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Executive Summary

The following essay is a detailed examination of Rockville Bank.  Its goal is to evaluate the performance and profitability of the bank from 2003 to present.  This will be done by careful analysis of FDIC records that highlight the firm’s Report of Condition and Report of Income.  Specifically used were the return on assets, return on equity, and net margins (both interest and non-interest) to evaluate profitability.  For overall bank performance, such measures as liquidity ratio, ratio of non-performing loans to total loans, and the percent of rate-sensitive assets to rate-sensitive liabilities.

Overwhelmingly the analysis revealed Rockville Bank’s weakness across the board.  They are lagging their competitors in terms of profitability and their report of condition reveals higher risk, despite lower returns.  The firm is still viable however.  They are well positioned for the current record-low interest rates, and the inevitable rising interest rates will further strengthen the firm.  Recommendations put forth include:

· Increasing provision for loan losses

· Closing redundant branches to lower headcount and fixed costs

· Increasing liquidity relative to competitors

It must be kept in mind that while this report is very detailed in analysis, unpredictable economic conditions could affect predictions.  Additionally, past performance and figures are no guarantee they will continue into the future.

Introduction & Evaluation of Corporate Structure

Rockville Bank's storied history began on January 1, 1858, when 20 area businessmen pooled funds to form a local bank to serve the community.  At the time they had a mere $175 in assets and one location.  Fast forward to 151 years later to a bank that has grown to 21 branches, dozens of ATM locations, and over $1.5 billion in total assets.  This 'community' has expanded to more than just Rockville.  Branches can be found in Tolland, Hartford, and New London counties and range from Colchester to Suffield to Somers.  While Rockville Bank has grown considerably in the last century and a half, it still maintains the same core mission: serving the surrounding communities.


Rockville Bank today is wholly owned by the holding corporation Rockville Financial Inc.  They are a publicly traded company found on NASDAQ with a ticker symbol of RCKB.  Rockville Bank's charter class is a savings bank, organized under a state charter, and supervised by the FDIC and the State of Connecticut Department of Banking.  


The following evaluation of Rockville bank's profitability and performance will use the bank's historical data and compare and contrast the figures to that of a representative peer group.  The peer group is comprised of almost 40 institutions that are similarly state-chartered in Connecticut and similar in terms of assets.  All figures below come from the Appendices, which are attributable to the FDIC’s Statistics on Depository Institutions (SDI).
Evaluation of Bank's Profitability

The first, most basic step in looking at Rockville Bank's profitability is analyzing 

the historical profits, as highlighted by the firm's net income.  The table below gives Rockville Bank's net income from 2003 to 2008:

	Net income
 ($1000s)

	Year End
	2008
	2007
	2006
	2005
	2004
	2003

	Net Income
	($1,359)
	$8,489 
	$6,949 
	$5,901 
	$3,449 
	$6,091 


After having a banner year of over $6 million in net income in 2003, the figure  tumbled roughly 43% to around $3.5 million in the following year, 2004.  Over the next three years, net income grew at an annual rate of almost 14%, reaching a high of $8.5 million.  Rockville Bank, like a large percentage of other banks in America, suffered in 2008.  The net income swung nearly $10 million to end at a loss of $1.3 million.
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The next step is a deeper evaluation that relies on more than just looking at the raw numbers.  A key statistic is Rockville Bank's Return on Assets (ROA).  This calculates how efficiently a firm uses its total assets to produce earnings and is given by the equation: 

	Return on Assets (ROA)

	Year End
	2008
	2007
	2006
	2005
	2004
	2003

	Rockville Bank ROA
	-0.09%
	0.66%
	0.60%
	0.61%
	0.43%
	0.86%

	Peer Group ROA
	0.38%
	0.56%
	0.83%
	1.06%
	1.21%
	-


As given by the table, Rockville Bank lags behind its peer group in return on assets.  That is to say that on average, similarly sized, state-chartered banks in Connecticut are more profitable relative to their overall assets.  However, the variability in ROA is greater within the peer group compared to Rockville.  From 2004 to 2007 the figures show a steady increase in ROA compared to the peer group who's ROA fell more than 50%.  The end result being that Rockville Bank less efficiently utilizes their assets in terms of profitability, however they have had less of a swing in figures going into 2008.  Despite the poor economic conditions, the peer groups still turned a positive ROA for 2008, albeit smaller than previous years.  As mentioned earlier, Rockville Bank had a net loss for the year, which translates into a 2008 ROA of -0.09%.


The next measure to be analyzed is a firm's return on equity (ROE).  Similar to ROA, but instead of relating the net income to the total assets, ROE compares net income to a firm's total equity capital.  
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The ROE for Rockville Bank versus the Peer Group is given by the following table:

	Return on Equity (ROE)

	Year End
	2008
	2007
	2006
	2005
	2004
	2003

	Rockville Bank ROE
	-1.05%
	6.89%
	6.32%
	5.71%
	5.58%
	9.29%

	Peer Group ROE
	3.15%
	4.27%
	6.70%
	8.86%
	10.19%
	-


This mirrors ROA in that Rockville Bank maintained a relative steady, slightly increasing ROE from 2004 to 2007.  The Peer Group during this time period typically had a higher, albeit decreasing, ROE.  Also similar to ROA is 2008 where Rockville Bank slipped negative due to the net loss, while the Peer Group had a positive, though still declining, ROE.  


The next measure to be evaluated is a firm's net interest margin (NIM).  A bank is in the business of borrowing money from one party and lending to another, so it follows that the majority of a bank's profits will come from this core business of lending.  NIM looks at the spread between lending and borrowing and is given by the following equation:

Net Interest Margin (NIM) =  (Total Interest Income - Total Interest Expense) 
                                                   Total Earning Assets
NIM for Rockville Bank versus the Peer Group is given by:

	Net Interest Margin (NIM)

	Year End
	2008
	2007
	2006
	2005
	2004
	2003

	Rockville Bank NIM
	2.95%
	2.96%
	3.11%
	3.27%
	3.21%
	3.59%

	Peer Group NIM
	2.93%
	2.83%
	2.98%
	3.29%
	3.21%
	-


Contrary to ROA and ROE, Rockville Bank's NIM is very competitive to the Peer Group's.  While the margin between interest income and interest expense is getting squeezed for Rockville Bank, it is only declining slightly.  The Peer Group's is also typically declining but to a slightly less extent.  Generally speaking, Rockville Bank's NIM is very close to that of the Peer Group, showing that it's ability to maintain the difference between it's borrowed funds and it's lending funds is right on track with similarly sized, state-chartered banks in Connecticut.


The final measure that will be used to evaluate bank profitability is the net non-interest margin (NNIM).  While NIM looks at the spread between a bank's interest income and interest expense, NNIM looks at the spread between a bank's non-interest income and non-interest expense given by:

Net Non-interest Margin (NNIM) =  (Total Non-interest Income - Total Non-interest Expense) 
                                                                                   Total Earning Assets

Non-interest income for a firm typically represents all the income received in terms of fees.  Non-interest expense involves a lot of the firm's operating and fixed costs; such things as employee salary and wages, employee benefits, mortgage costs of physical bank locations, etc.  These numbers do not fluctuate with interest rate changes as NIM does.  

NNIM for Rockville Bank versus the Peer Group is:

	Net Non-Interest Margin (NNIM)

	Year End
	2008
	2007
	2006
	2005
	2004
	2003

	Rockville Bank NNIM
	2.31%
	2.32%
	2.47%
	2.52%
	2.70%
	2.63%

	Peer Group NNIM
	2.58%
	2.54%
	2.38%
	2.64%
	3.15%
	-


NNIM for Rockville Bank has shown a slight decrease over the above time period, and has typically been lower than that of the representative Peer Group.  The Peer Group's NNIM has also been declining, but has become slightly more stable in the past couple of years.  This would imply that on average, the Peer Group is able to maintain slightly larger margins in terms of non-interest income and expense then Rockville Bank.


Overall, in terms of profitability, Rockville Bank tends to lag behind the Peer Group of similarly-sized, state-chartered banks in Connecticut.  While the firm's NIM and NNIM have been very close in comparison to the Peer Group's, the ROA and ROE, which are broader measures of profitability, have both been lacking.  This represents an inability to utilize assets or equity to turn them into net income as efficiently as other banks.

Analysis of Bank Performance

In addition to the measures already used to analyze specifically profitability, other measures will now be looked at that will describe Rockville Bank's performance.  


An important measure for banks is the percentage of overall deposits that carry FDIC insurance.  This is relevant because any deposits that do not carry FDIC insurance will typically need to be paid higher interest rates to compensate for the greater risk, should a bank fail.  In the event of a bank failure, the FDIC would insure up to $100,000 per depositor.  This amount was increased on October 3, 2008 to $250,000 per depositor.  However, this measure is set to expire at the end of 2009 unless it is extended or made permanent by legislative action.  Accounts that carry balances in excess of the FDIC insurance limits are said to be very sensitive to offered rates.  Depositors will be willing to move their funds to a different bank if they are offered superior rates – even if it is an increase of a quarter- to a half-percent.  


Rockville Bank’s percent of insured deposits is as follows:

	Percent of Insured Deposits

	Year End
	2008
	2007
	2006
	2005
	2004
	2003

	Rockville Bank - % of Insured Deposits
	95%
	85%
	84%
	83%
	88%
	92%


After a period of declining percentages, the numbers stabilized in the last couple of years.  The percent of insured deposits then jumped up ten full percentage points in 2008, which would be expected given the expanded FDIC coverage.  This puts Rockville Bank in a very good position.   Whereas in years past upwards of 15 or 20 percent of deposits were not insured, meaning they would be willing to leave Rockville Bank if a competing bank offered better rates, that number is now down to 5%.  While that is by no means a guarantee of being able to retain deposits it is an added benefit that came at no cost to the bank.


Next to be examined is the bank’s liquidity ratio.  This is the proportion of bank assets that are cash or readily transferred into cash versus the overall deposits in the bank.  This value can be crucial because a bank with liquidity troubles can quickly turn into a bank with solvency troubles.  The table below compares Rockville Bank to it’s Peer Group.  For purposes here, the summation of cash and cash due from depository institutions, interest-bearing balances, and securities are being compared to the overall outstanding deposits.

	Liquidity Ratio

	Year End
	2008
	2007
	2006
	2005
	2004
	2003

	Rockville Bank - Liquidity Ratio
	17%
	17%
	17%
	19%
	23%
	30%

	Peer Group - Liquidity Ratio
	32%
	33%
	36%
	32%
	36%
	-


Very clearly, Rockville bank is much less liquid compared to the Peer Group.  While the Peer Group’s liquidity has trended slightly down, Rockville Bank’s has almost dropped by half in the same time period.  As illustrated in Appendix 2C, the Peer Group’s securities have tended to be around ten percentage points higher (in relation to total assets) than Rockville Bank.  This is the largest component of the disparity between the liquidity ratios above.  Correspondingly, Rockville Bank’s net loans and leases (also shown on Appendix 2C) have tended to be around ten percentage points higher (in relation to total assets) than the Peer Groups.  Because these net loans and leases are not easily converted to cash, they do not count in the liquidity ratios above.  So while Rockville Bank has a far lower liquidity ratio, which could be hazardous if there was a run on the bank, the fact that a larger percentage of their assets are composed of loans instead of easily-convertible-to-cash securities should suggest that they are more profitable – in that loans should deliver a higher rate of return.  This will be discussed in the Conclusions section below.


The next pairs of ratios to be discussed involve loans – a bank’s largest asset on their balance sheet.  First will be the provision for loan loss to total assets ratio.  The provision for loan loss (PLL) is the charge a bank puts aside each year to fund the allowance for loan loss.  This is used to offset any non-performing loans a bank has.  The more loans considered non-performing or expected to becoming non-performing in the future, the larger the expense.  

	Provision for Loan Loss to Total Loans

	Year End
	2008
	2007
	2006
	2005
	2004
	2003

	Rockville Bank - PLL Ratio
	0.19%
	0.07%
	0.16%
	0.31%
	0.34%
	0.40%

	Peer Group - PLL Ratio
	0.25%
	0.07%
	0.07%
	0.07%
	0.11%
	-


From the above figures, Rockville Bank’s PLL was three times higher than average, but with steady declining eventually matched the Peer Group’s PLL in 2007.  The following year shows a sharp increase in PLL due to unfavorable economic situation and the corresponding increase in loan defaults.  However Rockville Bank was did not need to increase their PLL as high as the Peer Group.  This would either be that Rockville Bank has higher quality loans not likely to default, or they are being overly optimistic with their repayments.


The second loan ratio is the non-performing loans versus total loans.  This is indicative of the quality of loans the banks are writing.  Generally speaking, a non-performing loan is one that is three months or more behind.  

	Non-Performing Loans to Total Loans

	Year End
	2008
	2007
	2006
	2005
	2004
	2003

	Rockville Bank - Non-Performing
	0.78%
	0.11%
	0.12%
	0.76%
	0.19%
	0.34%

	Peer Group - Non-Performing
	1.02%
	0.50%
	0.27%
	0.29%
	0.33%
	-


Rockville Bank does not have a clear trend with regards to the non-performing loan ratio.  Beginning in 2003, they thereafter dropped by half, then increased by quadruple, then dropped to 1/6 the previous year, etc.  This is compared to the Peer Group that has seen level ratios that have increased in the last two years as economic conditions have worsened.  Rockville Bank’s variability suggests that the occurrence of non-performing loans are not as closely related to the prevailing economy as the Peer Group.  While it makes sense that 2007 and 2008 would have a higher percentage, the sharp increase in 2005 to Rockville Bank is not as readily explainable.  This higher variability ultimately would translate to greater risk.


Finally, the rate-sensitive assets (RSA) and liabilities (RSL) must be evaluated.  This is absolutely crucial because the mix of RSA and RSL has consequences based on whether interest rates are rising or falling.  For purposes below, any assets or liabilities with one year or less to maturity are considered sensitive to interest rate changes.  

	Percentage of Rate Sensitive Assets to Rate Sensitive Liabilities

	Year End
	2008
	2007
	2006
	2005
	2004
	2003

	Rockville Bank - RSA / RSL
	123.31%
	89.53%
	90.48%
	123.25%
	140.82%
	153.27%


The figures above show Rockville Bank has had an RSA/RSL ratio greater than 1, but steadily decreasing through 2007.  As of 2008 there is $1.23 in rate sensitive assets for every $1 in rate sensitive liabilities.  Therefore, this bank would be considered asset-sensitive and be said to have a positive GAP.  During a given time period, more assets than liabilities would be repriced as interest rates change.  This is advantageous during times of rising interest rates.  Because there are more rate-sensitive assets, they will rise in value higher than the rate-sensitive liabilities, which will translate into a higher net interest margin.  The converse is true during times of falling interest rates.  The liabilities would reprice greater than the assets and the net interest margin would be squeezed.  Interest rates being at record lows, evidenced by the federal funds rate close to 0%, it is likely the only direction interest rates can go is up.  Therefore Rockville Bank is currently well situated with their RSA/RSL mix.

Conclusions & Recommendations

Overall Rockville Bank has room for improvement.  As evidenced by their ROA and ROE, they are lagging behind their competition in profitability.  Their competition is simply able to capitalize on their assets and equity on a dollar-for-dollar basis more efficiently than Rockville Bank.  A much larger percentage of the firm’s overall assets are in loans, compared to securities.  This should in theory translate into a higher ROA as the rate of return on loans would be higher than on highly liquid securities that are less risky (and thus tend to have a lower rate of return).  The trade-off is of course higher liquidity risk.  However, the fact that despite the increased risk and less liquidity, Rockville Bank still has a lower ROA, does not speak well for the firm.  


While Rockville Bank’s net interest margin is roughly on par with their competitors, their net non-interest margins are lower than competitors.  This would suggest they are either bringing in less fee-based revenue or they have higher fixed and operational costs.


Next, Rockville Bank has a high degree of variability with regards to non-performing loans.  With the current environment of increased instability and uncertainty, this can be a major risk to the health of the firm.


Finally, one aspect in the firm’s favor is their ratio of rate sensitive assets to rate sensitive liabilities.  They are positioned well to profit from interest rates that are bound to increase in the future.  As long as they are able to maintain their positive GAP their assets will reprice in a large magnitude than rate sensitive liabilities.


Rockville Bank must take action during this current economic crisis if it hopes to weather the storm now and remain viable in the future.  First, they should allocate a larger percentage of funds towards the provision for loan losses.  Their variability in non-performing loans coupled with a high likelihood of increased loan defaults makes this imperative.  This action will of course further reduce the net income (and thus the ROA and ROE figures), so this will need to be offset somewhere.  The firm’s high net non-interest margin can be reduced by trimming overhead.  Closing redundant branches will lower head count along with eliminating fixed costs of the location.  In their place, multi-functional ATM machines can be installed to offer as many services (specifically self-serve​ services) as possible.  One of the greatest risks facing the firm is a liquidity that is much lower than the competition.  If they were capitalizing on this with large amount of profits, this would be acceptable.   However since they are not, a prudent move would be to more closely align their ratios of loans to total assets and securities to total assets to that of their competitors – affording them a comfortable liquidity buffer.
� EMBED Equation.BREE4  ���





� EMBED Equation.BREE4  ���








[image: image3.wmf]Net Income

Return on Assets (ROA) = 

Total Assets

[image: image4.wmf]Net Income

Return on Equity Capital (ROE) = 

Total Equity Capital

_1291863676.unknown

_1291863545.unknown

