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The list of regulatory changes continues to grow. Each new regulatory requirement brings a very real
increase in costs or reduction in revenue — and sometimes, both. It is clear that this trend, regardless of
its public policy merits and effectiveness, will continue.

The simple fact is that the financial industry is not going to return to business as usual once the economy
recovers. Thanks to new mandates and prohibitions, the pressure on profits and hurdles to enhancing
shareholder value will continue to rise even after the credit downturn abates.

This creates the impetus to confront one of the more uncomfortable challenges facing the industry: What
to do with an increasingly costly branch network of approximately 96,000 offices? This network has less
and less relevance to a growing segment of customers conducting their business within other channels.

Direct costs to operate the average bank’s branch network account for nearly one-third of all non-interest
expense. Given the unrelenting pressure on bank earnings, now is an opportune time to reevaluate the
contribution of individual offices and consider restructuring options.

If you doubt this is the time to consider restructuring branch networks, consider the following:

The number of U.S. banking offices servicing deposit customers has grown by 16% since 2002,
increasing during 2009 by 358 locations in the midst of a major recession and in the face of rapid-
ly increasing credit costs and other demands for capital.
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The percentage growth in the number of branches has outstripped the percentage increase in
households to be serviced by those branches routinely over the past eight years. Consequently,
the number of households per branch has declined from a peak of approximately 1320 to about
1220 in that time.

The shift in banking habits of the industry’s customers is ongoing. The percentage of banking ac-
tivity conducted through the branch channel continues to decline relative to activity through alter-
native channels ranging from the internet to call center services. Forecasts suggest that branch-
oriented activity will at best remain flat moving forward.

Source: TowerGroup
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Electronic transactions long ago surpassed paper-based transactions — one of the primary func-
tions of a branch system — and the trends for both are expected to move rapidly in opposite direc-
tions, with paper declining further and electronics dominating the payment system.

Source: TowerGroup, Federal Reserve, 2009

Based on our three most recent costing and profitability studies, approximately 30% of the average
bank’s non-interest expense is directly driven by its branch network. Occupancy, utilities, maintenance,
insurance, for example, are comparatively minor costs in the overall expense scheme while personnel
expense remains a significant driver. Upwards of 45% of the average bank’s staff is still assigned to the
branch network.

What is more, these expenses are not distributed equally in relationship to business but are skewed — as
one would expect due to scale economies and utilization efficiency — to smaller branches. The following
graphic represents these direct costs across various strata of branch sizes and illustrates the problem:
Small offices cost more to run relative to their contribution as funding sources.
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Direct costs are only part of the expense picture. Indirect/allocated costs for headquarters support func-
tions (hiring, training and human resource functions for example), information technology costs for data
networks and we estimate that they account for another 10% of the average bank’s operating cost base.

While size alone is not a definitive basis for determining cost-effective funding contributions or fee gen-
eration capability, it is a good place to focus attention given the foregoing view of direct cost. The follow-
ing graphic illustrates the distribution of branches by deposit ranges. Nearly 30% of all offices are what
would be characterized as small, with footings less than $20 million. The average branch with deposits in
the less than $10 million range had balances of just $5.1 million while the average deposits in branches in
the $10 million - $20 million range was $15 million.
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These data and trends argue against simply maintaining the current branch system in a “business as
usual” mode. What is stopping a strategic restructuring now, especially when the capital consumed by the
branch system can be better deployed elsewhere? Reluctance to abandon locations is driven first and
foremost by inertia — it is easier to just let the system run along than to intervene by making hard choices
about legacy networks.

Other obstacles to restructuring that must be overcome include:
Community Re-investment Act (CRA) requirements
Anti-trust implications in transactions
Concern about the impact on profitability
Fear of negative public reaction

Unfortunately, the only thing doing nothing ensures is accelerating inefficiency and declining profitability.
In shareholder terms, doing nothing destroys more economic value as time passes. While these ob-

stacles are difficult, they are definitely not insurmountable with careful analysis and an effective restruc-
turing strategy.

A thorough understanding of a branch’s trade area are important to effectively addressing requirements to
satisfy and overcome CRA, anti-trust and public perceptions of closures. Our experience and analysis
has concluded that the keys to effectively restructuring include a thorough review of three key factors:

Household trends: Understanding the demographics of these households, the propensity to ac-
quire financial services in each segment as a determinant of market potential surround branches
and the anticipated household growth in a trade area.

Competitive environment:  Evaluating market share in relationship to investment in branches in
any given market and evaluating the potential to alter results. A simple metric worth considering
is fair share. Fair share assumes that a bank should capture a percentage of deposits equal to its
percentage share of branches in a market.

Profit contribution/Funding Effectiveness results: Assessing the branches ability to generate
deposits as a low cost funding source at a target profit contribution level and evaluating the po-
tential to improve through increased revenue generation or cost management.

The results from collecting and analyzing these three factors can be easily displayed on the two-by-two
matrix on the following page by noting the following:.

The size of the bubble represents current profit contribution.

The horizontal axis is the relative market performance of the branch (its fair share ratio: the per-
centage of deposits divided by the percentage of branches controlled by the bank in the market).

The vertical axis is the relative attractiveness of the market.
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For analytical outcomes that suggest restructuring a specific market, there are three common (and one
less common) solutions available to a bank:

Consolidate the office with another office convenient to customers,
Sell the office to another financial institution with an interest in the market, or
Close the office outright.

The fourth option is to enter into a swap transaction with another equally motivated institution in
the same trade area in which both parties benefit from an exchange of assets and deposits and
from subsequent lower operating costs.

Why would branch swaps offer a viable alternative compared to sale or outright closing? Most branches
are marginally profitable — but insufficiently profitable to create economic value above a bank’s return on
capital hurdle. This marginal profitability (and incremental ROE) inhibits moves to exit the site. Swaps can
overcome this challenge in a number of ways:

Swaps facilitate the retention of deposits and assets balances in the aggregate for both parties to
the swap.

Swaps overcome the potential of leaving a market without banking facilities (a major hurdle in
overcoming CRA concerns) in as much as at least one player is left in the trade area.

Swaps allow the elimination of operating costs by reducing the number of branch sites required to
generate deposit funding and earning assets.
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The swap creates operating savings that can then be used to fund incremental investments in
growth markets and investments in alternative channels where innovation is still required to cap-
ture growing segments of the payments/deposit business.

An lllustrative Case Study

The following is an interesting case involving two institutions, both with small and inherently inefficient
offices in low potential markets where they lack critical scale and market share.

These deposit data are available in the public domain (FDIC Summary of Deposit survey data) and the
costs are pro forma estimates based on FIS costing and profitability studies of branch banking.

Bank X and Bank Y have overlapping branches in several Wisconsin markets as seen in the table below.
In the five markets, one or the other of the participants has a stronger position and the bank with the
weaker position has no other nearby offices or clear strategic reason to be in the market other than to
generate a marginal contribution to funding and profit. We computed a pro forma income, expense and
contribution margin for each office today using the assumptions on the following page:

Est. FTP

o008 | BrType  Mome  TUETC comsbu. | Contibw-
SOD (000) (000) tion tion Margin
(@1.75%)

New London Bank X $28,443 11 $ 498 $ 299 $ 199 40.0%
Appleton Bank X $12,803 11 $ 224 $ 195 $ 29 13.1%
Sturgeon Bay Bank X $39,383 11 $ 689 $ 343 $ 347 50.3%
Marinette Bank X $20,422 11 $ 357 $ 214 $ 143 40.0%
Total $101,051 $1,768 $ 1,051 $ 718 40.6%
Menomonee Falls Bank Y $14,861 11 $ 260 $ 192 $ 68 26.3%
New London Bank Y $16,528 11 $ 289 $ 213 $ 76 26.3%
Sturgeon Bay Bank Y $18,243 11 $ 319 $ 235 $ 84 26.3%
Marinette Bank Y $11,836 11 $ 207 $ 180 $ 27 13.1%
Appleton Bank Y $8,667 11 $ 152 $ 180 $ (28) -18.7%
Total $70,135 $ 1,227 $ 1,000 $ 227 18.5%

The calculations above are based on several key assumptions:
Funds transfer price for deposits is 1.75%.
Operating costs are consistent with FIS direct cost data from full service branches of relevant size.

That the deposits are composed of a “normal” mix of account types (as opposed to brokered
funds or jumbo CDs for example) in both banks. This must be confirmed in due diligence by both
parties as all deposits are clearly not created equal.
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It appears feasible to complete a swap of Bank Y branch locations with Bank X that will be beneficial to
both organizations of sufficient impact to make the transaction worthwhile. While there are numerous
possible permutation and combinations, the following appears to be the most practical in this regard.

: Current
Deposits Est. FTP Est. Direct Sie Improved
as of " : Forma .
Source 6/30/08 Income Direct Contri- Contr i- Contribu-
SOD (@1.75%) Cost bution bution tion
(000)
Menomonee Falls | Bank Y $14,861 11 $ 260 $ 192 $ 68 $ 192 $ 68 $ - 26.3%
B | sturgeon Bay Bank Y $18,243 | 11 $ 319 $ 235 $ 84 $ 415 $ 594 $ 510 58.9%
8 | sturgeon Bay Bank X $39,383 | 11 $ 689 $ 343 | $ 347
k | Marinette Bank X $20,422 11 $ 357 $ 214 $ 143 $ 281 $ 284 $ 141 50.3%
Marinette Bank Y $11,836 @ 11 $ 207 $ 180 $ 27
X Total | $104,745 $1,832 $1,164 $ 669 $ 888 $ 946 $ 651 51.6%
B | New London Bank Y $16,528 | 11 $ 289 $ 213 $ 76 $ 346 $ 441 $ 166 56.0%
‘; New London Bank X $28,443 | 11 $ 498 $ 299 $ 199
k | Appleton Bank X $12,803 | 11 $ 224 $ 195 $ 29 $ 225 $ 150 $ 187 40.0%
Appleton Bank Y $8,667 | 11 $ 152 $ 218 $ (66)
Y Total $66,441 $ 1,163 $ 925 $ 238 $ 571 $ 591 $ 353 50.8%

The key elements of the possible swap include:

The total deposits of the two banks remain essentially unchanged.
The balance of funds being transferred from Bank Y to Bank X is $45 million.
The balance of funds being transferred from Bank X to Bank Y is $41 million.

Presumably, Bank X would pay a market-rate premium for the difference in deposits being trans-
ferred.

Three Bank Y offices move to Bank X. Bank Y exits these markets:
Marinette
Sturgeon Bay
Menomonee Falls

Two Bank X offices move to Bank Y. Bank X exits these markets:
Appleton
New London

All swaps except Menomonee Falls create obvious office consolidation opportunities that drive
the efficiency improvement seen in the lower overall cost estimates and improved profit margins
for both organizations. Menomonee Falls is included to balance the deposit movement and be-
cause it is not critical to a larger branch strategy at Bank Y and has shown little growth in five
years.

Bank Y reduces its office footprint by a net of three branch sites in geographically isolated loca-
tions.

10
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Over five years, the move is worth over $1.2 million to Bank X (compared to current branch con-
tribution) and $1.5 million to Bank Y BEFORE one-time, non-recurring transition costs.

With the continuing shift in customer banking preferences and the declining relevance of branch offices
as a focal point for transaction services, the cost of any bank’s network is growing relative to its value.

Coupled with ongoing population shifts, many institutions are increasingly saddled with extensive net-
works that cost too much and add little to their funding capacity.

It is feasible to bring the cost of these networks down without sacrificing low cost funding or reducing li-
quidity. A combination of intra-bank consolidations and inter-bank swaps offer an alternative to support-
ing offices.

The FIS Consulting team of specialists is comprised of practitioners in a wide range of financial services
activities, including operations, technology, and retail and commercial banking. Our expertise covers the
many facets of deposit growth and branch network effectiveness. For more information on FIS Consulting,
call 800-822-6758 or visit fisglobal.com.
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