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The local banking industry has gone through a profound and long-lasting consolidation process since 2010, with only three remaining banks surviving, Popular, 
FirstBank, and Oriental. With this consolidation came a steep decline in assets, deposits, and loans. From 2009 to 2016, total banking assets decreased by 38% 
or $34.9 billion, deposits by 24% or $14.4 billion, and loan portfolios by 38% or $23.5 billion. However, 2016 seems to be a turning point in the financial condition 
of local banks with assets increasing by 21%, deposits by 33%, and loans by 8% during the 2016-2019 period. The banks that have survived the latest wave of 
consolidations exhibited a strong financial performance in 2019, posting a consolidated Pre-Tax ROE of 13.7%. Their productivity, credit quality, and capital posi-
tion in 2019 were solid and moving in the right direction, posting a cost-to-income ratio of 57.9%, a nonperforming loans ratio of 5.0%, and a Tier 1 Risk-Based 
Capital Ratio of 21.0%. Looking into the rest of 2020, the banking sector will likely benefit greatly from the imminent inflow of $8.285 billion in Community 
Development Block Grant Mitigation (CDBG-MIT) funds which have been made available by the Department of Housing and Urban Development (HUD), after 
months of delay. Additionally, new Current Expected Credit Losses (CECL) regulations will likely have material operational implications as well as financial ones. 

2019: A SOLID YEAR FOR LOCAL BANKS  “Surviving local banks recorded another solid year in 2019, following a strong performance in 2018, posting an 
industry level Pre-Tax ROE of 13.7% and showing modest to strong asset, deposit, and loan growth” The year 2019 was a very good year for the local banking 
sector, at least for those banks which have survived the latest wave of consolidations, recording a Pre-Tax ROE of 13.7% on a consolidated basis. This follows a strong 
financial performance for local banks in 2018 when they registered a Pre-tax ROE of 14% (see Figure 1: Pre-Tax ROE and Annex 4). When analyzing 2019 profitability 
by bank, Popular led the way with a Pre-Tax ROE of 18.1%, followed by FirstBank (10.7%), Santander (10.4%), and Oriental (7.6%). 

Consolidations: In 2020 there will only be three remaining banks in Puerto Rico with the full suite of retail and commercial financial services operating, once 
Santander PR and Scotiabank PR are fully integrated into FirstBank and Oriental, respectively. Several waves of consolidation have significantly reduced the number 
of banks from 10 in 2009 to 3 in 2020. Higher banking concentration levels going into 2020 will further lessen competitive pressures. 

Asset, Deposit, and Loan Growth: Industry level total assets experienced a substantial drop from 2009 to 2016, decreasing from $92.6 billion to $57.6 billion 
(-$35 billion or -38%) (see Figure 1: Assets). However, this downward trend reverted to an upward trend in 2016. During the last three years, total assets have 
increased by an annual average of close to $4 billion, ultimately reaching $69.5 billion as of the end of 2019. Despite this encouraging trend, total assets still 
stand well below 2009 levels. Total deposits similarly experienced a steep decline from 2009 to 2016, decreasing from $60.2 billion to$45.8 billion (-$14.4 
billion or -24%) (see Figure 1: Deposits). On the other hand, deposits have exhibited a solid growth since 2016 and have even surpassed 2009 levels, reaching 
$61.1 billion as of the end of 2019. This represents an increase of $15.3 billion or 33% with respect to 2016. Banks have been able to benefit from lower cost of 
funding given a still historically low federal interest rate. Loan portfolios took a heavy hit from 2009 to 2016, as banks rid themselves of toxic loans to clean 
their balance sheets. In 2009, the industry loan portfolio reached $61.3 billion, plunging by $23.5 billion or 38% to $37.7 billion by 2016 (see Figure 1: Loans). 
They have slowly ticked up to $40.6 billion by 2019, an increase of roughly $3 billion or 8% with respect to 2016. 

Productivity, Credit Quality, and Capitalization: Efficiency and delinquency levels of local banks continue to move in the right direction. The cost-to-income ratio of the 
industry reached 71.9% in 2009, decreasing to 57.9% by 2019 (see Figure 1: Cost-to-Income), while the nonperforming loans ratio decreased from 12.9% in 2009 to 5.0% 
a decade later (see Figure 1: Nonperforming Loans Ratio).  The Industry-level Tier 1 Risk-Based Capital Ratio has more than double since 2009, reaching 21.0% in 2019. 

2019 Economic Activity: Economic Activity, as measured by the Economic Development Banks Economic Activity Index (EDB-EAI), has stabilized and surpassed pre-hurricane 
levels (August 2017). The EDB-EAI for the month of December 2019 registered a level of 122.3, an increase of 1% with respect to December 2018 and the highest level in three years. 
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2020 AND BEYOND: CHALLENGES AND OPPORTUNITIES  “Despite myriad challenges in 2020 and beyond, a difficult macroeconomic context, and new 
CECL regulations, the local banking industry is well poised to exploit opportunities that arise once the $8.3 billion in CDBG funds flow through the economy.” 

Macroeconomic Context and Post-Disaster Relief: While the economy is showing some signs of stabilization, there still remains a lot of uncertainty. The fiscal 
oversight and management board (FOMB) has revised downward the macroeconomic and revenue projections embedded in the May 2019 fiscal plan since 
“population decline could occur at a faster rate,” “revenue uptick might be shorter than expected,” “federal funds, including disaster relief funds, might be 
withheld or delayed,” and the “temporary ‘boom’ due to inflow of relief funds may be shorter than expected.”

On a more positive note, the Department of Housing and Urban Development (HUD), after months of delay due to concerns of inadequate financial controls, completed the grant 
agreement with Puerto Rico to make $8.285 billion in Community Development Block Grant Mitigation (CDBG-MIT) funds available. These funds were appropriated in 2018. 

Seismic Activity: Puerto Rico has been shaken by numerous earthquakes since the beginning of 2020, with the worst one being a magnitude 6.4 earthquake on January 7, 2020, 
impacting the southwestern region of the island the most. They have caused an estimated $460 million in damages. According to top banking executives, the impact on banking 
has been limited. As per Popular, 8% of mortgage and 11% of consumer loan portfolios pertain to areas declared as major disaster. In the case of FirstBank, 4% and 10%, respectively.

New Current Expected Credit Losses (CECL) Regulations: Following the 2008 financial crisis, regulatory bodies pushed for a slew of new regulations to prevent excessive 
risk-taking and create more accountability in the financial sector. Initially the focus was on raising capital and liquidity requirements, and subjecting banks to stress 
tests. Regulators also had their eye on the incurred loss model which delayed the recognition of credit losses and set loss allowances that were “too little, too late.” 

Consequently, banks are required to change how they estimate their bad debt reserves. In June 2016, the Financial Accounting Standards Board (FASB) issued the Accounting 
Standards Codification (ASC) 326, known as the current expected credit losses (CECL), introducing a new methodology for estimating allowances for credit losses. Banks will have 
to move from an incurred loss model to an expected credit loss accounting framework, increasing the complexity of the allowance estimation process. As noted by a Deloitte report, 
“implementing CECL will be a major undertaking with widespread impacts across a bank’s operations, credit models, and information technology (IT) systems.”

Some are concerned of the unintended consequences and negative externalities of the new CECL guidelines and the impact they may have on financial institutions, 
consumers, and the broader economy. These new regulations may create greater allowance volatility, and therefore earnings volatility. In order to mitigate volatility 
and offset operational costs, banks might increase rates on longer-term assets or shy away from certain deteriorating lending segments. 

In anticipation of the new CECL regulations local banks have estimated their impact on reserves, nonperforming loans, and capital. According to Popular, day-1 impact of CECL will increase 
allowance for loan and lease losses (ALLL) by an estimated $320-$350 million or 67-73% (from $478 million). This increase is led by mortgage, auto, and credit cards loan portfolios. It also 
foresees nonperforming loans increasing by $283 million. Oriental is expecting an increase in the current allowance of $21 -$25 million or 25-30% in 58% of its total gross loans. 

Deloitte published the results of its US CECL Survey which polled senior executives at 31 US 
banks. They found that new CECL regulations will materially impact their impairment num-
bers. The majority of banks expect that the impairment levels for their consumer loans (excl. 
credit cards) (75% of banks), mortgages (71% of banks), and commercial loans (54% of banks) 
will increase by more than 10% (see Figure 2). Certainly, the new CECL regulations will have 
far-reaching consequences on both the operational and financial performance of banks. 

FINAL REMARKS  The year 2019 closes another cycle of banking consolidations, 
leaving a new landscape for 2020 and beyond. The competitive pressures between the 
three remaining banks should not be as fierce. Rather, more pressure will come from fi-
nancing entities outside traditional banking in specific products and segments (e.g., auto 
financing entities, credit unions, CDs and deposits from US entities) as a result of strong 
banking profitability in Puerto Rico and diminished entry barriers. This will become more 
visible if the economy strengthens driven by incoming federal funds. We expect the 
2020 to be a “transition” year for the industry with banks focusing on implementing 
their respective integrations and managing the impact of the CECL and the potential 
economic instability from the seismic activity and the coronavirus.

DISCLAIMER • Accuracy and Currency of Information: Information throughout this report is obtained from sources which we believe are reliable, but we do not warrant or guarantee the timeliness or accuracy of this information. 
While the information is considered to be true and correct at the date of publication, changes in circumstances after the time of publication may impact the accuracy of the information. The information may change without notice 
and V2A is not in any way liable for the accuracy of any information printed and stored, or in any way interpreted and used by a user. Use of the Report: This report is intended for clients and prospect clients of V2A and the copying, 
marketing, sale or distribution of this report is strictly prohibited without written authorization from V2A.
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