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The Community Financial Corporation (TCFC - NASDAQ - Recent Price: $23.15)

TCFC: Expecting Minor Additional NIM Compression, Stable Loan Balances;
Reserve Build Should Decline, Allowing EPS Growth. Discontinuing Coverage.

3Q20 Results:

TCFC reported 3Q20 net income of $3.8 million, up 10.1% compared to the $3.5 million posted in 2Q20.
On a per share basis, 3Q20 results were $0.64 compared to the $0.59 recorded in the prior quarter.
Reported EPS fell $0.17 short of our $0.81 estimate but were in-line with the $0.64 median Street
estimate. The underperformance versus our estimate was primarily driven by a higher-than-anticipated
loan loss provision, which fell $1.0 million compared to the prior quarter but was still $1.0 million higher
than our forecast. The higher provision reduced EPS by approximately $0.12 per share, while lower net
interest income accounted for roughly $0.07 of the shortfall versus our estimate. Highlights from the
quarter include:

Gross loans held for investment grew $5.5 million or 0.3% sequentially. In dollar terms, the
main drivers of the growth were increases of $25.9 million in CRE loans, $5.4 million in
residential rentals, and $2.2 million in PPP loans. Most other segments posted declines for the
period, including Residential mortgages, which declined $17.9 million and C&I, which fell $4.4
million. The company reports a solid loan pipeline, of approximately $152 million at September
30, 2020, which is up from $134 million at the previous quarter-end. Deposits continue to flood
into the system, boosting the company’s liquidity, and a significant portion of the new funds
ended up going into fed funds sold (+$52.1M), which is creating a drag on average asset yields.
Total deposits grew $109.2 million or 6.5% sequentially in 3Q20. Most of the increase was in
interest bearing accounts which rose $104.6 million or 8.0% linked-quarter. Meanwhile,
noninterest bearing accounts climbed $4.6 million or 1.3%. Core deposit categories all
contributed to the growth, as interest bearing demand, money market, and savings accounts rose
16.0%, 4.7%, and 6.2%, respectively from June 30, 2020. CDs, on the other hand, fell 0.8%
sequentially. As a result, core (non-CD) accounts rose to 79.6% of total deposits from 78.1% at
June 30, 2020. The PPP loans originated in 3Q20 & 2Q20 were largely deposited in TCFC
deposit accounts, and this has driven a significant rise in noninterest bearing deposit balances
over this period. We expect much of these funds to be utilized over the next few quarters and
many of the loans to be forgiven in 4Q20 and 1Q21, resulting in declining deposit balances in
over the coming quarters.
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Fundamental Metrics (MRQ)

Balance Sheet

Total Assets (M)
Gross Loans HFI (M)
Total Deposits (M)
Loans / Deposits
Securities / Assets
Debt / Assets

$2,137
$1,626
$1,780
91%
11%
%

Profitability

FTE NIM

Nonint. Income / Revenue
Efficiency Ratio

Core ROAA

Core ROACE

3.27%
8.55%
52.88%
0.72%
7.86%

Credit Quality

NPAs / Assets

NPLs / Loans

NCO Ratio

Reserves / Loans
Provision/ Avg Loans

1.16%
1.24%
0.00%
0.12%
0.62%

Capital Adequacy

TCE / TA Ratio
Total Capital Ratio
Tier 1 Ratio

Tier 1 CE Ratio
Leverage Ratio

8.5%
13.1%
11.9%
11.1%

9.7%

Performance

$14.67
5%
Failure Ratio 1.1%

Core Value
3Yr. Success Ratio

Source: SNL Financial, Company
data

Market Data Earnings Per Share Data
Our Forecast Consensus
2019A 2020E 2021E 2020 2021
Market Value (M) $130 | 1Q(Mar.) $ 070 $ 047 $ 0.77 $0.61 $0.55
ADTV (Shs) 7698 | 2Q(Jun.) $ 065 $ 059 $ 0.63 $0.61 $0.53
ADTV (000" $169.3 [ 3Q (Sep.) $ 066 $ 0.64 $ 0.56 $0.64 $0.59
52 Week Range  $17.50-$36.23 | 4Q(Dec.) $ 073 $ 0.76 $ 0.73 $0.60 $0.60
Dividend Yield 2.27% | Year $ 275 $ 246 $ 2.69 $2.20 $2.26
P/E 8.0 8.9 8.2 10.0 9.7

Source: SNL Financial, Alden Securities estimates
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Net interest income rose $144k or 0.9% linked-quarter, as a 3.4% increase in average earning
assets was partially offset by 7 bps of NIM compression to 3.27%. Purchase accounting

PLEASE SEE THE IMPORTANT DISCLOSURE APPENDIX ON THE LAST TWO PAGES OF THIS REPORT.
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accretion boosted the NIM by roughly 2 bps in 3Q20, down 2 bps compared to 2Q20. Average
loan yields slipped 11 bps compared to 2Q20. Most loan categories saw yield declines from the
prior quarter, including drops of 8 bps in CRE loans (the largest category), 28 bps in residential
mortgages, and 60 bps in C&I loans. Construction loans managed to buck the trend, posting a
14 bps sequential rise in average yields. Excluding the PPP loans, average loan yields fell
roughly 12 bps linked-quarter to 4.14%. Meanwhile, average securities yields decreased 32 bps
sequentially, and the proportion of earning assets shifted toward lower-yielding securities and
away from loans, leading to a 16 bps drop in average earning asset yields. As the average
balance of CDs, the highest cost deposit category, saw a modest decline, the average cost of
CDs fell 21 bps. Meanwhile, the average cost of interest bearing demand and money market
accounts, the largest funding category, decreased 9 bps sequentially. These changes resulted in
an 11 bps decrease in the average cost of interest bearing liabilities.

e Noninterest income retreated $593k or 26.3% sequentially, driven by an $808k drop in loan
appraisal, credit & other charges. This drop follows a $662 increase the previous quarter driven
by a sharp uptick in customer interest rate hedging fees on a hedging product offered through a
third-party provider. We expect this item to add substantially to fee income on an annual basis
but be fairly lumpy on a quarterly basis. Despite the sequential decline revenues in this line
item were up $223k or 151.7% compared to the year-ago quarter. Partially offsetting the
sequential drop in hedging fees was a $77k or 50.7% rise in securities gains and a $130k or
18.3% advance in service charges on deposit accounts.

e Noninterest expenses rose a modest $54k or 0.6% sequentially to $9.5 million, edging just
above the range of $9.2 million to $9.4 million anticipated by management as a quarterly
expense run rate in 2020. However, management has noted that COVID-19 related expenditures
could push expenses above this run rate. The main drivers of the sequential increase were a
$385k rise in compensation costs, a $175k advance in professional fees, and a $146k increment
in “other” expenses. Offsetting these increases was a $679k drop in OREO and credit-related
expenses following a $318 jump in this item in the prior quarter due to increased valuation
allowances and the disposal of an office building. Management still expects the bank’s quarterly
run rate of expenses to range between $9.2 million and $9.4 million in 2020, though OREO and
credit expenses could boost this higher depending on the severity of the COVID-19 related
economic downturn. The efficiency ratio slipped to 55.48% in 3Q20 from 53.75% in 2Q20.

e TCFC recorded an income tax expense of $1.3 million in 3Q20 compared to $1.1 million in
2Q20. The effective tax rate was 25.3% in 3Q20 and 24.8% in 2Q20. We are still using an
effective tax rate of 26.0% for 4Q20 and beyond.

e The loan loss provision in 3Q20 was $2.5 million, down from $3.5 million in the preceding
quarter. However, the provision was still higher than the $0.1 million in net recoveries during
the quarter. Net charge-offs to average loans was 0.00% in 3Q20 compared to 0.58% in 2Q20.
The increased provision recognizes the fact that some loan weaknesses are currently not
recognized in adverse loan classification due to loan deferrals and government stimulus
programs, and that continued economic weakness stemming from the pandemic will have an
impact on some borrowers. As a result, the allowance for loan & lease losses advanced 15.4%
sequentially to $18.8 million, representing 1.26% reserve coverage of total loans compared to
1.08% at June 30, 2020 and 0.75% at December 31, 2019.

e Asset quality showed noticeable improvements in 3Q20, though we believe government relief
programs and loan deferrals are masking the impact of COVID-19 related stresses on many
borrowers. Classified and special mention loans decreased $0.6 million or 2.7% in 3Q20, while
nonaccrual loans fell $2.7 million or 12.0% LQ. Meanwhile, performing TDRs edged down by
$20k or 3.4% while OREO rose $0.3 million or 8.2%. These changes resulted in an 9.1% decline
in NPAs. Combined with the concurrent 0.3% growth in total assets during the quarter,
NPAs/Assets (including performing TDRs) slipped to 1.16% from 1.30% at the prior quarter-
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end. Early stage delinquencies (loans 30-89 days past due) fell $5.0 million or 85.7% from the
prior quarter-end.

e TCFC’s regulatory capital ratios were relatively stable during the quarter. Most of the
regulatory ratios declined slightly (1 to 3 bps) from the prior quarter, but the total risk-based
capital ratio climbed 12 bps from 12.94% at June 30, 2020 to 13.06% at September 30, 2020.
All of the capital ratios are well above the minimum levels required to be considered “well
capitalized”. The company’s TCE ratio fell to 8.49% from 8.50/% at June 30, 2020. Tangible
book value per share grew to $30.51 from $29.91 at June 30, 2020.

Earnings Estimates: We had expected a reduced reserve build at TCFC in 3Q20, and while this
occurred, the reduction in the provision was only half what we projected, leading to an EPS shortfall
versus our estimate. We still expect the provision to be smaller going forward, even as the impact of the
COVID-19 induced economic recession to work its way through delinquencies and into charge-offs over
the next three or four quarters. Still, we have boosted our provision estimates slightly for 4Q20 and 2021,
while reducing it for 2022. The company reported a larger loan pipeline at the end of 3Q20 compared to
the prior quarter, but some of the growth is just the result of longer times to get loans through the
underwriting process due to pandemic-related complications. We are projecting low single digit growth
in the core loan portfolio over the next year or so. However, some runoff in the PPP loan segment will
offset this growth, particularly over the next few quarters as the PPP loan forgiveness process kicks into
gear. On the funding side, we anticipate much of the excess deposits from the PPP program and excess
customer liquidity from payment moratoriums and government relief programs will gradually be spent
over the next year. We are projecting declining deposit balances for at least the next two quarters. On
the other hand, TCFC completed a $20 million sub debt offering in October and some of the proceeds
may be used to pay down PPPLF and FHLB Advances. We are expecting gradual reductions in cash and
other low-yielding assets over the next few quarters.

We are projecting roughly 6 bps of NIM compression in 4Q20 and a 1-2 bps of additional compression
over the subsequent three quarters. We expect swap income to provide a boost to noninterest income,
but at levels closer to the 3Q20 amount than the unusually high level in 2Q20. We are maintaining
noninterest expense projections within management’s guidance range of $9.2 million to $9.4 million per
quarter through 2021.

After making the preceding adjustments, we are reducing our 2020 estimate from $2.61 to $2.46,
primarily reflecting the lower 3Q20 results. We are also lowering our 2021 EPS estimate from $2.71 to
$2.69 while boosting our 2022 estimate from $2.76 to $3.06.

Outlook: TCFC continues to perform well during the COVID-19 pandemic. There are still significant
uncertainties regarding how much asset quality deterioration there will be from the reduced economic
activity during the pandemic and how much the government stimulus programs aided the survival of
companies that otherwise may have failed. Still, TCFC operates in a market that benefits from its
proximity to Washington DC, where government spending can offset a significant amount of economic
weakness. TCFC’s focus on commercial clients in this region could also be beneficial. No area is immune
to COVID-related business closures, but the DC area, with its high concentration of government
contractors, may have a greater proportion of businesses that make it through the crisis.

TCFC trades at a significant discount to tangible book value and a slight discount to regional peer banks
of similar size. While this discount reflects the current economic uncertainty, we still believe TCFC is
in a better position than many banks. In our view, TCFC remains an attractive investment.

While we have enjoyed covering The Community Financial Corporation, shifting corporate responsibilities do
not allow us time to provide the same level of diligence to our equity research as we would like. Consequently,
we are discontinuing coverage of TCFC.
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Exhibit 1
The Community Financial Corporation: 3Q20 Highlights
Actual Results Change
3019 2020 3020 LO! YOY
Loans Held for Investment ($000)> 1,417,108 1,620,455 1,625,953 1.4% 14.7%
Total Deposits ($000)> 1,559,960 1,670,364 1,779,606 26.2% 14.1%
Average Earning Assets ($000) 1,623,561 1,820,775 1,882,718 13.6% 16.0%
Total Revenue ($000) 14,764 17,483 17,034 15.4%
— Net Interest Income ($000) _ _ _____ 13525 _ _ 15224 _ 15368 _ _38% _ _ 136% _
NIM 3.31% 3.36% 3.25% -0.12% -0.06%
Average Securities Yield 2.76% 2.41% 2.09% -0.32% -0.67%
Average Loan HFI Yield 4.80% 4.17% 4.06% -0.74%
Average Cost of Int.-bearing Deposits 1.26% 0.61% 0.47% -0.14% -0.79%
Efficiency Ratio 59.6% 46.6% 52.2% 7.4%
NCO Ratio 0.03% 0.58% 0.00% -0.58% -0.04%

1. Linked quarter changes for the balances are annualized.
2. Loans Held for Investment and Total Deposits balances are end of period balances.
Source: company filings
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Disclosure Appendix

Analyst Certification:

I, Joseph Gladue, the primary analyst covering this issuer, certify that: 1) all of the views expressed
in this report accurately reflect my personal views about the subject security or issuer, and 2) no part
of my compensation was, is, or will be directly or indirectly related to the specific recommendations
or views expressed in this report.

Risk Factors:

The realization of any or all of the following risk factors, among others, may adversely affect the
company’s stock price and prevent it from reaching our target price, if one is established:

) a weakening of the United States economy and the regional and local economies in which
the company conducts operations

o unanticipated loan losses or securities-related losses

) a weakening of local real estate markets or the soundness and liquidity of the securities
market for real-estate backed assets

o failure to maintain sufficient excess capital or liquidity to conduct operations

) the effects of trade, monetary, and fiscal policies and laws, including interest rate policies
of the Board of Governors of the Federal Reserve System

o the effects of increased inflation, a flatter yield curve, or increased volatility in financial
markets

o inability to attract core deposits or continue to obtain third party financing on favorable
terms

o adverse legal action against the company or litigation initiated by the company

) inability to successfully integrate acquired operations or to maintain sufficient excess

capital post the close of a transaction

Investment Rating Definitions:

Investment ratings reflect the analyst’s assessment of the subject stock’s return potential relative to
the NASDAQ Bank Index. There are three investment rating tiers:

o Outperform/Buy: The subject stock’s total return is expected to exceed the return of the
NASDAQ Bank Index by 10% or more over the next 12-month period.

o Neutral/Hold: The subject stock’s total return is expected to be comparable with the return
of the NASDAQ Bank Index over the next 12-month period.

o Underperform/Sell: The subject stock’s total return is expected to be less than the return

of the NASDAQ Bank Index by 10% or more over the next 12-month period.

Investment Rating Distributions (as of September 30, 2020)

Investment Banking Services

All Covered Companies Provided in the Last 12 Months
Rating Categories Count % of Total Count % of Category
Outperform/Buy NA 0% 0 0%
Neutral/Hold NA 0% 0 0%
Underperform/Sell NA 0% 0 0%
Total 0 0%
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Other Important Disclosures:

J. Alden Associates, Inc. (DBA Alden Securities) is a FINRA-registered broker-dealer.

Alden Securities expects to receive compensation for investment banking services from the subject

company in the next three months and/or seeks to receive such compensation.

Analyst compensation is based, in part, on Alden Securities' profitability, which includes revenues

from investment banking.

Target prices, if applicable, are derived from our 12 Month Valuation Assessment. Our 12 Month

Valuation Assessment is based on a blend of several relative value methodologies.

Alden Securities shares in the commissions for trades that are executed through Tourmaline

Partners, LLC.
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