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Did you see the story that quoted renowned theoretical physicist Steven Hawking? He originally said the
human race had about 1,000Ys to populate another planet or risk facing extinction, but has now moved that up
to a mere 100Ys. He points to overdue asteroid strikes, climate change, epidemics and population growth as
likely catalysts. We better get going soon because building a base takes time and we have to account for travel
too. Approximate travel times: Moon (3 day trip), Mars (7 months), Venus (15 months), Jupiter (6.0Ys) Mercury
(6.5Ys), Saturn (7.0Ys) and Uranus (8.5Ys).

While traveling in outer space is difficult, it is much easier in the banking industry here on earth. Despite a
plethora of challenges in recent years, the industry is finally starting to experience some much-needed relief
through better return on equity (ROE), improving net interest margin (NIM), and probable tax and regulatory
reforms, according to a recent S&P report.

Between rising interest rates, rebounding NIM, improving return on average assets (ROAA) and return on
average equity (ROAE), the banking industry already saw a boost in its numbers last year. That is significant
because it is the first time since the financial crash of 2008, according to the recently released S&P 2017 US
Bank Market Report. Better yet, the S&P report forecasts that this is no blip and community banks are expected
to see the benefits of this upswing.

Indeed, NIMs have already rebounded from the lows reached in 2015. Further, S&P expects these margins to
expand "substantially" in 2017 and increase by 40bp over the next 5Ys. At the same time, industry ROAA and
ROAE are expected to drive as high as 1.15% and 10.34% respectively by 2019. Additionally, new corporate
tax reform and loosening regulations under the Trump Administration, are expected to push ROE to more than
12% with many banks, according to S&P.

In more good news, loan growth has actually outpaced that of deposits for the first time since the crisis. This
has allowed banks to invest their amassed liquidity and build out their balance sheets. Loan growth was 6.4%
in 2015 and 5.3% in 2016, well above the 3.0% average of 2011-2014. Yet, competition is growing ever more
competitive and could strain underwriting standards. This is the fear of regulators, which are watching carefully
for any indications.

Also notable for community banks, the decrease in return has been the greatest among banks with more than
$10B in assets. These banks have seen their median ROAA decrease by more than 30bp since the end of 2005,
while those below $1B had the smallest decrease with half that. Similarly, the large banks have seen their
ROAE drop by 560bp over the past 11Ys, while banks under $1B have declined about 230bp in the same
period.

On a cautionary note, as interest rates rise, deposit rates (betas) will have to rise as well. How quickly is still
unknown. Even though there is a smaller percentage of deposits ready to reprice this year than in 2006,
(69.1% in 2017 vs. 74.5% in 2006), with the mobility of deposits these days, bankers will have to be ready. The
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report notes that the beta rate could climb higher than the last tightening. As such, it is important to keep an
eye on this and anticipate an elevated cost of funds.

Overall, it seems the industry has recovered and is gathering steam, so there is reason for continuing
optimism. However, as we all know the winds can change suddenly so be nimble too. Now is the time for a
strong loan portfolio, rigorous risk management and strategic plans for growth (with contingencies built in just
in case) to thrive in the coming months. Enjoy the trip.
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