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Finding Growth and Value in the Financials Sector

The Financials Sector is currently our top-rated sector and earns our Very Attractive rating. Financials have
underperformed significantly over the past five years, which means that valuations are well-below the overall
market. Investors seeking value have lots of options in this sector. Growth, on the other hand, is harder to find.
Aggregate economic earnings for the sector have been flat for the past four years.

This regional bank has bucked the trend in the rest of the sector by delivering solid growth in recent years, even
as its valuation remains cheap. Lakeland Financial Corp (LKFN: $48/share) is this week’s Long Idea.

Long-Term Track Record of Growth

Lakeland Financial is a holding corporation that owns and operates Lake City Bank, a small regional bank with
50 branches throughout north and central Indiana. Over the years, LKFN has expanded from the small town of
Warsaw in northern Indiana to cover large portions of the region. In 2011, the company opened its first branch in
Indianapolis.

What stands out about LKFN'’s growth is its consistency. The company has grown economic earnings in 15 out
of the past 20 years, per Figure 1. Only once, in 2006 and 2007, have economic earnings declined in
consecutive years.

Figure 1: LKFN’s Economic Earnings Since 1998
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Figure 1 also shows that economic earnings growth has accelerated in recent years. From 2015-2018, economic
earnings grew by 26% compounded annually. Over the trailing twelve months (TTM) period, economic earnings
are up 9% year-over-year.

In addition, LKFN boasts a highly consistent return on invested capital (ROIC). Dating back to 1998, the
company has earned an ROIC of 10% or higher in every year except 2015, when its ROIC was 9.9%.

Cost Control Drives Competitive Advantage

As the company highlights in its investor presentations, management is focused on “blocking and tackling”. Solid
execution and cost control drive consistent profit growth. LKFN aims to maximize efficiency and find long-term
organic growth rather than make splashy acquisitions.

This strategy has paid off. LKFN’s efficiency ratio — non-interest expense divided by total net revenue — is just
45%. For comparison, LKFNs peers have an average efficiency ratio in the mid-50’s. In other words, it costs
LKFN less to generate $1 in revenue than its peers.
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Our own data backs up this conclusion. Over the past five years, LKFN has consistently maintained a margin ~7
percentage points higher than the peers listed in its proxy statement, per Figure 2.

Figure 2: LKFN NOPAT Margin vs. Peers: 2014-TTM
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Focus on Training and Company Culture

LKFN’s emphasis on employee training and strong company culture help drive it superior efficiency. The
company uses its corporate university — Lake City University — to provide training and instruction for all its
employees.

One of the reasons LKFN doesn’t engage in acquisitions is that company doesn’t want to dilute its strong culture.

The success of LKFN'’s strategy shows up in the superior revenue/employee that it generates compared to its
closest competitor, First Merchants Corp (FRME). In 2018, LKFN earned $239 million in revenue with 553 full-
time employees, or $432 thousand for each employee. FRME, on the other hand, earned $484 million in revenue
with 1,702 employees, or $285 thousand for each employee.

Figure 3: LKFN vs. FRME: Revenue/Employee 2014-2018
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Figure 3 shows that over that past five years, LKFN has consistently earned ~50% more revenue/employee than
FRME. Since employee compensation accounted for 56% of LKFN’s non-interest expense in 2018, maximizing
employee productivity is crucially important to growing profits.

Competitive Threat of Big Banks is Overblown

LKFN doesn’t just compete against other regional banks, it also faces significant pressure from national banks
such as JP Morgan Chase (JPM) and Wells Fargo (WFC). Bears might worry that these mega-banks, with their
superior scale and resources, would be able to undercut LKFN and put it out of business. However, Figure 4
shows that LKFN has grown its deposits faster than these big banks in its core market.

Figure 4: LKFN Deposit Growth vs. Competitors
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LKFN’s growth runs counter to the popular narrative that technology has killed the bank branch and made it
impossible for smaller banks to compete. In fact, a recent survey found that even Millennials still rank
“Convenient Branches” as their number one priority when choosing a bank.

With big banks closing branches across the country, smaller banks like LKFN have seized the opportunity to win
new customers and expand their footprint. These banks provide a personalized service and connection to the
community that big banks can’t replicate.

In addition, LKFN has invested in technology to keep its services competitive by:

1. Improving cybersecurity

2. Increasing adoption of its mobile app

3. Decreasing administrative costs

4. Leveraging data gathering and analysis to provide superior advice to clients and identify cross-selling
opportunities
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Diversified Loan Base Reduces Risk

LKFN has a well-diversified loan portfolio with exposure to commercial and industrial, real estate, agriculture,
and residential lending. The bank’s significant diversification means there’s little risk of an industry-specific shock
(i.e. a housing market crash) sinking its entire business.

Figure 5: LKFN’s Loan Portfolio Breakdown
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In addition to being well diversified, LKFN'’s loan portfolio appears to be high quality. Nonperforming loans totaled
just $6.6 million in Q1 2019, or less than 0.2% of all loans. Meanwhile, LKFN’s loan loss reserve is $49.6 million,
or ~1.3% of all loans. The company’s strong reserve position should further cushion it in the event of a downturn.

New Income Sources Can Compensate for Interest Rate Risk

One of the biggest risks investors face with LKFN is the threat that falling interest rates could hurt its net interest
income. LKFN projects that a 0.25% decrease in interest rates would lead to a 2% decline in net interest income,
while a 1% decrease in rates would lead to an 8% decline. The company’s net interest income of $145 million in
2018 was more than three times higher than its non-interest income of $40 million, so any decline in interest
rates would be significant to LKFN results.

However, LKFN has other sources of revenue that could offset part of the decline in the event of a rate decrease.
The company’s revenue from wealth advisory fees has increased by 15% compounded annually over the past
two years, from $4.8 million in 2016 to $6.3 million in 2018.
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The company has significantly increased the share of its deposits from commercial accounts in recent years, too.
Since these accounts pay significantly higher fees, this growth has contributed to the company’s non-interest
income. Service charges on deposit accounts have also increased by 15% compounded annually over the past
two years, from $12 million in 2016 to $15.8 million in 2018.

These new revenue sources don’t eliminate the interest rate risk for LKFN, but do provide a potential source of
growth that can make an interest rate decrease less painful.

Indianapolis Expansion Provides Growth Potential

In addition to growing its non-interest income, LKFN'’s primary driver of growth in the near future will be
expanding into the Indianapolis market. LKFN only entered Indianapolis in 2011, and it recently opened its 6™
branch in the city.

In terms of market opportunity, Indianapolis dwarfs LKFN’s other markets. Figure 6, from the company’s Q1
investor presentation, shows that Indianapolis has more companies with revenue of $1 million to $50 million
(LKFN’s target market for its commercial accounts) than its other three major markets combined.

Figure 6: LKFN’s Growth Potential in Indianapolis

Organic Growth

Commercial Banking Target Opportunities
Growth Potential in Every Market

Elkhart/South Bend

2,220
\

Warsaw
Fort Wayne

313
1,878 R v

Companies with Revenue of 51 to 550 million in Lake City Bank footprint by county
Source: 2017 Hoover's

(Dake City Bank 0

Sources: LKFEN Investor Relations

Right now, LKFN has just a 2% market share for deposits in Indianapolis. It's unlikely that the bank will achieve a
dominant position in this market, but even getting to a 4% market share in the city — equal to FRME — offers a
significant growth opportunity.

Cheap Valuation Provides Significant Upside

Despite its solid track record of performance and significant growth potential, LKFN is priced for minimal profit
growth. At its current price of ~$48/share, LKFN has a price to economic book value (PEBV) ratio of just 1.1.

Page 5 of 9


http://blog.newconstructs.com/
http://www.newconstructs.com
https://www.snl.com/Cache/1500119860.PDF?O=PDF&T=&Y=&D=&FID=1500119860&iid=100608
https://www.newconstructs.com/education-economic-book-value/

-~

S %

¢ New Constructs®
STOCK PICKS AND PANS s/s/19

This ratio means the market expects LKFN to grow after-tax profit (NOPAT) by no more than 10% for the
remainder of its corporate life. This expectation seems overly pessimistic for a company that has grown NOPAT
by 13% compounded annually over the past 20 years.

Our reverse discounted cash flow (DCF) model shows that even with modest profit growth, LKFN has significant
potential upside.

If LKFN can grow NOPAT by just 6.5% compounded annually — half its historical rate — for the next decade, the
stock is worth $65/share today, a 37% upside from the current stock price. See the math behind this dynamic
DCF scenario.

How Traditional Research Misses this Stock

LKFN'’s strong track record of growth and cheap valuation leads to an obvious question: how has the market not
recognized the value in this stock? We see two key factors that have allowed LKFN to fly under the radar:

1. Lack of Analyst Coverage: Just 5 Wall Street analyst firms cover LKFN, and most of the firms are on
the smaller side, so they don’'t generate many headlines. In addition, 4 out of the 5 firms rate LKFN a
Hold. Wall Street doesn’'t see much potential to win business from LKFN — a small bank that doesn’t do
acquisitions and has a safe balance sheet — so the big sell-side firms don’t have an incentive to cover
the stock as they do firms with more investment banking potential.

2. High Price/Book: LKFN has a price to book (P/B) ratio of 2.3, which is significantly above the median
company in the Financials sector, which has a P/B of 1.3. Even though P/B has many flaws and has
significantly underperformed over the past decade, many investors — and indexes — still heavily rely on it
to measure value. LKFN’s strategy of avoiding acquisitions means that its balance sheet isn’t inflated by
goodwill, which causes the company to look worse than its peers based on P/B.

Continued Growth Could Send Shares Higher

Due to the factors above, LKFN'’s stock has been flat over the past two years even as its profits have grown
significantly. It’s hard to predict what will break the stock out of this holding pattern, but we believe that if the
company’s growth continues, the market will eventually take notice.

In particular, continued growth and expansion of new bank branches will increase LKFN’s book value, which will
put it back on the radar of traditional value investors. LKFN has grown accounting book value by 10%
compounded annually over the past five years, so its book value should catch up with its profitability soon.

In addition, LKFN — which currently has $4.9 billion in total assets — will likely top $5 billion in assets soon. $5
billion is regarded as a major milestone for banks, so hitting this threshold could lead to more analyst coverage
and investor awareness.

Sustainable Competitive Advantage That Will Drive Shareholder Value Creation

Here’'s a summary why we think the moat around Lakeland Financial’s business will enable the company to
generate higher profits than the current valuation of the stock implies. This list of competitive advantages helps
LKFN offer better products/services at a lower price and prevents competition from taking market share.

e Superior cost efficiency that allows the bank to earn higher margins than its peers
e Strong emphasis on training and corporate culture that leads to higher employee productivity
e Connection to its community that big banks can’t replicate

Corporate Governance Is Good, But Could be Improved

LKFN ties its executive compensation to a wide variety of performance metrics, including return on equity, return
on average assets, revenue growth, diluted EPS growth, capital adequacy, efficiency ratio, and asset quality.

We believe that most of these targets are good, and some of the metrics that we usually don't like — such as
return on equity and EPS growth — aren’t as big a concern for a company that has little leverage and doesn’t
engage in earnings manipulation.

Still, we’d prefer LKFN add return on invested capital as a performance metric. ROIC is the primary driver of
valuation, so executives should be incentivized to maximize ROIC.
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Dividends and Share Repurchase Offer 2.5% Yield

LKFN has increased its dividend in 8 consecutive years. The current quarterly dividend of $0.30/share provides
an annualized 2.5% yield. LKFN’s investments in technology and expansion into Indianapolis means the
company’s free cash flow yield has been below its dividend yield in recent years, but the company’s solid
balance sheet means there’s little reason to worry about the sustainability of the dividend.

In addition to dividends, LKFN returns capital to shareholders through share repurchases. Historically, LKFN’s
buyback activity has been limited. The company repurchased just $463 thousand (less than 1% of market cap) in
shares last year. However, LKFN’s board authorized a $30 million (2.4% of market cap) buyback program in
January, which creates potential for higher levels of buyback activity going forward.

Insider Trading and Short Activity are Minimal

Insider activity has been minimal over the past 12 months, with 55 thousand shares purchased and 58 thousand
shares sold for a net effect of ~4 thousand shares sold. These sales represent less than 1% of shares
outstanding.

There are currently 1.5 million shares sold short, which equates to 6% of shares outstanding and 23 days to
cover. The thin volume of trading in the stock means that if shorts have to cover their bets, it could lead to a big
spike in the stock price.

Critical Details Found in Financial Filings by Our Robo-Analyst Technology

As investors focus more on fundamental research, research automation technology is needed to analyze all the
critical financial details in financial filings. Below are specifics on the adjustments we make based on Robo-
Analyst' findings in Lakeland Financial's fiscal 2018 10-K:

Income Statement: we made $11 million of adjustments, with a net effect of removing $5 million in non-operating
income (2% of revenue). We removed $8 million in non-operating income and $3 million in non-operating
expenses. You can see all the adjustments made to LKFN’s income statement here.

Balance Sheet: we made $107 million of adjustments to calculate invested capital with a net increase of $19
million. The most notable adjustment was $48 million in loan-loss reserves. This adjustment represented 9% of
reported net assets. You can see all the adjustments made to LKFN'’s balance sheet here.

Valuation: we made $8 million of adjustments with a net effect of decreasing shareholder value by $8 million.
You can see all the adjustments made to LKFN’s valuation here.

Attractive Fund That Holds LKFN
The following fund receives our Attractive-or-better rating and allocates significantly to Lakeland Financial.

1. Capitol Series Trust: Fuller & Thaler Behavioral Small-Cap Equity Fund (FTHFX) — 1.7% allocation and
Attractive rating.

This article originally published on May 8, 2019.

Disclosure: David Trainer, Kyle Guske I, and Sam McBride receive no compensation to write about any specific
stock, style, or theme.

Follow us on Twitter, Facebook, LinkedIn, and StockTwits for real-time alerts on all our research.

! Harvard Business School features the powerful impact of our research automation technology in the case New Constructs: Disrupting
Fundamental Analysis with Robo-Analysts
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New Constructs® - Research to Fulfill the Fiduciary Duty of Care

Ratings & screeners on 3000 stocks, 450 ETFs and 7000 mutual funds help you make prudent
investment decisions.

New Constructs leverages the latest in machine learning to analyze structured and unstructured
financial data with unrivaled speed and accuracy. The firm's forensic accounting experts work
alongside engineers to develop proprietary NLP libraries and financial models. Our investment ratings
are based on the best fundamental data in the business for stocks, ETFs and mutual funds. Clients
include many of the top hedge funds, mutual funds and wealth management firms. David Trainer, the
firm's CEQ, is regularly featured in the media as a thought leader on the fiduciary duty of care,
earnings quality, valuation and investment strategy.

To fulfill the Duty of Care, research should be:

1. Comprehensive - All relevant publicly-available (e.g. 10-Ks and 10-Qs) information has been
diligently reviewed, including footnotes and the management discussion & analysis (MD&A).

Un-conflicted - Clients deserve unbiased research.

3. Transparent - Advisors should be able to show how the analysis was performed and the data
behind it.

4. Relevant - Empirical evidence must provide tangible, quantifiable correlation to stock, ETF or
mutual fund performance.

Value Investing 2.0: Diligence Matters: Technology is Key to Value Investing With Scale

Accounting data is only the beginning of fundamental research. It must be translated into economic
earnings to truly understand profitability and valuation. This translation requires deep analysis of
footnotes and the MD&A, a process that our robo-analyst technology empowers us to perform for
thousands of stocks, ETFs and mutual funds.
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DISCLOSURES

New Constructs®, LLC (together with any subsidiaries and/or affiliates, “New Constructs”) is an independent organization with no management
ties to the companies it covers. None of the members of New Constructs’ management team or the management team of any New Constructs’
affiliate holds a seat on the Board of Directors of any of the companies New Constructs covers. New Constructs does not perform any
investment or merchant banking functions and does not operate a trading desk.

New Constructs’ Stock Ownership Policy prevents any of its employees or managers from engaging in Insider Trading and restricts any trading
whereby an employee may exploit inside information regarding our stock research. In addition, employees and managers of the company are
bound by a code of ethics that restricts them from purchasing or selling a security that they know or should have known was under consideration
for inclusion in a New Constructs report nor may they purchase or sell a security for the first 15 days after New Constructs issues a report on
that security.

DISCLAIMERS

The information and opinions presented in this report are provided to you for information purposes only and are not to be used or considered
as an offer or solicitation of an offer to buy or sell securities or other financial instruments. New Constructs has not taken any steps to ensure
that the securities referred to in this report are suitable for any particular investor and nothing in this report constitutes investment, legal,
accounting or tax advice. This report includes general information that does not take into account your individual circumstance, financial
situation or needs, nor does it represent a personal recommendation to you. The investments or services contained or referred to in this report
may not be suitable for you and it is recommended that you consult an independent investment advisor if you are in doubt about any such
investments or investment services.

Information and opinions presented in this report have been obtained or derived from sources believed by New Constructs to be reliable, but
New Constructs makes no representation as to their accuracy, authority, usefulness, reliability, timeliness or completeness. New Constructs
accepts no liability for loss arising from the use of the information presented in this report, and New Constructs makes no warranty as to results
that may be obtained from the information presented in this report. Past performance should not be taken as an indication or guarantee of
future performance, and no representation or warranty, express or implied, is made regarding future performance. Information and opinions
contained in this report reflect a judgment at its original date of publication by New Constructs and are subject to change without notice. New
Constructs may have issued, and may in the future issue, other reports that are inconsistent with, and reach different conclusions from, the
information presented in this report. Those reports reflect the different assumptions, views and analytical methods of the analysts who prepared
them and New Constructs is under no obligation to insure that such other reports are brought to the attention of any recipient of this report.
New Constructs’ reports are intended for distribution to its professional and institutional investor customers. Recipients who are not
professionals or institutional investor customers of New Constructs should seek the advice of their independent financial advisor prior to making
any investment decision or for any necessary explanation of its contents.

This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any
locality, state, country or jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation or which
would be subject New Constructs to any registration or licensing requirement within such jurisdiction.

This report may provide the addresses of websites. Except to the extent to which the report refers to New Constructs own website material,
New Constructs has not reviewed the linked site and takes no responsibility for the content therein. Such address or hyperlink (including
addresses or hyperlinks to New Constructs own website material) is provided solely for your convenience and the information and content of
the linked site do not in any way form part of this report. Accessing such websites or following such hyperlink through this report shall be at
your own risk.

All material in this report is the property of, and under copyright, of New Constructs. None of the contents, nor any copy of it, may be altered in
any way, copied, or distributed or transmitted to any other party without the prior express written consent of New Constructs. All trademarks,
service marks and logos used in this report are trademarks or service marks or registered trademarks or service marks of New Constructs.
Copyright New Constructs, LLC 2003 through the present date. All rights reserved.
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