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While some operational and credit headwinds 
face KBRA’s rated bank universe, which 
largely consists of regional and super-

community banks, overall the rating outlook continues 
to be stable. This outlook takes into account a myriad 
of factors that are both internal and external to the 
institutions themselves. Internal factors include solid 
funding structures and improved asset quality metrics 
resulting from conservative underwriting and a 
thorough understanding of their respective operating 
footprints. External factors include stability in real estate 
asset values, slightly improved home sales data, and 
moderately stable economic operating conditions overall. 
Broadly, the growth rate of the U.S. economy is forecast 
to remain moderate at best with possible downward 
pressure originating internationally. Rating constraints 
include concentrated exposure to real estate as well as a 
large reliance upon spread-derived income. Also, KBRA 
notes an increasing trend of capital deployment into 
lending that is driving downward pressure on capital 
levels, though all investment grade institutions remain 
above the regulatory minimums for well capitalized. 

The domestic economic environment has seen slow 
improvement and, as a result, central bank monetary 
policy has remained largely accommodative with a 

single 25 basis point increase coming at the end of 2015. 
Additionally, international events, including the Brexit 
vote in June 2016, have put downward pressure on 
domestic bond yields as there has been a concerted drive 
towards U.S. investments and away from those in Europe 
and elsewhere; the yield on the U.S. 10-year treasury has 
dropped from 2.24% in January 2016 to 1.62% in August 
2016, though future rate changes initiated by the Federal 
Reserve may push those rates up. This, in turn, has 
been both a blessing and a curse. The low interest rate 
environment has put pressure on margins, particularly 
for those banks whose focus is on retail and residential 
mortgage. Additionally, competitive pressures on 
interest rates remain high within the commercial lending 
space, though KBRA rated Banks continue to fare well 
in this space with increasing market share. Given all of 
this, however, funding costs have remained low for both 
core and noncore funding sources. As such, many of the 
regional institutions within the KBRA rated universe 
have enjoyed stable, if not slightly improving, net interest 
margins. Many have positioned themselves as asset 
sensitive, with moderate durations on investments as 
well as relatively high levels of repricing within their loan 
portfolios so as to hedge for future interest rate increases.  

In many markets across the country, asset values have 
stabilized and, combined with 
more stringent underwriting 
standards, have led to an 
overall improved outlook for 
nonperforming assets. There are, 
however, several segments within 
the economy that continue to 
pose problems, particularly 
within the energy sector where 
a prolonged supply glut has 
perpetuated low prices. Many 
of the rated institutions have 
limited or eliminated exposure 
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to energy companies throughout the energy supply chain. 
KBRA has also noted some concern regarding commercial 
real estate capitalization rates as perpetually low interest 
rates have driven down these rates. However, many rated 
Banks have adjusted for this by further tightening their 
loan-to-value (LTV) requirements and conducting stress 
testing for higher rates as part of the underwriting process. 
It should also be noted that this can vary widely from 
market to market and, as many of the rated institutions are 
regional and super-community banks, they often have in-
depth knowledge of both their markets and their borrowers 
that helps to offset this risk. Additionally, renewed 
regulatory focus on the capital concentration “guidance” 
limits of 300% for non-owner occupied commercial real 
estate and 100% for construction and development have 
tempered many of the rated institutions’ appetite within 
these spaces, with those Banks that choose to exceed the 
guidance limits doing so with very strong credit, risk, and 
portfolio management systems in place to counterbalance. 

Growth prospects for the KBRA rated Banks remain a 
healthy mix of organic and acquisition strategies, with the 
latter proving to be more alluring in the face of increased 
regulatory cost burden as well as cost efficiencies to be 
realized. To date, the rating implications of acquisitions 
have been generally neutral to positive. Bank acquisitions 
have helped diversify lending/depository franchises, 
increase market share, and, in some cases, diversify 
revenue streams by adding additional business segments 
to boost fee income. Acquisition-related risks have been 
well contained to date. Most acquisitions have been 
relatively small to moderate-scale transactions in markets 
known well by management teams. Larger acquisitions 
within KBRA’s rated universe have been primarily 
in-market transactions with considerable cost saving 
opportunities. It is anticipated that the rated Banks will 
continue to be active acquirers going forward. 

Capital levels have trended downward slightly for KBRA 
rated Banks while double leverage has trended up 
slightly. Much of this can be attributed to shareholder 
pressure for greater performance, though there has 
not been an observed shift to more accommodative 
dividend policies. This comes as regulatory pressures 
on institutions to maintain higher capital levels are 
elevated while the Dodd-Frank regulations surrounding 
capital and liquidity stress testing (DFAST) appear to 
be trickling downward toward smaller institutions, 
including those in the rated universe. These banks, 
nonetheless, remain significantly above the minimum 
level required for the well-capitalized designation with 
most, if not all, performing well in the stressed scenarios. 
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Going forward, KBRA expects that capital levels will 
continue to trend downward over time, particularly 
Common Equity Tier 1 capital levels (CET1) as rated 
institutions pursue growth opportunities to maximize 
both profitability as well as shareholder value. KBRA will 
continue to monitor this very closely, particularly should 
there be any deterioration in capital markets that would 
impact access for these institutions. 
 

Drivers of an Outlook Change
With few exceptions, the banks within the KBRA rated 
universe are well situated in their respective rating 
categories. Based upon analysis completed in accordance 
with the KBRA Global Bank and Bank Holding 
Company Methodology published on February 19, 2016, 
the current ratings assigned are forward looking and 
already reflect the expectation for sound profitability, 
stable asset quality, comfortable liquidity, and resilient 
capital. Consequently, a positive rating outlook for the 
sector is unlikely. However, the Rating Outlook could 
turn negative if significant signs of a pending domestic 
economic slowdown emerge or if there are signs of 
domestic contagion should an international economic 
slowdown take place. In fact, IMF Chief Christine 
Lagarde recently commented that “[global growth] 
recovery remains too slow, too fragile, and risks to its 
durability are increasing”, adding that persistent low 
growth can be self-reinforcing through negative effects on 
potential output that can be hard to reverse leading to the 
threat of a “new mediocre” of weak economic progress.1 

Additionally, though asset prices have largely stabilized, 
given the relatively large exposure to real estate of Banks 
within the KBRA rated universe, significant devaluation 
of real estate assets could negatively affect ratings. That 
said, current ratings accommodate a certain degree 
of asset quality stress after applying KBRA’s stress test 
scenarios during the rating process. In an effort to drive 
earnings growth, management teams will continue to be 
tempted to take on additional risk. The Rating Outlook 
could deteriorate if the following negative trends become 
more significantly evident across the sector including: 
overly shareholder friendly capital management, 
aggressive acquisition strategies including large out-
of-market acquisitions or significant ventures into 
business segments without commensurate management 

experience, riskier lending activities or a significant 
loosening of credit quality standards, outsized growth 
in construction and development exposures, tighter 
liquidity management, or riskier investment portfolios 
in an effort to boost NIMs. 

1 �“Decisive Action to Secure Durable Growth”. Lecture by Christine Lagarde, IMF Managing Director. Bundesbank and Goethe University, Frankfurt, Germany. April 5, 2016. 
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