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                                                         EXECUTIVE SUMMARY     

Subject Matter:
This is a report of findings regarding a review of profitability and performance on the Simsbury Bank & Trust Co. The review also covered risk analysis, threats, and opportunities for the subject bank.

Methods of Analysis:
Traditional bank financial analysis methods were employed.  Ratios included ROE – Return On Equity, 

ROA – Return On Assets, NIM – Net Interest Margin, and NNIM – Net Noninterest Margin.    Other data were obtained from bank records, Federal regulatory reports, and reports and forecasts regarding current economic condition, both locally and nationwide.

Findings:
The bank needs to reverse a trend that began in fiscal year 2008 regarding shrinking interest margins.


Non-interest expenses need to be reduced significantly.


Non-interest income needs to be increased to the extent possible.


The Board of Directors and Management need to be more aggressive in their deliberations concerning the adequacy of the loan loss reserve and the effect of the loan portfolios on future profitability of the bank. Credit review, and strict adherence to established credit policy is absolutely critical.

Conclusions:
Interest margins will continue to be under pressure until the economic recover begins and beyond.  This will continue downward pressure on expected earnings, impacting capital and equity positions.  With pressure continuing on margins, aggressive growth of non-interest income, and better control of non-interest expenses are critical.  Ongoing monitoring of the credit worthiness of the loan portfolio needs to be a top priority.  The Board of Directors and Management need to continually monitor the impact of current government fiscal policies and economic decisions and their impact on the bank.

 INTRODUCTION:
We are pleased to present the findings and recommendations of our review of the Simsbury Bank & Trust Co. to its Board of Directors and Management Team.  Our review included performance and profitability studies as well as a risk assessment and overview of opportunities and threats to consider in the future.  While our study of historical performance is based on data available in bank records and regulatory filings, our pro forma views of future profitability depends upon certain assumptions regarding the national economy in general, and the local economy, specifically, as they relate to both Simsbury Bank and the peer banks within our community. Our review was conducted based upon the data supplied by bank personnel and may or may not be accurate.  Our review did not include procedures to discover errors that only an audit by an independent third-party accounting firm would disclose.

Simsbury Bank & Trust Co., (SBT) is an independently-owned, publicly-traded commercial bank, as defined by the Federal Reserve Bank, its primary regulator.

SBT operates in central Connecticut.  The primary communities served by SBT are Simsbury, West Simsbury, Avon, Granby, and Canton. SBT’s market is primarily residential with a mix of small and medium sized commercial enterprises.  SBT employs approximately 60 full-time equivalent employees.

PROFITABILITY ANALYSIS:
The basic ratios employed in analyzing profitability of a bank, such as SBT, are the Return on Assets (ROA) analysis, and the Return on Equity (ROE) analysis.  Such analyses are most effective when done over a historic period of time, and when compared to the bank’s peer operating group.  Our review disclosed several trends that we feel deserve immediate attention by the Board and Management.

ROA – Return On Assets, discloses how efficient management is at using its assets to generate earnings.  The bank’s average ROA for the 4 years reviewed was .36 % compared with .32% for the peer group.  While this appears to be a positive finding, it should be pointed out that the trend analysis of the 4 years covering our review discloses that the historic performance of the bank’s ROA is declining at a rate faster than that of the peer group.  The bank exceeded the peer group’s performance in the first year of our review, 2005, as well as year 2007, but was considerably below the peer group for years 2006 and 2008.  SBT’s ROA for year 2008 was a negative return reflecting a net operating loss for the year.  The peer group did not show a negative operating loss during the scope of the review. 

ROE – Return On Equity, measures how much profit the bank generates with what money the shareholders have invested.  Our analysis disclosed that with the exception of the year 2008, SBT out performed its peers significantly since 2005, the initial year of our study.  It should be noted that SBT achieved this superior performance with a relatively steady equity base while the peer group’s equity base increased 60% over the same four-year period.  However, the trend analysis again indicated a significant weakening in SBT’s performance in the year 2008.  While the peer group suffered a year-over-year decline in ROE of .44% from 2007 to 2008, SBT’s decline in ROE was 10.72% for the same period.  While it appears the peer group was more aggressive raising capital than SBT, and leveraged it better, SBT’s capital remained stagnant while the bank suffered a net operating loss.  The Board and Management need to reverse this trend quickly.

PERFORMANCE ANALYSIS:
Net Interest Margin (NIM) and Net Noninterest Margin (NNIM) are the two ratios we employed to study the bank’s performance.  NIM reveals the money the bank makes on the difference between what it pays out on deposits and other interest-bearing liabilities, and what money the bank receives on the loans and investments it makes.  Typically, this “net interest margin” discloses the “spread”, expressed as a percentage, and generally represents the money the bank uses to fund its operation.  Generally, industry standards seek to achieve a 3% (300 basis points) spread on average earning assets.

Both the year-over-year results and the trend analysis for SBT, when compared to the peer group, reveals superior performance by SBT.  As with the trend in equity capital, the peer groups average earning assets increased significantly over SBT’s (64% vs. 16%), yet SBT out-leveraged the peer group to post a more robust NIM over the period of the four years in the study.

Net Noninterest Margin (NNIM) measures the effect on the same earning assets of non-interest items, of both income and expense.  Non interest income may include fees, services charges, etc., while noninterest expenses include salaries, occupancy expenses and other overhead expenses such as utilities, etc.  With the exception of year 2005, SBT experienced a higher ratio of net noninterest expenses than did the peer group.  This resulted in negative performance when measured against the peer group.  While SBT spent less on salaries and benefits, than its peer group, relative to earning assets, it spent significantly more than its peer group on premise and occupancy expenses.  Given that banks in general aim for a profit margin of 300 basis points on average earning assets, banks, including SBT, need to mitigate overhead expenses if they are to remain profitable in the future.

To further support that overhead expenses need to be better controlled, we used data found in the FDIC Call Reports for the period studied to determine the efficiency of SBT operations versus that of its peer group.  The efficiency ratio discloses how much a bank spends in its operation to generate one dollar of revenue.  For the first year of our study, 2005 SBT spent $.70 to generate $1 of revenue, while the peer group spent $.80 to generate the same $1.  By the last year of our study, 2008, the peer group reduced its cost to generate the $1 to $.75, whiles SBT spent $.91.  The peer group reduced its cost of generating $1 by 6.25%, while SBT cost to generate $1 increased by 21%.  Again, these numbers are consistent with, and therefore supported by, the results of the Net Noninterest Margin analysis.

RISKS & THREATS GOING FORWARD:
Interest Rate Risk is generally mitigated by careful asset and liability management techniques.  Matching the repricing of interest-rate sensitive assets with interest-rate sensitive liabilities can reduce potential risk against future yields.  SBT generally maintains a positive gap between its repricing assets and its repricing liabilities, meaning that they have more rate-sensitive assets repricing than interest-sensitive liabilities by $32.453 million as of 12/31/08.  However, the positive gap tends to be on the 1 – 5 year horizon, while the 0–12 month horizon indicates a negative gap, with more rate-sensitive liabilities repricing than rate-sensitive assets repricing.  Predictions of a sudden rise in inflation due to unprecedented fiscal deficits in the Federal budget could put upward pressures on interest rates.  With a negative gap in interest-sensitive assets and liabilities, SBT could suffer reduced interest rate margins which would negatively impact profitability for the current fiscal year.

The bank maintains a ratio of 1.00 – 1.25% of its loan portfolio in reserve for potential loan losses.  The adequacy of this provision is actively managed by the Board of Directors and management, and is subject to review by the Regulators, who have not criticized its adequacy.  However, the addition to the reserve for year 2008 was exponentially larger than any period in our 4-year review.  This is likely to continue given the distressed nature of those loans secured by real estate in the New England region.  Management states that approximately 70% of its outstanding loans are secured by real estate.  Profitability may come under pressure in 2009 and beyond to the extent that additions to the loan loss reserve, charged against current earnings, are required to maintain the current level of the loan loss provision.

OPPORTUNITIES FOR THE FUTURE: 

The bank has an opportunity to increase its non-interest income, and thereby improve its net non-interest margin, by originating fixed-rate mortgages, and selling them into the secondary mortgage market.  The market for fixed-rate mortgages is increasing given the fears over adjustable-rate mortgages.  While it would be unadvisable for SBT to generate these loans for their own portfolio, fees generated by selling them into the secondary mortgage market can generate significant service fee income.

CONCLUSIONS:    
· Both the Return On Equity, and the Return On Assets analysis indicates a negative trend in the year 2008 which, if not reversed, will lead to additional downward pressure on the bank’s ability to perform among the peer group, and inhibit SBT’s ability to meet shareholders’ profitability expectation.  Failure to rectify this condition will result on downward pressure of SBT’s stock price, P/E forecasts, and likely erosion of its equity capital.

· The Net Interest Margin is showing serious decline over historical performance. While the same is true for the peer group, it is not as dramatic as the results for SBT.  A bank makes gross revenue in two ways; the interest spread on the transactions it makes, and the volume of business it does.  SBT needs to increase its margins and increase its volume of transactions.  If SBT does not do both, its margins will shrink.  With the continued expectations of further pressure on noninterest expenses via loan loss provisions, etc., SBT profitability is likely to diminish further than was seen in fiscal year 2008.

· Net Noninterest Margin is in serious decline.  Certainly this is a result of the Treasury Department nationalizing both Freddie Mac and Fannie Mae secondary mortgage agencies.  SBT suffered significant losses as a holder of preferred shares of both Agencies.  These losses were directly charged against financial results in fiscal year 2008, but, nonetheless contributed to the dismal financial performance of the bank.  While these charges against current performance are not recurring in nature, other pressures on noninterest expenses are.  To the extent the bank cannot reduce noninterest expenses, and/or increase noninterest income, downward pressure on profitability will continue into the foreseeable future.

· The bank needs to continue its aggressive management of the loan portfolio, credit review, etc, as well as its critical analysis of the provision for loan losses. The bank’s management of its Asset/Liability program also can help mitigate future charges against earnings thereby helping to protect and promote future profitability.  Aggressive action should be taken to reverse the short-term mismatch of interest-sensitive liabilities which are due to re-price ahead of interest-sensitive assets.  This is especially critical if economic conditions result in upward pressure on the liability side of the balance sheet.







