rsquo;t seen.
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&ldquo;Your banks do well what they&rsquo;ve done well for years,&rdquo; Siegel told his listeners. &ldquo;That is to be
boring. Banks are supposed to be boring.&rdquo;

As an investor, Siegel likes banking best when it is predictable and without surprises. Indeed, he said, &ldquo;regulators
are not your enemy--they are your partner.&rdquo; He said that the high degree of oversight the government maintains
on banking provides a high comfort level to investors.

Community bankers&rsquo; close association with their customers and communities also provides investors like Siegel a
high comfort level.

&ldquo;You really do know your customers,&rdquo; said Siegel. &ldquo;You really do, and we like that.&rdquo;

Financially, conditions have been better than some might think, if one takes the right perspective, according to Siegel.
For example, he pointed out that 2% of U.S. banks failed last year. Not a positive, true. But it looks much better to an
investor, he allowed, than the high-yield bond sector, which saw a 15% default rate.

And during the crisis, while the headlines were blaring bad news, said Siegel, over 5,000 banks not only didn&rsquo;t
lose money, but some of them turned a profit despite what was going on. And now, while many banks remain on
FDIC&rsquo;s problem list, he said, few institutions are degrading so that they will join the list.

As the chart from Siegel&rsquo;s presentation shows, smaller banks exhibit many financial characteristics that are
favorable compared to other institutions.

Community banks frequently stack up favorably to other size banks. Source: StoneCastle Partners LLC Click for larger
version

Why capital remains tough
In spite of those positives, capital continues to be a challenge for many institutions, though Siegel&rsquo;s co-panelist Al
Laufenberg of Stifel Nicolaus believes things will loosen up in the second half of 2012. (Read coverage of
Laufenberg&rsquo;s speech.)
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Siegel explained that there are multiple reasons, and that the situation is evolving. Some of his points:

* Pricing gap. What investors are willing to value a bank at, versus what management thinks the bank is worth, continue
to diverge.

* Contingent capital. More and more investors are agreeing to invest in community banks, but with strings attached. For
example, capital could be agreed to, but only if the bank hits some threshold triggering the agreement. This might be a
downside trigger--such as hitting a level of weakness--or an upside trigger, such as shrinking the bank to the point where
the infusion would be the factor pushing the bank&rsquo;s capital ratios up to levels demanded by regulators.

* Federal rules on private equity. The complex rules governing permissible private equity investment levels continue to
put off many such investors. Under certain circumstances too large an investment pulls private equity investors under
federal reporting obligations.

* Competitive investments. Smaller banks tend to rely on existing shareholders and board members for new capital
because it is difficult to attract other investors unless the bank is &ldquo;pristine&rdquo; or is involved in an FDICassisted deal.

Each of these categories of investor have their own goals, time horizons, and expectations out of their investment.
Likewise, their needs for liquidity differ. Note that the &ldquo;private retail&rdquo; segment includes local high net worth
individuals, doctors, dentist, lawyers, and more. Source: StoneCastle Partners LLC Click for larger version

Understanding other mindsets
At the same time, Siegel said that the community banking segment is shaping up for consolidation. While many are
blaming this on the rising compliance burden, notably under the Dodd-Frank Act, that&rsquo;s only part of the picture,
said Siegel.

The age of banking leaders plays a key role, he said. The average age of community bank management teams is over
60 years old, said Siegel. Organizations without viable succession plans will need to look for acquirers. And for some
institutions, the simple costs of operations have risen sufficiently to have many considering mergers in order to spread
fixed costs over more assets.

The quest for capital that will result from these industry shifts will have banks looking to both traditional local sources,
including the board, and to outside sources such as hedge funds and private equity.

Siegel said that bankers need to realize that they will be &ldquo;selling&rdquo; their bank to players with very different
mindsets. Bankers are conservative by nature and, as a rule, all about risk management, said Siegel. That is how they
make their money, in the end--judging risk and then taking compensation for the risks assumed. Loans, the main
investment form, are typically illiquid, and have an average duration of five years.
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Investors from hedge funds and private equity, by contrast, bring an entirely different thinking to the industry.
&ldquo;They are in the business of picking winners,&rdquo; said Siegel.

Community bankers also need to consider why private equity is interested in their institutions, Siegel said. The analytical
work necessary to evaluate a smaller bank differs little from that to weigh an investment in a larger community bank.
Hence, said Siegel, if a private equity investor is looking at a smaller bank, and is willing to put a great deal of capital into
it, that might not be such good news.

&ldquo;You may serve as a platform for those investors,&rdquo; said Siegel, &ldquo;which I would not
recommend.&rdquo;

Four keys to handling investors

StoneCastle Partners&rsquo; Joshua Siegel gave four recommendations for working with potential investors:

1. Be honest. Your regulatory data is public and can be crunched by the
best. Siegel gave the outlines of his firm&rsquo;s own RAMPARTS ratings
system. &ldquo;Qualified and knowledgeable investors know your positioning and
results,&rdquo; he said.

2. Know your balance sheet. You should be able to discuss the bank&rsquo;s top five performing loans and top five
nonperforming loans.

3. Have a vision, and make it clear. Why should you get capital instead of another bank?

4. Understand investors&rsquo; needs. &ldquo;Does your vision fit with your
potential investors&rsquo; needs?&rdquo; asks Siegel. &ldquo;Can you accommodate and
manage this type of investor?&rdquo;

[This article was posted on March 30, 2012, on the website of ABA Banking Journal, www.ababj.com, and is
copyright 2012 by the American Bankers Association.]
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