Steve Rau

Finance 420

Bank Performance Case
Executive Summary

This bank performance report contains ratios that analyze the profitability as well as the debt management of The First Financial Bank of Litchfield, CT. This banks ratios, as well as its strengths and problem areas were compared with a peer group consisting of The Citizens National Bank in Putnam Connecticut, the Connecticut Community Bank, National Association in Westport Connecticut, The Patriot National Bank of Stamford Connecticut, The Hudson Valley Bank, National Association also located in Stamford Connecticut as well as the Webster Bank, National Association in Waterbury Connecticut as well as a peer group of all the banks in Connecticut.  The median figures were used within these peer groups to get a fairly accurate representation to compare to.  The Return on Equity, the Return on Assets, Earnings Spread, the Net Profit Margin, Asset Utilization, Equity Multiplier, Non Net Interest Margin, as well as the  Net Interest Margin were calculated for all groups in order to compare them.  These ratios resulted in the conclusion that The First Financial Bank of Litchfield is in a fairly good position compared to other banks in Connecticut.

Although their Return on Assets, Return on Equity, Net noninterest Margin and Net Profit Margin for the Litchfield Bank are good, they are lacking in performance with the Equity Multiplier, the Net interest margin as well as the Asset Utilization ratio in 2008.  Because of the few areas that The First National Bank of Litchfield is underperforming, they cannot be considered a strong bank.

There are limitations to this analysis.  Only four years of data were obtained, and to get a more accurate representation of historical data 5 or more years would be good.  Also only banks in Connecticut were compared. A national average would have been useful to understand the positioning of this bank compared to others in different regions.

Introduction 


There is no doubt that the banking industry has been severely affected by the recent economic events.  Large banks as well as small community banks have all felt the pressure from the credit crunch, subprime mortgages and the lack of spending with the majority of consumers.  In this bank case the First National Bank of Litchfield, located in Litchfield Connecticut will be examined.   This bank will be compared to a peer group consisting  of The Citizens National Bank in Putnam Connecticut, the Connecticut Community Bank, National Association in Westport Connecticut,  The Patriot National Bank of Stamford Connecticut, The Hudson Valley Bank, National Association also located in Stamford Connecticut as well as the Webster Bank, National Association in Waterbury Connecticut.  The First Financial Bank of Litchfield will also be compared to another peer group which is made up of all of the banks in Connecticut.  The median data for these peer groups will be used in order to get a fair and reasonable representation of the First Financial Bank of Litchfield compared to the others.  Specific ratios were calculated for my bank, as well as each of the peer groups.


The First Financial Bank of Litchfield is a commercial bank located in Litchfield Connecticut.  It is a nationally chartered bank that is a member of the Federal Reserve.  This particular bank is supervised by the Office of the Comptroller of Currency. The First Financial Bank of Litchfield is part of a bank holding company which is The First Litchfield Financial Corporation. As part of this bank holding company there is the First Litchfield Statutory Trust which is a domestic entity, as well as the First National Bank of Litchfield which is a national bank.  Under the First National Bank of Litchfield are two subdivisions; The Lincoln Corporation and The Litchfield Mortgage Service Corporation.   Because the First Financial Bank of Litchfield is part of a bank holding company this bank has a better chance of keeping their doors open due to the fact that the bank holding company will inject money into the bank if they need to.  
Broad Comparison


From watching the news, and reading the newspaper, it is no secret that banks all over the country are hurting due to the current recession, but surprisingly banks in Connecticut seem to be fairing better than banks in other states.   After looking into this further on the FDIC website it became clear that the banks in Connecticut are doing better due to the fact that compared to the United States, residents of Connecticut have experienced less of a payroll cut, higher average income per capita as well as a lower rate of bankruptcy.  The following three graphs, depicting these three economic factors were taken from the FDIC website and illustrate how our state economy is doing better than the United States as a whole.
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This graph shows the total payroll growth in Connecticut compared to the United States.  Although there is a slight decline in payroll growth, we actually saw a slight increase in 2008 while the Unites States saw a decline of .4 percent.  This .5% difference may not seem like a lot, but with everyone’s pockets being tighter than usual, every extra dollar we don’t lose makes a difference.  With extra money the disposable income of consumers has increased in comparison to the rest of the country.  This allows residents of CT to spend more, which in turn increases investments and helps the banks increase profits.  
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Another reason banks are doing better in Connecticut is due to the fact that residents have a much higher per capita personal income than the United States as a whole.  One way banks make money is by borrowing money from depositors and lending that money out to people who need loans.  With residents making more money, they are able to keep more money in the bank.  This increased total reserve for the banks allows the banks to lend larger amounts than those banks with fewer deposits.  Also with a higher income people are less likely to default on loans they may already have, and more willing to take out loans with confidence that they will be able to pay them off.
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The third graph shows that Connecticut is in a better position financially, and in turn more profitable for banks is the personal bankruptcy rate. When a person files for bankruptcy they are often unable to pay debts, or end up settling with debtors for reduced rates and often reduced balances.  Since one of the main ways banks make money is by lending money, if more people file for bankruptcy the more they can lose if debts are defaulted on.  With only 17% of people per 1000 compared to 36.2% for the United States in 2008, if it easy to see why Connecticut banks have a better chance of surviving.

In order to properly analyze The First Financial Bank of Litchfield historical data from the balance sheet and income statement for the last four years was gathered from the FDIC website.  The same was done for the median of the first peer group consisting of 5 other banks, as well as all the banks in Connecticut.  Each line of the income statement for The First Financial Bank of Litchfield as well as the two peer groups by the total assets found on the balance sheet (Appendix).  This allowed for an easy comparison between the median for the peer groups to the Litchfield Bank.  From this data it was clear to see that from the years 2005 to 2007 Litchfield bank did see steady income.  Interest income rose while noninterest income remained steady. Compared to the Industry in Connecticut the Litchfield bank did well when ti came to income, outperforming the average.  Unfortunately, unable to keep expenses down, the steady rise and almost double the expenses of other banks throughout 2005-2007, net income suffered, falling throughout all the years, and dropping off in 2008.  Expenses such as salaries and employee benefits, as well as noninterest expense and interest expense rose throughout those years, often being higher than both peer groups.  The drop off in income as well as the increase in expenses in the year 2008 was across the board for all banks in Connecticut however, not only for the First Financial Bank of Litchfield.  This was due to the affect of the deflating housing market, the sudden drop in the value of homes, and the defaulting on mortgages.  Banks who lent money out to the subprime sector, or to people who were buying houses that had inflated values often found themselves with foreclosed homes because people could no longer afford them in an economy that was headed for recession.  

Ratio Analysis


The first ratio examined for the First Financial Bank of Litchfield was the return on equity.  The return on equity is a good ratio to use to find out how profitable the bank is, and for comparing the bank to others in the same industry.  All of the banks looked at in both the peer groups as well as the Litchfield bank show their highest ROE being in the year 2005.  The Litchfield bank had the highest at 14.74%, 1.26 times greater than the 5 peer banks and over 3.25 times greater than the industry.  The 14.74 cents earned per dollar by The First Financial Bank of Litchfield was quite impressive.  For the following years the ROE for all banks examined dropped and fluctuated fairly significantly until 2008 when they all recorded a large decline.  The lowest percentage per dollar that was retained by Litchfield bank was 1.85 percent whereas the peer group recorded -11.34 percent.  This shows that Litchfield Bank was not able to maintain the level of income to expenses in 2008 that they had in earlier years when their income dropped faster than their expenses causing shareholders to make less money. Although Litchfield bank shows a large decline in ROE for 2008, they still did a better job than the median of the 5 peer banks (see appendix).  

Another useful tool to analyze The First Financial Bank of Litchfield’s profitability is the Return on Assets.  ROA shows how profitable the bank is compared to its assets, as well as how efficiently owners and managers use their assets to generate profits.  Litchfield bank started off in 2005 with an ROA just under 1% which continued to drop and stay low until 2008 when it decreased drastically to its lowest percentage of .12%.   This shows that Litchfield bank was unable to efficiently use their assets to turn a profit, even in the years of 2006 and 2007 when the ROA was at .50% or lower.  When compared to the 5 peer banks Litchfield ranged from .81% of the median in 2005 to .11 percent in 2008.  When compared to all of the banks in Connecticut Litchfield did much better, ranging from 1.73% of the median in 2005 to only .33% in 2008.  The highest ROA was 1.16 and the lowest was -1.07, both of which were within the peer group of 5 similar banks. This shows that The First Financial Bank of Litchfield was in fairly good position in comparison to the other banks in Connecticut.  Since they were nearly at 1% and never went negative, even in 2008, they are in better shape than many of the banks used for comparison. 

 Since the higher the ROA, the more profitable the bank and these banks ROAs dropped significantly it shows that they are all having the same problem.  This is undoubtedly due to the current economic.  Since a bank’s assets consist mainly of the loans that they have loaned out, and people are finding it harder and harder to pay their bills, banks are losing money.  With loans being defaulted on and mortgages turning into foreclosures these banks are finding it very difficult to turn a profit from these assets as they once did, which is evident in the data from 2008.  According to the balance sheet all the banks from the peer groups, as well as the Litchfield bank had to increase their loan loss allowance.

The third profitability ratio used to analyze the performance of The Litchfield bank is the Net Profit Margin.  The net profit margin is a great tool to use because it can show exactly how much of every dollar the bank actually keeps.  Similar to the ROE for Litchfield bank, the NPM starts out very high in 2005 and decreases until 2008.  Just as the ROE remained very high compared to the five peer banks, so did Litchfield’s net profit margin.  In 2005 the NPM was at 17.86 percent and only dropped to 7.77 in 2008, despite the economic hardships that hit the United States.  This is because Litchfield bank was able to maintain a positive net income throughout all the years, and had fairly good control over their costs.  The five peer banks had a similar trend, starting rather high in 2005 and then dropping during the following years.  The only difference is that the median for the five peer banks during 2008 show a very large drop from 12.39% in 2007 to -17.5%, a 29.88% drop.  This was due to a large negative net income reported for 2008, which shows that revenues were low, and the managers of these banks were unable to control their cost well, especially when compared to Litchfield bank.  They have to many expenses to cover without the money.  The peer group consisting of all the banks in Connecticut has a similar trend to Litchfield bank, starting at above 17.5% in 2005 and dropping to almost half of that in 2008. This shows that Litchfield and the other banks in Connecticut are taking a similar strategy in controlling their expenses relative to their revenues.  

The asset utilization is used to determine how well a bank is using its assets to generate revenue.  Litchfield bank efficiently used their assets to generate revenues from the years 2005 to 2007, showing a steady increase until 2008 when they dropped from 6.20% in 2007 to 1.52% in 2008.  Unfortunately the other banks in the two peer groups do not show this same decline.  The peer group consisting of the five similar banks went from an AU of 5.91 in 2005 to 6.11 in 2008 with only a slight decline after 2007.  The peer group containing all the banks in Connecticut tells the same story with a median of 3.05% increasing to 4.20% with a slight drop after 2007.  This shows that Litchfield was unable to affectively use their assets to generate revenues compared to the other groups.  This poor performance could have stemmed from Litchfield bank being too nervous to loan out the way they had in the past, resulting in less revenues being obtained from their assets.  If this is the case than this could very well have been a good move on managements part in order to prevent the likely hood of future defaults as the economy continued to worsen. 

In order to understand the financial leverage of The First Financial Bank of Litchfield the equity multiplier was used.  This number has the ability to tell how a company uses debt to finance its assets.  Clearly a lower number is better in this case, and Litchfield bank does not have that.  Litchfield banks lowest EM was 14.54 which was 3.93 higher than any other year for any of the peer groups.  For all the banks in Connecticut the EM never went above 8.33, and for the banks in the peer group of five, 10.60 was the maximum.  This shows that Litchfield is relying heavily on debt to finance their assets, more so than any of the other banks.  Throughout the four years being examined it is right to believe that Litchfield bank may have been short on cash and needed to borrow in order to finance their activities.  For most industries this could be very bad, allowing for more risk.  Sometimes however it could provide a higher return on equity for their shareholders, but once again this was not the case for Litchfield bank.  Their ROE continued to drop even as the large amount of debt was used for assets.  

The Net Interest Margin is the next formula that needs to be examined and compared.  This ratio can tell us whether the bank is making good decisions when it comes to their interest expense compared to the investment decisions they make.  Litchfield bank was successful in keeping their ratio positive, but it did drop from 3.10% in 2005 to .70% in 2008.  As stated before, the economy began to turn and 2008 was a bad year for most banks.  Unfortunately, when compared to the other two peer groups, this significant decline is no good.  Both peer groups were able to finish off 2008 with about the same ratio as they had in 2005.  For the peer group of five they were able to finish off 2008 at 3.20%, only .08% less than four years prior.  A sharp drop into the negatives was recorded in 2006 but this is unreliable because a balance of zero for interest income was recorded on the income statement, which is probably an error.  For the peer group consisting of all the banks, they actually had a steady increase from 1.78% to 2.18% showing that every other bank could control their interest expenses better than Litchfield bank.

Following the Net interest Margin is the Net Non Interest Margin. The net non interest income represents the spread between non interest income and noninterest expense. It is normal to see negatives in this area since this ratio is usually negative, but banks work at trying to keep the number as low, or close to zero, as possible.   Litchfield bank in 2005 had a NNIM of   -1.74%, which rose to -2.10 until dropping of significantly to -.60 in 2008.  Compared to the peer groups this is very good.  Both groups steadily increased over the four years, the highest ratio being -2.84 in 2008 for the five peer banks.  The lower negative number shows that Litchfield bank has been able to increase their non interest income faster than they have increased their non interest expense.  This is good for Litchfield bank because while the other banks were increasing their noninterest expense faster than their noninterest income, Litchfield was actively trying to manage their expenses, improving their position.  

The final calculation used to analyze the First Financial Bank of Litchfield was the earnings spread.  The ES started at its highest point for Litchfield Bank in 2005 at 1.72% before fluctuating until 2008 when it dropped off significantly to .43%.  This is not all that good of a sign since the ES can tell us how effective the banks borrowing and lending is by comparing income and earnings and expenses and liabilities.  The other banks in the peer group had a much steadier ES, which stayed relatively level, than increasing in 2008.  Compared to the peer group of five banks, the best result was in 2005 at .70% of the median, and for all the banks in Connecticut the best was in 2005 when it was over 1% of the median, but then dropped to .23% in 2008.  Litchfield bank would probably be in a better position if it had a larger spread between their income and earnings compared to their expenses and their liabilities. The fluctuation that they experienced is also a bad sign, showing little stability.

After the analysis of The First Financial Bank of Litchfield balance sheet, income statement and key ratios I would have to say that this bank is in a fairly good position.  For banks this is a hard time ever since the housing market fell off, foreclosure rates skyrocketed and the economy met the toilet.  When compared to a peer group consisting of five banks; The Citizens National Bank in Putnam Connecticut, the Connecticut Community Bank, National Association in Westport Connecticut,  The Patriot National Bank of Stamford Connecticut, The Hudson Valley Bank, National Association also located in Stamford Connecticut as well as the Webster Bank, National Association in Waterbury Connecticut; as well as a peer group consisting of all the banks in Connecticut, The First Financial Bank of Litchfield did pretty good.  When the ROE and ROA were compared Litchfield bank did very well, being above the median in all the years prior to 2008.  Their NPM was very good, especially in 2008 when the peer group of five dropped into the red while they remained above 7.75%.  They could work on stabilizing their ES as well as trying to lower their equity multiplier.  The NIM fluctuated and dropped off much more than I would like to have seen, especially when the other peer groups remained stable, and actually increased their NIM in 2008.  Litchfield bank was however able to control their noninterest expenses relative to their noninterest income to finish of 2008 with a very healthy number.  All in all about 75% of the data analyzed was good compared with the peer groups.  Litchfield bank is doing fairly well, and I’m sure if we were to compare it to banks in other parts of the country it may even perform better in comparison. 

Appendix 

Tables

ROE of the Litchfield Bank, five peer banks and all the banks in Connecticut
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ROA of Litchfield Bank, five peer banks and all the banks in Connecticut
[image: image5.png]1.50%

1.00%

0.50%

0.00%

-0.50%

-1.00%

-1.50%

1/1/2005

1/1/2006

1/1/2007

1/

08

ROA

m Litchfield Bank
W 5 peer banks
= All banks in CT





NIM of Litchfield Bank, five peer banks and all the banks in Connecticut
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NPM of Litchfield Bank, five peer banks and all the banks in Connecticut
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