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VISION TO ACTION EXECUTIVE SUMMARY: The local banking industry has done a formidable job managing its operations in a historically
challenging environment, posting positive levels of profitability since 2014, and registering a Pre-Tax ROE of 8.7% during
the first half of 2017. While it has been able to weather the economic and fiscal headwinds which have been fiercely and
relentlessly blowing through the Island since more than a decade ago, local banks are now faced with the catastrophic
aftermath brought about by the passage of Hurricanes Irma (Sep. 6) and Maria (Sep. 20). Moody’s has estimated economic
losses could amount to $95 billion. Large capital buffers of local banks will help mitigate the potential losses due to the
myriad disruptions engendered by the hurricanes. Although banks have been able to gradually improve their asset quality,
registering a 90+ days past due—non accruing ratio of 5.9%, loan quality issues could reemerge due to the negative impact
on business and household income and expenses. The next issue will focus further on the macro-impacts of the 2017 hur-
ricanes, leveraging what was learned from the effects of Hurricane Katrina on the U.S. Gulf Coast’s banking sector.

PROFITABILITY: “Due to the 2017 Hurricane season effects, the steady improvement in the industry ROE may be stalled”

The local banking sector continues to demonstrate resilience de-
spite a challenging operating environment fraught with downside
risks, registering an industry level Pre-Tax ROE of 8.7% in the first | , .,

half of 2017 on an annualized basis, the highest level since 2006 8.7%
(see Figure 1). While the banking sector has learned to weather the 4.1% N N
economic storm that has ravaged the Island since 2006, consecu-

tively registering modest, yet positive levels of profitability, it is
now faced with the aftermath of possibly the worst month for At-
lantic hurricanes in recorded history which decimated the power -10.2%-10.3%
and telecommunications grid. The passage of Hurricanes Irma and
Maria through the Caribbean and its resulting catastrophic effects
on Puerto Rico will further complicate economic recovery efforts.
Moody’s Analytics has estimated economic losses (i.e. physical | Figure 2: Pre-Tax ROE by Bank
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This dire context has prompted local banks to raise funds for recov- 6.3%,_ 6.8%s 70, 7% e . WW
ery efforts, directly assist their employees who have suffered losses j 3.8% I —{a.a%

and provide respite to their clients by establishing temporary mor-
atoriums on loan payments.(2) The federally-appointed Fiscal Over-
sight and Management Board has also taken steps to help recovery
efforts by reallocating $1 billion from the budget for disaster re- 12.1%
sponse, requesting maximum federal assistance, cost-sharing waiv- BP B BS oB sB
ers, and lifting of funding caps, postponing furlough discussions, a | **2017: yTD 2017 annualized.

readiness to activate Title V of PROMESA, among other measures.

Inside this issue: Popular and Oriental led the way with the highest Pre-Tax ROEs, 12.1% and 9.6%, respectively (see Figure 3). Popular regis-

tered a higher Pre-Tax ROE vis-a-vis the industry due to higher financial leverage, higher fee income, and a lower provision
expense, partially offset by lower interest income. Oriental fared better than the industry due to higher interest income
which was partially offset by higher provision expenses. FirstBank registered the third highest profitability, with a Pre-Tax
ROE of 5.7%. Although it obtained a higher interest income when compared to the industry as a whole, lower fee income
more than offset the gains. Santander and Scotia reported the lowest levels of profitability, with Pre-Tax ROEs of 4.7% and

Topic Page 4.4%, respectively. Higher provision expenses with respect to the industry’s performance in the case of Santander and
higher operating expenses in the case of Scotia, negatively impacted their respective levels of profitability (see Figure 3).
Figure 3: Reconciliation of the Industry’s Pre-Tax ROE and each bank’s Pre-Tax ROE by income-expense category (YTD 2017)
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Source: Federal Deposit Insurance Corporation (FDIC), “Call Reports”, 10-Q SEC filings, quarterly results calls, analysis by "Financial Institutions Practice" V2A.

(1) Citibank Puerto Rico financial data is not reported separately from Citibank US and, consequently, the bank is not included in the report analyses.

(2)  While several banks have voluntarily provided loan payment moratoriums to their clients post-Hurricane Maria, a bill will be presented in the House of Rep-
resentatives requiring banks to provide a 90 day moratorium on payments of consumer, auto, mortgage, and credit card loans following a natural disaster.
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PRODUCTIVITY: “The disruptions of Maria will put upward pressure on costs and downward pressure on income”

Puerto Rico Banking Industry Report

Productivity of the local banking industry as a whole, as measured
by the cost to income ratio, has continued to improve, reaching
60.5% in the first half of 2017 (see Figure 4), the highest level of
productivity since 2006 when it reached 57.6%. When analyzing
productivity by bank, Oriental leads the way with a cost to income
ratio of 53.1%. Santander, FirstBank, and Popular registered com-
parable productivity levels, with cost to income ratios of 59.8%,
60.7%, and 61.1%, respectively. Scotia posted the lowest level of
productivity among its peers, with a cost to income ratio of 68.4%.

Managing the aftermath of Hurricane Maria will likely adversely
impact both components of the cost to income ratio of banks. The
income generating capacity of banks will be severely suppressed
given the widespread disruption of economic and banking activity
due to the destruction of the electricity and telecommunication
grid, and the transport system. The largely inoperative electronic
payment system has created a cash economy, severely limiting
commercial and economic activity. Given the likely upward pres-
sure on costs and the downward pressure on income, the cost to
income ratio will likely rise in the short-term.

Large capital buffers will be critical in the event of future losses
due to a further deterioration of the economy. The Tier 1 Risk-
Based Capital Ratio of the banking industry as a whole reached
20.9% at the end of the first half of 2017 (see Fig. 5). However, the
long-road ahead of recovery may lead to some capital erosion.

Figure 4: Cost to Income by Bank (%)
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ASSET QUALITY: “The 2017 hurricane season’s far-reaching impact

s will hamper progress made with delinquency”

The asset quality of the local banking industry continues to im-
prove, with a 90+ days past due—non accruing ratio reaching 5.9% at
the end of the first half of 2017, the lowest level since 2006. Local
banks have aggressively de-risked and de-leveraged their balance
sheets since the peak of the economic and fiscal crisis.

When analyzing asset quality by bank, Popular boasts the lowest
delinquency ratio with a 90+ days past due—non accruing ratio of
4.3%. FirstBank, Santander, and Oriental have comparable 90+ days
past due—non accruing ratios, 5.4%, 5.4%, and 5.5%, respectively.
Oriental has also continued to reduce its exposure to government-
related assets selling a $38 million municipal loan which resulted in
a $4.3 million pre-tax loss. Furthermore, Oriental also unwound a
$100 million repurchase agreement and sold $166 million of mort-
gage backed securities, further de-risking its balance sheet.

Local banks, in response to the devastation caused by Hurricane
Maria, have offered or given 90 day moratoriums on loans and cred-
it card payments to their clients. Given the high level of uncertainty
in the aftermath of this natural disaster, it is difficult to predict the
impact on asset quality but should be closely monitored.

Figure 6: 90+DPD & non accrual <90DPD to Total Loans*
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Figure 7: 90+DPD & non accrual <90DPD to Total Loans*

23.5% 23.9%

[] Dec. 31, 2015
[ Jun. 30, 2017

(a5
5.3% 4 30, 5:6%5.4% 5,0% 5.4% 5.5%

FB BS OB
*Excludes FDIC covered portfolios, held for sale portfolios and

BP
guaranteed portion of portfolios insured by the U.S. Government

SB

In summary, the resilience of the local banking industry will be further put to the test following the passage of Hurri-
canes Irma and Maria. In subsequent quarters, local banks will likely be adversely impacted by higher operating ex-
penditures, the practical cessation of new loan originations, higher loan loss provisions, and lower income. On the
upside, once the monies from insurance disbursements, federal disaster assistance and other rebuilding and recon-
struction investments start trickling in, deposit and loan growth may ensue, positively impacting banks.

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 infor-
mation. 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.

Source: FDIC, OCIF, 10-Q SEC filings, quarterly results calls, analysis by "Financial Institutions Practice" V2A.
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ANNEX 1: BANKING INDUSTRY PROFITABILITY 2017

ROA

Pre Tax ROE

12.1% BPPR FB BS oB B

Operating Income / Assets

BPPR FB BS oB SB

BPPR

Net Interest Income /
Assets
4.8%

FB BS oB SB

Assets / Equity

BPPR FB BS oB SB

After Tax ROE -

BPPR FB BS oB SB

Operating Expenses/Assets

2.9% -3.0%  -2.9%

BPPR FB BS oB SB

Fees & Commissions /
Assets

BPPR

FB BS oB SB

BPPR FB BS oB SB

BPPR = BANCO POPULAR DE PUERTO RICO
FB = FIRSTBANK OF PUERTO RICO

BS = BANCO SANTANDER PUERTO RICO
OB = ORIENTAL BANK AND TRUST

SB = SCOTIABANK DE PUERTO RICO

Note: Income and expense ratios are annualized

Source: Federal Deposit Insurance Corporation (FDIC) Industry

Loan Impairment Provision
/ Assets

-1.4%
BPPR FB BS oB SB

Other Income / Assets
0.31% 0.31%

FB BS 0B SB

Non Operating Income /

Assets
0.2%
0.0% . 0.
0.0%
-0.2%
BPPR FB BS OB SB
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ANNEX 2: BANKING INDUSTRY PERFORMANCE RATIOS 2017
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Noncurrent Loans Ratio

BPPR

20.9%

FB BS [o):] SB BPPR

Charge-Off (Loss) Ratio Reserve / NPL (Reserve+NCO)/(NPL+NCO) Total L&Ls & Residential

FB BS

62% Mortgage Participation
(Uss$B)

OOther mResidential mortgage

57% 56%

39%

OB SB BPPR FB BS oB SB BPPR FB BS o8B SB BPPR FB BS oB SB

BPPR

Tier 1 Leverage Ratio"

20.6%

WELL: =>5%

ADEQUATE: =>4%

UNDER: <4%

SIGNIFICANTLY
UNDER: <3%

Tier 1 Risk-based Capital Ratio Total Risk-based Capital Ratio

35.9% 37.3%

WELL: =>6% WELL: =>10%

ADEQUATE: =>4% ADEQUATE: =>8%
UNDER: <4% UNDER: <8%

SIGNIFICANTLY
UNDER: <3%

SIGNIFICANTLY
UNDER: <6%

BPPR FB BS oB SB BPPR FB BS oB SB

0.8%

BPPR

Brokered / Total Deposits Ratio

17.3%

Broker Dep Mat < 1Y / Broker Dep.

100.0%

0.0% 0.0% 0.0% 0.0%

BPPR FB BS oB

BPPR

Efficiency Ratio (Cost / Income)

FB BS oB

68.4%

SB

BPPR = BANCO POPULAR DE PUERTO RICO
FB = FIRSTBANK OF PUERTO RICO

BS = BANCO SANTANDER PUERTO RICO
OB = ORIENTAL BANK AND TRUST

(USD Thousand) SB = SCOTIABANK DE PUERTO RICO

Net Margin per Employee

Industry

* Also referred to as Core Capital (leverage) Ratio by the FDIC

Notes:
Asset quality ratios are not adjusted for FDIC covered and available for sale portfolios

BPPR FB BS oB SB I and exp ratios are
Source: Federal Deposit Insurance Corporation (FDIC)




ANNEX 3: BANKING INDUSTRY PRODUCTIVITY 2017
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Personnel Costs / FTE
(USD Thousand)
52 8 52 8 54
Personnel Costs 2017 YTD
(USD Mmill)
BPPR FB BS 0B SB
FTEs
6,539
-169
BPPR FB BS 0B SB
Expenses 2017 YTD (usp wmil
BPPR FB BS oB SB
. 72 79 93 77
-483 _< .
Other Costs / Branch
Expenses / Assets R e s oo s (USD Thousand)

4,585

3,716 4,060

3,569

Other Costs 2017 YTD (usp

_<. Mill)

Assets (usp Bn) — . -50 -59 -48 —‘. i e £ o5 5
314
BPPR B BS o8 B 160 Branches
- BPPR B BS o8 B
] a8 48
BPPR B BS os B 28 21
Cost / Income BPPR  FB BS o8 B
68.4%
611%  60.7%  59.8%
Income / FTE (usD Thousand)
Income / Branches usp | | 216
Thousand) 242 236 @
214
11,832
. 5 as o8 . 9,361 0442 10,675 ra1 I
Income 2017 YTD (usp mill) BPPR 8 Bs o8 s8
791 BPPR B BS o8 B FTE / Branch
. _<. 54 50
Income / Assets, L I 2 hed [40]
. Branches I 30
BPPR B BS o8 B 169
| — BPPR FB BS oB S8
a8 48
28 ”
BPPR B BS o8 sB
BPPR B BS 0B sB Assets (usb Bn) BPPR = BANCO POPULAR DE PUERTO RICO
FB = FIRSTBANK OF PUERTO RICO
BS = BANCO SANTANDER PUERTO RICO
OB = ORIENTAL BANK AND TRUST

SB = SCOTIABANK DE PUERTO RICO

Industry

Note 1: Expense and income ratios are annualized.
Note 2: Bank offices as reported by the Office of the Commissioner of Financial Institutions (OCFI)
of Puerto Rico as of June 2017.

BPPR FB BS 0B SB




After Tax ROE

FY 13

FY14 FY 15 FY 16 YTD FY12

ANNEX 4: INDUSTRY TRENDS - SELECTED METRICS

Pre Tax ROE

-2.3%
FY13

FY 14

FY15

FY 16

YTD

Pre Tax ROA

-0.3%
FY13

FY 12 FY 14 FY 15 FY 16 YTD

Assets / Equity

9.1

8.5

FY12 FY13 FY 14 FY 15 FY 16 YTD

®

@

@

Operating Income / Assets

5.4%
a.7% 4.9% 4.8% 5-1%

Operational Expenses / Assets

Loan Impairment Provision /
Assets

Non Operating Income / Assets
0.1%

FY12

FY13 FY14 FY15 FY16 YTD

FY12

FY13

FY14

FY15

0.0%
0.0%
-3.1%
-3.3% -3.3% -3. 0.0%
34%  .35% 1.6% 0.0% 0.0%
FY 12 FY 13 FY14 FY 15 FY 16 YTD FY 12 Fy13 FY 14 FY 15 FY 16 YTD FY12 FY13 FY 14 FY 15 FY 16 YTD FY12 FY13 FY14 FY 15 FY 16 YTD
Noncurrent Loans / Loans Charge-Off (Loss) Ratio Reserve / NPL
12.2%

FY16 YD FY12 FY13 FY14

42.3%

FY15 FY16 YD

Y12 FY13 FY14 FY15 FY16 YTD

(Reserve+NCO)/(NPL+NCO)

46.6% 47.1%

44.0% 46.3%

(Reserve+NCO)/(L&L+NCO)

4.9%

4.6%

Notes:

YTD numbers are annualized.

FY 16 YTD

Asset quality ratios are not adjusted for FDIC covered and available for sale portfolio.

Source: Federal Deposit Insurance Corporation (FDIC)

19.8%

FY 12

Brokered Deposits /
Total Deposits

69.3%

FY 12

FY13 FY 14 FY15 FY 16 YTD

71.0%

FY 13

67.8%

FY 14

63.0%

FY 15

72.7%

FY 16

Efficiency Ratio (Cost / Income)

60.5%

YTD

Total Originations (USBS)

¥ Mortgage M Commercial M Personal

FY12

FY 13 FY 14 FY 15 FY 16 YTD

Total Assets (USBS)

FY12

FY 13 FY 14 FY 15 FY 16 YTD
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