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Despite recent bank failures, the latest round of quarterly earnings shows that it's mostly been

business as usual for U.S. regional banks in terms of their day-to-day operations. In this investment

note, Susan A. Curry, Senior Portfolio Manager, Capital Appreciation, and Ryan P. Lentell, Portfolio

Manager, Capital Appreciation, assess the outlook and prospects for further market volatility.

The outlook for U.S. regional
banks after Q1 earnings and a
volatile week

Quarterly earnings review for U.S. regional
banks

Following the unexpected collapses of Silicon Valley
Bank (SVB) and Signature Bank (SB) in March, first-
quarter earnings were an important barometer to
evaluate how the failures affected the broader
industry. Fortunately, most U.S. regional banks saw
limited direct impact on their day-to-day operations,
in our view. The earnings reports released in mid- to
late April corroborated what we had heard from
management teams as well as regulators in the
weeks following the events in mid-March.

Despite the news headlines and an isolated number
of banks with asset versus liability mismatches, we
believe the higher interest-rate environment has
largely benefited the industry over the last year. In
fact, the median bank saw net interest revenue up
22% year over year in the first quarter.’

Across the banking system, institutions have seen
deposit outflows over the past few quarters as
customers reallocated some of their deposits to
higher-yielding money market accounts or other cash
alternatives. This is natural and expected in a higher-
rate environment. For the typical bank, this is also
very manageable, as the median bank saw average
deposits decline by 0.3% in the first quarter.! Even
with these outflows, deposits in the banking system
remain healthy, in our view, as the loan-to-deposit
ratio for the industry hit a record low in 2021 of 56%
compared with a 20-year average of 76%. (At year-

T “KBW Bank Earnings Wrap-Up 1Q23: 1Q Results Reveal Earnings
Headwinds, but Universal Fared the Best,” Keefe, Bruyette & Woods,
May 2, 2023.

end 2022, the ratio had moved to around 63%, but
remained historically low.) As a result, we believe
that, on the whole, banks have significant liquidity to
deal with contingencies.

With banks' loan-to-deposit ratio still low, deposits
remain healthy

Quarterly U.S. banks' loan-to-deposit ratios, January 2001-December 2022
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Source: Federal Deposit Insurance Corp., 2023. Recession periods indicated
are as defined by the National Bureau of Economic Research. Past
performance does not guarantee future results.

Indeed, banks have begun to pay higher rates on
deposits—again, a natural development of today’s
rate environment. Repricing accelerated in the first
quarter as the U.S. Federal Reserve (Fed) raised
rates by a further 50 basis points, or half a
percentage point, over the course of two meetings in
February and March. This continued deposit re-
pricing led to some negative earnings revisions for
banks. Despite these cuts to the earnings outlook,
U.S. regional banks as a group have recently been
trading at a price-to-earnings? multiple of less than

2 Price to earnings (P/E) is a valuation measure comparing the ratio of a
stock’s price with its earnings per share, Price/book is the ratio of a
stock’s price to its book value per share.
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9x, which is more than one standard deviation 3
below its historical discount relative to the 500 Index*
dating to the mid-1990s. Additionally, in our view,
analysts’ earnings estimates seem conservative
today, as we believe that they generally expect the
elevated deposit-pricing environment to remain in the
medium term.

Moreover, we believe that banks remain attractively
valued on a price-to-book? value basis as well. Bank
stocks were trading at 0.91x their reported book
value as of May 5, 2023—a meaningful discount to
their long-term average of 1.58x dating to the mid-
1990s.° In addition, this is in an environment where
book value is growing driven by steady earnings. The
median bank posted a return on equity® of over 12%
in the quarter."

While we expect there is likely to be some continued
volatility, historically, periods like these have been an
attractive entry point for investors, in our view.

First Republic—what happened?

In the wake of March’s failures of SVB and SB, the
Federal Deposit Insurance Corp. (FDIC) announced
on May 1 that it seized First Republic Bank (FR) and
sold the deposits and assets to JPMorgan Chase
(JPM). The more than $100 billion in deposit outflows
that FR had sustained were by far the largest in the
industry. To fill the gap from the lost deposits, FR
leaned heavily on the Fed’s discount window and
a $30 billion coordinated deposit from a consortium
of 11 banks to stabilize liquidity. FR was an outlier in
this regard, as the median bank saw average
deposits decline by only 0.3%."

The effect of this was that FR’s future profitability was
severely impaired. This became more apparent to
the market after the bank reported earnings on April
24. Its report was starkly different than the stability
shown at most institutions, which was accentuated
when FR’s management didn't take analysts’
questions on its earnings conference call, as is
industry practice. As a result, FR’s stock came under

3 Standard deviation is a statistical measure of the historic volatility of a
portfolio. It measures the fluctuation of a fund’s periodic returns from the
mean or average. The larger the deviation, the larger the standard
deviation and the higher the risk.

4 The S&P 500 Index tracks the performance of the largest publicly
traded companies in the United States. The S&P Composite 1500 Banks
Index tracks the performance of publicly traded large- and mid-cap
banking companies in the United States. The S&P Composite 1500
Index tracks the performance of 1,500 publicly traded large-, mid-, and

further pressure, and regulators saw that there was
little chance for an open bank restructuring of the
institution.

The sale to JPM fully protected both depositors who
were insured under the standard EDIC coverage of
up to $250,000 and those customers with deposits
that exceeded that threshold. In fact, for FR
customers on the Monday morning of its closure, it
was effectively a normal course of business. We
believe that FR’s acquisition by JPM is likely to
further limit contagion risk within the banking system,
since depositors were fully protected in this process.

A new round of volatility

FR’s troubles put regional banks back in the forefront
of investors’ minds, and fears that other banks could
be at risk sparked a crisis of investor confidence in
early May. We believe this situation was likely
exacerbated by short selling—a strategy employed
by market participants who seek to generate
investment gains from a decline in the price of a
given security. This crisis of confidence seemingly
peaked on May 4 following a media report that a
West Coast bank was seeking strategic options. The
news report received intense focus, even though the
bank had openly discussed many strategic options—
including partnering with another institution—during
its earnings conference call held the previous
week. At the time, the earnings report was well
received by the market. This bank was one of the
handful of institutions that had suffered abnormal
deposit flows in days following the SVB collapse due
to a portion of its business overlapping with SVB’s
business. That said, the bank was able to manage
the initial liquidity pressure and had grown deposits
in April. If pressure were to continue to build on a
bank such as this, we believe such a scenario could
serve as a catalyst for the Fed or FDIC to provide
further support for the industry and to try to ensure
that contagion risks are contained.

small-cap companies in the United States. It is not possible to invest
directly in an index. Past performance does not guarantee future results.

5 FactSet, as of April 28, 2023, for the S&P 500 Index relative to its
average dating to December 31, 1994.

8 Return on equity (ROE) is a measure of profitability that calculates how
many dollars of profit a company generates with each dollar of
shareholders’ equity.
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Our approach

Our fundamentally driven research process requires
extensive interviews with companies to gather
intelligence about individual banks and the industry
as a whole. Given this environment of market stress,
we’ve increased our typical level of industry contact.
The bank management teams with whom we've
been in contact with recently indicated no abnormal
behaviour from clients or businesses in their
communities. It was comforting to us that, despite the
frequent negative news and strong selling pressure
in the market, most banks’ day-to-day operations
appear to be conducting business as usual.
Furthermore, we've been closely monitoring the
regulatory environment through meetings with both
former federal officials as well as U.S. policy
strategists and experts to stay abreast of potential
regulatory changes and updates.
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Disclaimer

A widespread health crisis such as a global pandemic could cause
substantial market volatility, exchange-trading suspensions and closures,
and affect portfolio performance. For example, the novel coronavirus
disease (COVID-19) has resulted in significant disruptions to global
business activity. The impact of a health crisis and other epidemics and
pandemics that may arise in the future, could affect the global economy
in ways that cannot necessarily be foreseen at the present time. A health
crisis may exacerbate other pre-existing political, social and economic
risks. Any such impact could adversely affect the portfolio’s performance,
resulting in losses to your investment

Investing involves risks, including the potential loss of principal. Financial
markets are volatile and can fluctuate significantly in response to
company, industry, political, regulatory, market, or economic
developments. These risks are magnified for investments made in
emerging markets. Currency risk is the risk that fluctuations in exchange
rates may adversely affect the value of a portfolio’s investments.

The information provided does not take into account the suitability,
investment objectives, financial situation, or particular needs of any
specific person. You should consider the suitability of any type of
investment for your circumstances and, if necessary, seek professional
advice.

This material is intended for the exclusive use of recipients in jurisdictions
who are allowed to receive the material under their applicable law. The
opinions expressed are those of the author(s) and are subject to change
without notice. Our investment teams may hold different views and make
different investment decisions. These opinions may not necessarily
reflect the views of Manulife Investment Management or its affiliates. The
information and/or analysis contained in this material has been compiled
or arrived at from sources believed to be reliable, but Manulife
Investment Management does not make any representation as to their
accuracy, correctness, usefulness, or completeness and does not accept
liability for any loss arising from the use of the information and/or analysis
contained. The information in this material may contain projections or
other forward-looking statements regarding future events, targets,
management discipline, or other expectations, and is only current as of
the date indicated. The information in this document, including
statements concerning financial market trends, are based on current
market conditions, which will fluctuate and may be superseded by
subsequent market events or for other reasons. Manulife Investment
Management disclaims any responsibility to update such information.

Neither Manulife Investment Management or its affiliates, nor any of their
directors, officers or employees shall assume any liability or
responsibility for any direct or indirect loss or damage or any other
consequence of any person acting or not acting in reliance on the
information contained here. All overviews and commentary are intended
to be general in nature and for current interest. While helpful, these
overviews are no substitute for professional tax, investment or legal
advice. Clients should seek professional advice for their particular
situation. Neither Manulife, Manulife Investment Management, nor any
of their affiliates or representatives is providing tax, investment or legal
advice. This material was prepared solely for informational purposes,
does not constitute a recommendation, professional advice, an offer or
an invitation by or on behalf of Manulife Investment Management to any
person to buy or sell any security or adopt any investment strategy, and
is no indication of trading intent in any fund or account managed by
Manulife Investment Management. No investment strategy or risk
management technique can guarantee returns or eliminate risk in any
market environment. Diversification or asset allocation does not
guarantee a profit or protect against the risk of loss in any market. Unless
otherwise specified, all data is sourced from Manulife Investment
Management. Past performance does not guarantee future results.

Manulife Investment Management

Manulife Investment Management is the global wealth and asset
management segment of Manulife Financial Corporation. We draw on
more than a century of financial stewardship to partner with clients across
our institutional, retail, and retirement businesses globally. Our specialist
approach to money management includes the highly differentiated

strategies of our fixed-income, specialized equity, multi-asset solutions,
and private markets teams—along with access to specialized,
unaffiliated asset managers from around the world through our
multimanager model.

This material has not been reviewed by, is not registered with any
securities or other regulatory authority, and may, where appropriate, be
distributed by the following Manulife entities in their respective
jurisdictions. Additional information about Manulife Investment
Management may be found at manulifeim.com/institutional
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