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Preface

The past decade has witnessed significant changes in the structure, characteristics, and
types of products and services offered by financial services providers. The most significant
changes were in three areas: consolidation, convergence, and competition. Financial insti-
tutions are also facing numerous new challenges caused by the rapid changes occurring in
information technology, deregulation, geographic and product expansion, globalization of
business, statutory laws, accounting standards, the marketplace, and trends toward business
combinations. The modern financial services being offered by banks, insurance companies,
and mutual funds, coupled with a new trend toward combinations between banks and fi-
nancial services organizations, make the subject matter of valuations and mergers and ac-
quisitions timely and relevant.

Traditionally financial services provided by banks, insurance companies, and mutual
funds and their roles have been somewhat separate. Today, the differences between func-
tions of these financial services providers are becoming less noticeable, especially since the
Gramm-Leach-Bliley Financial Modernization Act (GLB) of 1999 permits combinations
between banks, insurance companies, and mutual funds. The implementation of the GLB
Act will create numerous challenges for financial services providers, including restructur-
ing their business operations and entering the areas of investment management, insurance,
and a variety of other financial services.

In recent years, the field of business valuation has truly undergone a revolution. Merg-
ers and acquisitions also continue to play an important role in business valuation and strat-
egy. Every day a significant number of business executives, business owners, accountants,
attorneys, investment bankers, tax and regulatory authorities, and judges are involved in
various stages of business valuation and the merger and acquisition process. Knowledge-
able and experienced valuation specialists can play a vital role in this exciting, dynamic,
and rewarding process.

This book is intended to assist valuation, merger, and acquisition practitioners in applying
their knowledge and expertise in providing their services. No prior knowledge of financial in-
stitutions, valuations, mergers, and acquisitions is assumed in the second edition. The author
has attempted to present current developments in the areas of valuations, mergers, and acqui-
sitions, which have progressed significantly since the first edition of the book in 1995.

The second edition is designed primarily for audiences (business executives, banks, fi-
nancial services organizations, attorneys, accountants, appraisers) interested in the valua-
tion, mergers, and acquisitions areas of the financial services industry. Throughout the
book, every effort is made to integrate on-line, fair value valuation techniques into the due

xix



diligence process and practices for internal and external assessment purposes as well as
merger and acquisitions deals. Our goals in preparing this edition are to (1) make refine-
ments in the style and clarity of presentations to maximize the effectiveness of the book as
an authoritative guide and learning resource for users; (2) make further refinements in the
content and organization of the book to enhance its relevance and flexibility in accommo-
dating new on-line valuation techniques for the financial services industry; and (3) provide
comprehensive and integrated coverage of the latest developments in the environment, ac-
counting standards, laws, regulations, and methodologies pertaining to the valuation
process, as well as the due diligence practices for merger and acquisition deals.

The second edition is designed to provide a useful reference for anyone wishing to ob-
tain understanding and knowledge of financial institutions and their valuation, as well as
the wave of mergers and acquisitions in the financial services industry. The substantial
changes in the second edition reflect the intent of the book.

HIGHLIGHTS OF CHANGES FROM THE FIRST EDITION
The following changes are made in the second edition to achieve the book’s aforementioned
goals.

1. The first four new chapters (1–4) constitute the foundation of the book.

2. Chapter 1 presents the major topics of the book, including consolidation, convergence,
and competition in the financial services industry.

3. Chapter 2 provides background information regarding the market and demand for val-
uation services, valuation services providers (appraisers) and the various appraisal or-
ganizations and their standards, codes of ethical conduct, and certifications. The valu-
ation process, including preparation of engagement letters, documents requests,
internal and external sources of information gathered by the appraisers, and valuation
reports, is also discussed in this chapter.

4. Chapter 3 discusses mergers and acquisitions in general and consolidation and con-
vergence in the financial services industry in particular. Merger and acquisition deci-
sions involve proper analysis and assessment of strategic, financial, and integration fac-
tors discussed in this chapter.

5. Chapter 4 presents the regulatory environment, corporate governance, and financial re-
porting process of financial institutions.

6. A brief historical perspective on valuation and mergers and acquisitions in the finan-
cial services industry is added to Chapter 1.

7. All chapters containing material on valuations are updated to integrate on-line valua-
tion techniques and incorporate authoritative accounting standards.

8. The passage and implementation of the Gramm-Leach-Bliley Financial Modernization
Act of 1999 for the financial services industry and its impact on future business com-
binations among banks, insurance companies, stock brokerages, and mutual funds are
thoroughly discussed in Chapters 1 and 3.

9. A new Chapter 13 on provisions of the new proposal accounting standards for business
combinations and valuations of intangible assets is added. This chapter also presents in-
depth discussion of fair value accounting and regulatory capital requirements for banks.
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10. Increased attention is given to the global banking services and relevance of interna-
tional accounting standards for the U.S. financial services industry and globalization
of the financial services industry.

11. Citation of relevant accounting standards, related literature, and applicable laws and
regulations pertaining to valuations, mergers, and acquisitions is provided in chapter
end notes.

12. Specific illustrations on financial statement presentations of fair value of financial
items for the financial services industry are incorporated in all related chapters
throughout the book.

13. End-of-chapter citations are included to support materials added in each chapter and to
provide references to new accounting standards, applicable statutory changes, and
trends in valuations and business combinations.

14. A new Chapter 17 is added to discuss the concept of theoretical fair value of deriva-
tives. Accounting standards set forth for the proper measurement, recognition, and re-
porting of fair value of derivatives are provided in this chapter.

15. Changes in accounting and trends of mergers and acquisitions that are taking place in
the coming years are thoroughly examined throughout the book.

16. Updated materials pertaining to on-line (Internet) sources of comparative financial and
valuation data are added to provide numerous data sources for international, regional, and
local economic data, banking industry information, and bank financial statement data.

ORGANIZATION OF THE BOOK
The organization of the second edition continues to provide maximum flexibility in choos-
ing the amount and order of materials on valuations, mergers, and acquisitions for financial
institutions. The entire valuation process is examined from a mergers and acquisitions per-
spective. Thus, in addition to valuation theory, concepts, methodology, and techniques, the
merger and acquisition process, target bank analysis, applicable laws and regulations, and
related accounting standards are thoroughly examined.

The second edition is organized into four parts as follows:

Part Subject Chapters
I Financial Institutions and Their Valuation 1–4
II Fundamentals of Valuation 5–8
III Financial Analysis of Banks and Bank Holding Companies 9–11
IV Applying Valuation to the Acquisition Process 12–18

The 18 chapters of this book are organized into four parts. The first part contains four
chapters that constitute the foundation of the book. Chapter 1 discusses the major topics of
the book, and Chapter 2 describes its focus valuation. The third chapter discusses mergers
and acquisitions in general and convergence in the financial services industry in particular.
Part I concludes with Chapter 4, which examines the regulatory environment, corporate
governance, and the financial reporting process of financial institutions.

Part II, containing Chapters 5 through 8, addresses the fundamental issues related to valu-
ation, including different types of value, approaches to measuring value, and the differences



between tangible and intangible assets. The four chapters in Part II provide a thorough back-
ground on the basic principles needed to understand the calculation of value of a bank.

Part III (Chapters 9, 10, and 11) addresses the various types of research that will likely
be undertaken as part of a proper valuation. A major portion of the discussion relates to the
financial analysis of the banking company, but with an ample discussion on the nonfinan-
cial aspects of the bank’s operations and organizations as well as the external market envi-
ronment in which it operates. Taken together, the discussions in Parts II and III provide a
solid foundation for applying the principles of valuation to the calculation of a banking
company’s value.

Part IV contains Chapters 12 through 18, which focus on specific issues related to cal-
culation of value for purposes of merger or acquisition. A description of the bank merger
and acquisition process is provided as a background to put into context the role that valua-
tion can play at various points in that process. Also covered are topics that are unique to
banking, such as core deposits, branch acquisitions, unknown loan losses, derivatives, and
accounting standards on merger and acquisitions.

The analyses in this book are described so as to be useful to both buyers and sellers. As
a buyer, a banker must be able to assess the value of a target bank and gauge the underly-
ing business, which has “created” that value. As a seller, a banker should understand how
the value of the institution will be assessed, whether a buy offer is fair, and possible strate-
gies to enhance value. Where possible, examples are given from both the buyer’s and
seller’s perspective. However, whether the reader is a buyer or seller (or a professional as-
sisting either), the concepts, principles, and techniques described can assist in making the
merger and acquisitions process more successful.

In one book, it is not possible to address the valuation of every type of subsidiary busi-
ness a bank holding company may operate. Consequently, the focus is on what is commonly
thought of as a “commercial bank,” often referring to the bank holding company legal struc-
ture that is common in U.S. banking. While the discussions that unfold generally focus on
commercial banks and on those bank holding companies where the principal subsidiaries
are commercial banks, the same valuation principles and techniques apply to nonbanking
entities.

Most terms are defined where appropriate throughout the book; however, some should
be clarified at this point. The use of the term “financial institution” refers to banks, bank
holding companies, mutual saving banks, saving banks, stock-owned thrift institutions,
credit unions, and savings and loan associations. Although the title of the book is Financial
Institutions: Valuations, Mergers, and Acquisitions and therefore the focus is on financial
institutions, the issues of valuations, mergers, and acquisitions are relevant to all organiza-
tions in all industries. The first part of the book examines these issues in generic terms as
they relate to all organizations. The other parts of the book discuss these issues as they per-
tain to financial institutions: Technical distinctions exist between mergers and acquisitions.
Mergers often occur when two separate entities combine and both parties to the merger
wind up with common stock in a single combined entity. In contrast, in an acquisition deal,
the acquirer (bidding entity) buys the common stock or assets of the seller (target entity).
However, in this book mergers and acquisitions are used interchangeably to describe the
method in which separate institutions are combined under the control of one entity. The vast
majority of all business combinations are acquisitions rather than mergers.
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PART I

The Foundation: Financial
Institutions, Valuations, Mergers,
Acquisitions, Regulatory and
Accounting Environment





CHAPTER 1

Introduction to Financial
Institutions

1.1 INTRODUCTION

The past decade has witnessed significant changes in the structure, characteristics, and
types of products and services provided by the financial services industry. The most signif-
icant changes were in three areas: consolidation, convergence, and competition. These
changes, which are expected to continue to occur at a higher speed in the future, have been
motivated and caused by a number of factors and forces, including deregulation, globaliza-
tion of business, geographic expansion, highly valued stock prices, product line expansion,
technological advances, relatively low interest rates, and considerable economic stability
and growth. Consolidation, convergence, and competition have transformed the financial
services industry from traditional organizations such as banks, brokers, insurance compa-
nies, mutual funds, and securities providers to asset management companies such as bank
holding companies and financial holding companies.

The structure and characteristics of banks and banking organizations are changing from
traditional brick-and-mortar branches to universal banking, PC-banking, and Internet bank-
ing. Until recently, customers could not do one-stop shopping for all of their financial serv-
ices, and very little shopping at all for financial services. The range of options often was
limited by geographic restrictions, product limitations, and even inefficiencies, cost, and
time-consuming searches for the best option. The majority of households and businesses
used local banks within 20 miles for their financial service needs because of availability,
convenience, and personalized banking relationships. 

Today, financial holding companies are developed to provide the opportunity for one-
stop shopping for all financial services and products, including checking and saving ac-
counts, loans, asset management, insurance, and investment services, as well as unlim-
ited efficiency in finding the best financial services at the lowest cost nationwide or even
across international borders. For example, customers now can easily find information
about loans or mortgages on-line by visiting eloan.com or loanweb.com sites. This in-
formation efficiency offered to customers through e-commerce and Internet banking,
coupled with the creation of financial holding companies, would accelerate the financial
services movement toward commoditization. The new information technology not only



empowers customers to shop for their financial services easily and effectively but also
provides opportunities for competitors to identify, match, and duplicate any innovative fi-
nancial services. 

Financial institutions are also facing numerous challenges caused by the rapid changes
occurring in information technology, trends toward business combinations, statutory laws,
marketplace, global competition, and accounting standards. Traditionally, financial serv-
ices provided by banks, insurance companies, and mutual funds and their roles have been
somewhat separated. Today, the differences between functions of these financial services
provided by entities in the financial services industry are becoming less noticeable. Entities
in the financial services industry are classified in this book as: (1) banks and thrifts; (2) fi-
nance companies; (3) securities and investments companies; and (4) insurance companies.
Exhibit 1.1 shows the composition of the financial services industry’s previously used stan-
dard industrial classification (SIC) code along with the new classification coding system,
called the North American Industry Classification System (NAICS) for entities in the fi-
nancial services industry. 

Many of the traditional barriers including both geographic (e.g., interstate banking) and
products (e.g., a variety of financial services) that once had separated banks from insurance
companies, mutual firms, or investment funds are now diminishing in the financial services
industry. Thus, the ever-changing nature, structure, and competition in the financial serv-
ices industry have currently received great attention primarily because of the recent elimi-
nation of geographic barriers and product barriers especially those that related to cross-in-
dustry mergers and affiliations. The passage of the Gramm-Leach-Bliley Act of 1999
(hereafter, GLB) will significantly increase the number and size of mergers within the fi-
nancial services industry. The importance of the current environment of the financial serv-
ices industry is underscored by the fact that the main theme of the 36th Annual Bank Struc-
ture Conference, held in Chicago in May 2000, was “The Changing Financial Industry
Structure, Regulation, and Competition.” Among the key issues discussed at the 36th con-
ference were:
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Exhibit 1.1 Composition of the Financial Services Industry 

Number

SIC/NAICS Organization 1985 1990 1995 1999

6021/52211 Commercial Banks 14,430 12,347 9,910 8,580 
6035/52212 Savings and Loan Associations 3,640 2,358 2,030 1,640
6311/52411 Life Insurance Companies 2,261 2,195 2,079 1,512 
6282/52392 Mutual Funds:

Number of Funds 1,530 3,081 5,790 7,791
Fund Complexes 220 361 370 433 

6211/52311-5231 Investment Banking and 
Brokerage firms 6,300 5,800 5,400 5,100 

Sources: Federal Deposit Insurance Corp. (FDIC) 
Federal Home Loan Bank Board (FHLB) 
Federal Finance Board (FFB) 
Investment Company Institute (ICI) 
American Council of Life Insurance (ACLI)
Securities Industry Association (SIA)



• Opportunities and challenges that the current changes (e.g., regulations, technologies)
present for financial services providers.

• Motivational factors and forces behind the merger trend in the financial services industry.

• The implications of the current merger wave for antitrust methodologies and for industry
competition.

• The role of universal banking or one-stop shopping.

• The impact of Internet banking on industry structure, competition, and related regulatory
issues.

• The effects of these changes on small banks.

These issues will be addressed throughout the book, especially in Chapters 1, 3, and 4. 

1.2 STRUCTURAL CHANGES IN THE FINANCIAL 
SERVICES INDUSTRY

The financial services industry is undergoing unprecedented changes driven by consolida-
tion, convergence, and competition. Until recently financial service organizations (e.g.,
banks, insurance companies, mutual funds, brokerage firms) in the financial services in-
dustry were structurally and functionally distinct. Consolidation, convergence, and compe-
tition have brought these organizations together. The distinctions between banks, insurance
companies, securities, and brokerage firms are melting away as the financial services in-
dustry transforms into a more consolidated, converged, competitive industry. 

1.2.1 Consolidation

Consolidation, in this book, refers to the integration and consolidation of financial institu-
tions’ resources into larger and fewer institutions by means of mergers and acquisitions
(hereafter, M & A). The driving forces behind current growing consolidation, especially
among financial institutions, are (1) deregulation of geographical and product restrictions;
(2) technological advances; (3) global competition; (4) healthy financial positions and prof-
itable financial conditions; and (5) growing stock prices. These factors are not listed in any
order of importance, and they will be discussed thoroughly in this chapter and Chapter 3.
However, deregulation and technological advances are viewed as the most important fac-
tors shaping up future consolidation. The elimination of geographic restrictions under the
Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994, which allowed vir-
tually nationwide branching as of June 1, 1997, was the biggest impetus for the consolida-
tion of banks and banking organizations. Technological progress has made consolidation
more feasible. 

Recent changes in technology, global competition, deregulation, interest rates, and
merger trends have profoundly affected the financial services industry. Internet banking has
changed the “low-touch” customized financial services provided to local customers. The
use of derivative financial instruments is becoming more common as a means of managing
risk. Foreign banks are now competing more freely and frequently in the United States and

1.2 Structural Changes in the Financial Services Industry 5



the global market. The wave of megamergers has substantially reduced the number of fi-
nancial institutions as the industry consolidated. The Glass-Steagall Act (also called the
Banking Act of 1933); (1) separates commercial banking (e.g., receiving deposits and mak-
ing loans) from investment banking (e.g., underwriting, market maker of securities);
(2) prohibits banks from paying interest on deposits; (3) restricts the types of assets banks
could own; and (4) prohibits bank distribution of mutual funds. 

The banking problems of the early 1990s encouraged the issuance of the 1991 Federal
Deposit Insurance Corporation (FDIC) Act amendments, which sharply raised bank deposit
insurance premiums. The reduction of short-term interest rates by the Federal Reserve in
the early 1990s encouraged banks to borrow short and lend long, which helped banks to get
back to better financial health and generate excess capital for new acquisitions. In 1994,
Congress passed the Riegle-Neal Interstate Banking Act, which allowed combinations
across state lines. This Act made interstate banking much easier by putting a cap on the
amount of domestic deposits that a bank could hold at 10 percent of the national aggregate.
The economic growth of the mid-1990s coupled with the low interest rates and diversity in
financial institutions’ operations gave large banks higher valuation and the currency of
higher stock prices with which to pursue future mergers and acquisitions (M & A) deals.
Small banks, on the other hand, became more profitable which made them a good target for
acquisition at prices attractive to their shareholders.

Traditionally, banks have expanded by adding more branches staffed by many salaried
employees to provide retail transactions and costly commercial services to their customers.
Banks have faced regulatory restrictions that kept them from moving out of the com-
mercial business into investments and insurance services. The recent wave of mergers in
the financial services industry is driven by the emerging technologies to make the industry
more competitive and efficient. There is no compelling evidence that the new mergers are
motivated by a desire to monopolize markets and increase fees for financial services. In-
deed, the financial services industry, especially the banking industry, remains far less con-
centrated than many other competitive industries such as automobiles and communication.
However, it is vital that the Fed continues to exercise its oversight responsibility to ensure
that M & A deals and resulting changes in the structure of financial institutions are consis-
tent with and in compliance with applicable laws and regulations and in the best interest of
the public. 

Banks are, by law, protected by a so-called “federal financial safety net” (e.g., deposit
insurance, access to the Fed’s discount window and payment services) designed to protect
banks’ customers and to serve the public. This provision of the banking industry, when it is
not properly monitored, may create adverse incentives of “moral hazard” in the sense that
depositors may think that their deposits are always safeguarded regardless of the banks’ se-
vere financial difficulties. Banks, on the other hand, may be motivated to take more than
prudent business risk of undertaking risky loans and investments expecting that higher re-
turns will ease their financial difficulties. In the absence of proper balance between banks’
risk and return assessment and in the light of financial difficulties, the insurance fund and
ultimately taxpayers are left to absorb the losses (e.g., the savings and loan debacle of the
1980s). The existence of “moral hazard” can be very detrimental to the success of
megamergers in the financial services industry because the failure of a large combined fi-
nancial institution could be very costly to resolve. Thus, the current merger wave may ne-
cessitate a reform in the financial services industry at least in the areas of safety net and de-
posit insurance coverage. 
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1.2.2 Convergence

Webster’s third new international dictionary (1986) defines “convergence” as the “tendency
or movement toward union or uniformity.” Convergence in the financial services industry
is defined in this book as the integration of banking organizations and other financial serv-
ices providers (e.g., insurance companies, mutual funds, and securities firms) through the
combination and expansion of the scope or breadth of their financial products and services.
Convergence may occur through (1) M & A between financial institutions and other finan-
cial services organizations now permitted under the GLB Act of 1999; (2) the creation of
bank holding companies under the Bank Holding Company Act of 1956; and (3) the estab-
lishment of financial holding companies under the GLB Act of 1999. 

Traditionally, the functional services of banks, insurance companies, mutual funds, and
brokerage firms were distinguishable, and their roles were separated. Banks were engaged
in offering traditional services such as deposits, loans, and transaction activities. Insurance
companies provided auto, property, and life insurance products. However, the financial
services industry has experienced the evolutionary disappearance of the distinctions in their
offered financial services. Today, the differences between functions of these financial serv-
ices providers are becoming less noticeable. For example, pension funds have grown far
more rapidly than traditional life insurance, requiring more investment services expertise
and competence that can best be provided by banks. Thus, commercial banks took an in-
terest in mutual funds and insurance services at their branches. Indeed, Exhibit 1.2 shows
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Exhibit 1.2

Trends in the Growth of Mutual Funds Assets and Bank Deposits
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that during the past decade the total assets of mutual funds have exceeded total bank de-
posits. Insurance companies, on the other hand, started getting into banks’ traditional credit
markets and business loans by providing financial services such as securitized instruments,
mortgages, derivatives, and loan syndications. 

The logic of a universal financial service (e.g., one-stop shopping for all financial serv-
ices and products) offering a variety of financial products and services is compelling. Fur-
thermore, technological advances facilitate one-stop shopping for all financial products and
services. Indeed, universal banking has been practiced in Germany, Canada, and other
countries, yet, until recently, it has not been permitted in the United States. The trend to-
ward convergence in financial services organizations can be viewed as desirable and so-
cially beneficial in the sense that it would lead to offerings of more financial products and
services at a single location and more competition for customer dollars. 

The Gramm-Leach-Bliley (hereafter, GLB) Act of 1999 (better known as the Financial
Modernization Act), which officially went into effect in March 2000, repeals the Glass-
Steagall Act of 1933, which prohibits the line of business expansion for banks. The GLB
Act permits banks, securities firms, insurance companies, mutual funds, brokerage firms,
and asset managers to freely enter each others’ business or consolidate. It also allows cre-
ation of financial holding companies that may conduct a broad range of financial services
including insurance and securities underwriting, commercial banking, investment banking,
asset management and distribution, and real estate development and investment, typically
under separate subsidiaries. The passage of the GLB Act has raised some concerns that its
implementation may: (1) create concentration of economic power in the financial services
industry; and (2) cause lack of ability of regulators and government to properly oversee the
industry’s activities and to manage risk. Proponents of the GLB Act believe that its imple-
mentation would: (1) provide long-sought financial services supermarkets and one-stop
shopping for all financial services; and (2) improve the ability of U.S. financial services
providers to compete effectively in the global financial services market. 

1.2.2(a) Provisions of the Gramm-Leach-Bliley Act
Provisions of the GLB Act can be summarized into the following eight categories:

1. Creation of the new types of regulated entities—namely, “financial holding compa-
nies”—that are authorized to offer a broad range of financial products and services. A
financial holding company is a bank holding company whose depository institutions are
well-capitalized, well-managed, and Community Reinvestment Act (CRA)-rated “sat-
isfactory” or better. A financial subsidiary, which can offer most of the newly-author-
ized activities, is a direct subsidiary of a bank that satisfies the same conditions as the
financial holding company. 

2. Authorization of a wide variety of the newly-permissible financial activities for finan-
cial holding companies including securities, insurance, merchant, banking/equity in-
vestment, financial in nature, and complementary activities. Provisions of the GLB Act
permit banking organizations to engage in virtually every type of activity currently rec-
ognized as financial as well as new activities that will be authorized by the Federal Re-
serve and Treasury Department as “incidental” or “complementary” to a financial ac-
tivity. The “merchant banking” provisions of the GLB Act permit a financial holding
company to make a controlling investment virtually in any kind of company, financial
or commercial. 
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3. Restrictions for commercial companies to acquire thrifts through unitary thrift holding
companies. However, the existing commercial unitary thrift holding companies are
grandfathered as of May 4, 1994, but such companies may not sell their thrifts to any
other commercial company.

4. Substantial changes to laws governing the Federal Home Loan Bank System. The GLB
Act created a new type of Federal Home Loan Bank member called a Community Fi-
nancial Institution (CFI) which is a community bank or thrift with less than $500 mil-
lion in assets. A CFI may pledge small business and agricultural advances.

5. Requirements for protecting the privacy of customers’ information. The GLB Act estab-
lished four privacy requirements pertaining to the sharing of customer information with
others, which apply equally to all financial institutions. The GLB Act requires each finan-
cial institution to: (1) establish and annually disclose a privacy policy; (2) provide cus-
tomers the right to opt-out of having their information shared with non-affiliated third par-
ties; (3) not share customer account numbers with non-affiliated third parties; and (4) abide
by regulatory standards to protect the security and integrity of customer information.

6. Community Reinvestment Act (CRA) Provisions. The GLB Act addressed the three
controversial CRA provisions that nearly prevented the legislation from passing. These
provisions are related to requirements for: (1) establishing “satisfactory” CRA ratings
as a condition for engaging in the Act’s new activities; (2) disclosing of CRA agree-
ments between financial institutions and third parties; and (3) establishing a lengthened
CRA exam cycle for community banks and thrifts.

7. Other Regulatory Provisions. Other important regulatory provisions of the GLB Act af-
fecting banks and financial institutions are: (1) the Federal Reserve’s “umbrella” su-
pervisory authority over financial holding companies; (2) those affecting foreign
banks; (3) limitations on the state’s ability to establish regulations that discriminate
against banking organizations; (4) revisions to federal antitrust authority affecting fi-
nancial holding companies; (5) ATM disclosure provisions; and (6) elimination of the
“special reserve” of the Savings Association Insurance Fund. The GLB Act states that
bank holding companies cannot become financial holding companies or engaged in the
newly-authorized financial activities unless all of their subsidiaries and affiliates have
CRA ratings of satisfactory or better. 

8. Effective dates of key provisions of the Act. These include the 120-day delayed effec-
tive date for the financial holding company and financial subsidiary sections of the Act
(e.g., through mid-March 2000).

1.2.2(b) Implementation of the Gramm-Leach-Bliley Act
Exhibits 1.3 through 1.6 show banks’and thrifts’ activities and affiliates before and after the
implementation of the GLB Act. The proper implementation of the landmark GLB Act will
create both opportunities and challenges for the financial services industry including the
following:

• The act will likely increase certain trends already underway in the financial services in-
dustry causing further consolidation of the industry.

• New authorized financial activities can be conducted only by a subset of bank holding
companies (BHCs) to be called financial holding companies (FHCs.) To be an FHC, each
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subsidiary bank must be well-capitalized, well-managed, and have a Consumer Rein-
vestment Act (CRA) rating of satisfactory or better.

• The “sunshine” language of the Act requires public disclosure of all written agreements
made in fulfillment of the CRA involving payments by banking organizations in excess
of $10,000 or loans in excess of $50,000.

• Financial services organizations affected by the Act should establish disclosure require-
ments and consumer “opt-out” procedures that protect consumer privacy without signif-
icantly burdening financial institutions or consumers. The purpose of the privacy provi-
sion of the Act is to restrict the ability of financial institutions to disclose to unrelated
third parties nonpublic personal information pertaining to individuals who obtain finan-
cial products and/or services from the financial institution.

• Prior to the passage of the Act, a BHC could own no more than five percent of the voting
equity and 25 percent of total equity of a company. The Act allows “merchant banking,”
which means that any FHC with a securities affiliate may engage in merchant banking by
obtaining ownership of securities of a company.

• FHCs are authorized to engage in a broad range of financial activities including insur-
ance underwriting and sales, securities underwriting and dealing, merchant banking,
lending, investment advisory, financial data processing services, travel agency, and cer-
tain management consulting services.

• There will be a new challenge for bank supervisors to implement the new blend of umbrella
and functional supervision established in the Act. The extent of the challenge depends on
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Exhibit 1.5

23A&B
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Source: American Bankers Association, reprinted with permission.
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the degree of integration of financial activities within financial holding companies and the
relative size of the bank and nonbank activities within such organizations.

• The Act requires communication, cooperation, and coordination among multiple bank-
ing regulators to share information among the umbrella, financial, and bank supervisors
in a manner that is satisfactory to all regulatory agencies. However, the Act states that the
first level supervisory authority lies with the functional regulators (e.g., state, SEC.)

• The Act limits extensions of the safety net by eliminating the need to impose bank-like
regulation on nonbank subsidiaries and affiliates of organizations that contain a bank.

• The privacy provisions of the Act prohibit financial institutions from disclosing in-
formation to third parties unless customers first are given the opportunity to opt-out
of information sharing. Furthermore, all financial institutions including banks, bro-
kerage firms, and insurance companies must establish a privacy policy which should
be presented to all current and future customers. The privacy policy must: (1) list all
types of personal information the institution collects (e.g., accounting activity, credit
reports); (2) inform the customer of precisely where this information will be shared;
and (3) disclose the security measures undertaken to safeguard the confidentiality of
the information.

The 1994 Riegle-Neal Act, which went into effect in 1997, practically removed all ge-
ographic barriers to M & A activities within the banking industry. The 1999 GLB Finan-
cial Modernization Act, which went into effect in March 2000, removed the remaining
products and services restrictions for convergence within the financial services industry.
These two acts substantially deregulated the financial services industry by removing geo-
graphic and product barriers and have set the stage for unprecedented consolidation and
convergence in the financial services industry. The 1997 removal of all geographic barri-
ers to M & A made it theoretically possible, subject to antitrust policy restrictions, for the
top 50 U.S. banks to merge into just six megabanks and the next 50 banks to combine into
seven banks of almost equal size.1 The 2000 removal of products and services barriers al-
lowed the potential six megabanks to become full-line financial service providers under the
universal banking system.

The passage of the GLB Act of 1999 brought the financial services industry one step
closer to the effective convergence of financial services and utilization of universal bank-
ing common in other countries. However, the full convergence necessitates resolution of ob-
stacles and issuance of standard and universally applicable regulatory and supervisory laws
and rules in the financial services industry. For example, the global banking community,
with the issuance of the Basel Accord, is virtually establishing standards and globally ac-
ceptable risk-based capital requirements for banks. The National Association of Insurance
Commissioners (NAIC) has also established risk-based capital guidelines for insurance
companies to prevent insurance company failures. While there are some similarities in these
two sets of requirements, they are not currently applicable to both banks and insurance com-
panies. Schott (1996) argued the most severe obstacles to complete implications of finan-
cial-services convergence are the differences in corporate culture associated with financial
services providers.2 Schott (1996) provided several examples of these differences, includ-
ing the contrast between insurance agents and stock market brokers. Insurance agents seek
high-margin, modest-volume operations, while stock market brokers are often low-margin,
high-volume oriented.
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1.2.3 Competition

Consolidation and convergence resulting from deregulation, technological advances, and fa-
vorable economic and business prospects have to be profitable, productive, and cost effective
to survive. Productive and profitable consolidation and convergence cause cost efficiency,
which in turn creates higher competitive intensity and tighter pricing. It is expected that con-
solidation and convergence in the financial services industry will create more competitive
prices for commoditized offered financial products and services. Future pricing of financial
services is likely to follow examples of other consolidated, deregulated industries, such as
long distance telecommunications companies, electricity providers, and airlines. In these
industries, prices declined about 20 percent in the first five years following deregulation-
consolidation and then another 20 percent in the subsequent five years.3 Higher competi-
tive intensity resulting from consolidation and convergence causes high cost. High-price
providers are either acquired and restructured or driven out of the industry entirely.

Increased competition nationally and worldwide in the financial services industry is
viewed as an important factor shaping the industry. Global competition in providing finan-
cial services can be achieved by striving to be the low-cost provider of financial products
and services or by developing a niche product of differentiating offered financial services
and products. Being low-cost providers requires banks to be large enough to generate
economies of scale. Differentiation is difficult to achieve in the banking industry because
of relatively homogenous financial services and products (e.g., checking, saving, loans),
which is why many financial services organizations are currently engaged in a variety of
activities such as asset management, insurance, and mutual funds. Furthermore, differenti-
ation often requires substantial investment in technology that is not readily available to
small banks. Thus, for banks to become either low-cost providers or offer niche financial
products and services, they ought to grow through mergers and acquisitions.

The profound effects of consolidation and convergence are increases in local market
concentration, the move toward universal banking, and the commoditization of financial
services and products. Banks and banking organizations are moving toward offering retail
banking, insurance, and asset management services. The financial services market will be-
come relatively homogenous. Global competition and easy accessibility of financial serv-
ices through the Internet will force financial institutions to provide a variety of financial
services and products at relatively competitive and similar rates through extensive branch
networks. Financial products and services will be viewed mostly as commodities available
to everyone through the Internet.

Commoditization of financial products and services for small business includes check-
ing, savings, lines of credit, mortgages, transactions, cash management, and credit-related
services. Transaction services consist of the processing of credit card receipts, wire trans-
fers, the provision of currency and coin, and the collection of night deposits. Cash man-
agement services include lockbox services, zero-balance accounts, and the provision of
sweep accounts. Credit-related services consist of letters of credit, factoring, and bankers’
acceptances. The 1995 Survey of Consumer Finances revealed that 98 percent of house-
holds use a local depository institution, while the 1993 National Survey of Small Business
Finances indicated that 92 percent of small businesses use a local depository institution.4

Many banks have adopted a new management philosophy of being driven more by mar-
kets than by regulations to be able to compete successfully in the highly competitive global
market. In the highly competitive global market of the 1990s, banks that were strong and
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well capitalized acquired other banks and got stronger, and weak banks got weaker. The
strong banks and banking organizations with effective and efficient performance and high
capital ratios are often viewed and treated favorably by both financial markets and regula-
tors. Banks also found that competitive edge and market value are the ultimate performance
measures.

Financial institutions are in the midst of a transformation with advances in technology,
financial engineering, financial innovation, and deregulation. Consolidation, convergence,
and competition have caused profound changes in the role of financial institutions. Tradi-
tionally, financial institutions have issued claims to back their holdings of primarily private
illiquid assets. Today, financial institutions assist their customers in holding and managing
highly diversified portfolios of marketable securities (e.g., pension funds; mutual funds) at
low cost. Financial institutions are different from most other businesses. To demonstrate
and better understand these differences, it is helpful to discuss the historical perspective of
American banking.

1.3 HISTORICAL PERSPECTIVE OF AMERICAN BANKING

During the early life of the banking industry in the United States (the post-World War II)
period), banks operated locally with strict branch restrictions and negative perceptions to-
ward large and centralized financial institutions. This is evident by the opposition and re-
fusal of renewal of charters of the First and Second Banks of the United States in the early
nineteenth century.5 There was a deep-seated distrust that large federal financial institutions
would seek financial power and attempt to maximize their owners’ profit at the expense of
the broader public.

During the early years of American banking, branching was not common and possible
primarily because of lack of sufficient technology to support inexpensive long-distance
communication. Another impediment to branching by national banks was the general be-
lief that the National Banking Act passed during the Civil War prohibited it. To promote
more banking activities, an act was passed in 1900 that lowered the minimum capital re-
quirements to establish a new national bank in a small town. As a result, during the early
years of the twentieth century, there were over 13,000 banks in the United States with only
119 branches. The significant number of bank failures, especially of small banks during the
1920s and in the early years of the Great Depression, proves that large banks with branches
were more resistant to failure. Thus, policymakers started considering liberalization of the
banking system by allowing branching as a means of diversifying individual bank portfo-
lios and failure risk and by strengthening the banking system. 

High interest rates and inflation in the late 1970s and early 1990s, coupled with inade-
quate and inappropriate policy and regulatory response, forced deposits out of banks and
thrifts into money-market funds and open-market instruments. This move was the major
cause of the S&L crises of the 1980s and banks’problems of the late 1980s and early 1990s.
However, this crisis underscores the importance of market discipline and market-oriented
forces over the regulatory requirements, which in turn encourage deregulation in the finan-
cial services industry. 

The passage of national deposit insurance in 1933, which guaranteed the stability of the
banking system, encouraged many states to liberalize their branching laws. During the past
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three decades, several factors have encouraged substantial increases in the number of merg-
ers and acquisitions in the banking industry. First, in the early 1990s more than 36 states
authorized statewide branching. Second, states passed laws allowing bank holding compa-
nies from other states to buy banks within their borders with the restriction of operating
these interstate acquisitions as separate banks. Third, the passage of the Riegle-Neal Inter-
state Banking Act of 1994 eliminated interstate banking restrictions which provided op-
portunities for banks to have branches nationwide and, accordingly, set the stage for the sig-
nificant acceleration for mergers and acquisitions of financial institutions.

1.4 CURRENT TRENDS IN THE BANKING INDUSTRY

During the late 1980s and the early 1990s, conditions in the banking industry were horri-
bly signified by record losses, record failure, and record-low valuations. However, the num-
ber of bank and thrift failures during the past five years has been very low as shown in Ex-
hibit 1.7 (e.g., eight in 1995, six in 1996, one in 1997, three in 1998, and eight in 1999.)
Exhibit 1.7 reveals numbers of bank and thrift failures and their related total assets and de-
posits from 1994 through 1998. When the banking environment was troubled in the late
1980s and early 1990s, hundreds of banks failed because of the problems in real estate 
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Exhibit 1.7

Bank and Thrift Failures and Characteristics (Insured Institutions)
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markets, economic recessions, and lax lending standards. For example, in 1991 the number
of commercial banks on the FDIC’s problem bank list exceeded 1,000 institutions with over
half a trillion dollars in assets. As the real estate market, the economy, and banking condi-
tions improved during the 1990s, for eight consecutive years banks and thrifts have reported
earnings and the number of failures and problems have substantially decreased. Exhibit 1.8
presents selected statistics for the FDIC-insured commercial banks (CB) including number
of banks, their assets, income, branches, offices, charters, mergers, and failures from 1984
to the third quarter of 1999. 

Today’s ever-changing business environment has created substantial challenges for all
businesses, especially those in the financial services industry. These changes require man-
agement to establish a proper business strategy to effectively compete in the global market.
Management should focus on value-added activities that contribute to the improvement of
the cash flow-based value of the business and its potential market value by identifying the
key drivers of value. In the late 1990s, the banking industry showed record profits, im-
provement, and diversity in operations, which are reflected in their valuations. In addition,
reasonable stable interest rates and favorable regulatory changes are helping banks to im-
prove their values. Exhibits 1.9 and 1.10 present a state banking performance summary for
FDIC-insured institutions including national commercial banks and national savings insti-
tutions for the years 1997–1999, respectively. The return on assets ratios of commercial
banks, on average, for all three years are above one (1.23, 1.19, and 1.31 for 1997, 1998, and
1999, respectively). Commercial banks’ return on equity ratios for all institutions reported
as 14.69, 13.93, and 15.34 for 1997, 1998, and 1999, respectively. Percentage of unprofitable
national commercial banks for all three years is less than 10 percent. Commercial banks
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Exhibit 1.8 Selected Statistics for the FDIC-Insured Commercial Banks (CB)

CB Net
Number CB Assets Income CB CB CB CB CB

Year of CB (millions) (millions) Branches Offices Charters Mergers Failures

1999 8,580 $5,734,843 $71,703 62,544 71,142 231 417 7
1998 8,775 $5,440,944 $61,921 61,085 69,879 194 564 3
1997 9,143 $5,014,946 $59,161 59,525 66,734 188 601 1
1996 9,528 $4,578,314 $52,351 57,181 65,828 145 554 5
1995 9,940 $4,312,676 $48,745 55,856 65,052 102 609 6
1994 10,451 $4,010,517 $44,622 54,563 63,611 50 548 11
1993 10,958 $3,706,165 $43,035 52,612 63,267 61 481 42
1992 11,462 $3,505,663 $31,987 51,766 63,832 72 428 100
1991 11,921 $3,430,682 $17,935 51,876 63,832 106 447 108
1990 12,343 $3,389,490 $15,991 50,333 62,710 165 393 159
1989 12,709 $3,299,362 $15,575 47,936 60,678 192 411 206
1988 13,123 $3,130,796 $24,812 46,327 59,451 229 598 221
1987 13,703 $2,999,949 $2,803 45,307 59,010 219 543 201
1986 14,199 $2,940,699 $17,418 44,316 58,515 257 341 144
1985 14,407 $2,730,672 $17,977 43,250 57,657 331 336 118
1984 14,496 $2,508,749 $15,500 41,850 56,332 391 330 78

Source: FDIC (Graph Book and Historical Statistics on Banking)
http://www.fdic.gov/bank/analytical/index.html
Reprinted with permission



with total assets greater than $100 million, on average, reported higher return on assets ra-
tios and return on equity ratios for 1997, 1998, and 1999 than those commercial banks with
assets of less than $100 million. Core capital (leverage) ratios for all commercial banks dur-
ing 1997, 1998, and 1999 are above seven with larger commercial banks reporting higher
core capital ratios (10.66, 10.79, and 10.68 for 1997, 1998, and 1999, respectively). 

Exhibit 1.10 reveals a national savings institutions performance summary for 1997
through 1999 as follows: (1) number of savings institutions decreased by about eight per-
cent (from 1,780 savings institutions in 1997 to 1,640 in 1999); (2) return on assets ratios
have been about one; (3) return on equity ratios of around 11; (4) core capital (leverage) ra-
tios of approximately eight and; (5) larger savings institutions with total assets of greater
than $100 million reported higher performance ratios and condition ratios than those with
total assets of less than $100 million. Exhibits 1.11 and 1.12 show selected characteristics
of banking organizations, including total assets, loans, and revenue as well as ratios of total
loans/total assets, return on equity, and return on assets from 1980–1999. These statistics in-
dicate profitable and financially healthy, safe, and sound banking organizations since 1991.

Consolidation, convergence, and competition may increase systematic risk and expand
the safety net of financial institutions by changing the risk profiles of individual institutions.
Especially as financial institutions are becoming larger through M & A, their activities and
systematic risk would affect many other financial services organizations. This universal im-
pact may give a wrong impression of “too-big-to-fail” and discourage the market and pol-
icymakers, including bank regulators, from responding to banks’ problems in a timely man-
ner. One may argue that larger banks are in a better position to manage their risk through
diversification rather than incurring additional risks. However, the reality is that combined
financial institutions are more interested in maximizing shareholders’ return by reallocat-
ing their portfolios to higher-risk, higher-return investments. Current forces and trends in
the financial services industry that have encouraged consolidation, convergence, and com-
petition in the industry are (1) changes in regulations; (2) information technology;
(3) global marketplace; (4) capital standards; (5) supervisory activities; (6) continuous
quality improvement; and (7) valuation process.

1.4.1 Changes in Regulations

Financial regulation has a number of objectives, including safety and soundness, fair dis-
closure, avoidance of abuses, competitiveness, resource allocation, and fair treatment.
These objectives are not mutually exclusive and independent and often conflict. For exam-
ple, the requirements of the Community Reinvestment Act (CRA) may conflict with per-
mission to branch and combination within the financial services industry. Another example
is the capital adequacy requirement and the permission to expand by consolidation and con-
vergence. Aspinwall (1997) argued that any new proposals for possible changes in regula-
tory agencies should address these apparent conflicts and suggested that these areas of reg-
ulatory process need more attention and delineation: (1) safety and soundness, including
capital adequacy requirement; (2) the financial reporting process, including accounting and
disclosure standards; (3) chartering and powers responsibilities; (4) oversight for allocative
preferences; and (5) conflicts and abuses.6

Consolidation and convergence resulting from deregulation and technological advances
require proper attention to safety and soundness in the financial services industry. Vigilant,
prudential supervision is essential to prevent excessive risk-taking by financial institutions
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Exhibit 1.9 State Banking Performance Summary (FDIC-Insured Institutions)

Commercial Banks
National

31-Mar-00

Assets Assets
All less than greater than

(dollar figures in millions) Institutions $100 million $100 million

Number of institutions reporting 8,518 5,093 3,425
Total employees (full-time equivalent) 1,648,952 105,986 1,542,966

AGGREGATE CONDITION AND INCOME DATA
Net income (year-to-date) 19,549 682 18,866
Total assets 5,847,134 238,723 5,608,411
Earning assets 5,046,782 219,686 4,827,096
Total loans & leases 3,568,368 143,831 3,424,537
Other real estate owned 2,763 266 2,497
Total deposits 3,878,291 202,773 3,675,518
Equity capital 491,784 25,783 466,002

PERFORMANCE RATIOS (YTD, %)
Yield on earning assets 8.02 8.17 8.02
Cost of funding earning assets 4.02 3.64 4.04
Net interest margin 4 4.53 3.98
Noninterest income to avg. earning assets 3.07 1.23 3.15
Noninterest expense to avg. earning assets 4.15 3.88 4.17
Net charge-offs to loans & leases 0.57 0.16 0.59
Credit-loss provision to net charge-offs 114.69 209.91 113.58
Net operating income to average assets 1.38 1.13 1.39
Retained earnings to average equity 6.56 3.85 6.71
Return on assets 1.35 1.15 1.36
Return on equity 16.08 10.66 16.38
Percent of unprofitable institutions 6.4 9.64 1.6
Percent of institutions with earning gains 68.63 66.87 71.24

CONDITION RATIOS (%)
Net loans and leases to assets 60 59.39 60.03
Loss allowance to:

Loans and leases 1.68 1.42 1.69
Noncurrent loans and leases 173.12 148.95 174.12

Noncurrent loans & leases to
total loans & leases 0.97 0.96 0.97

Nonperforming assets to assets 0.65 0.69 0.64
Core deposits to total liabilities 51.14 81.81 49.86
Equity capital to total assets 8.41 10.8 8.31
Core capital (leverage) ratio 7.8 11.04 7.66
Total capital to risk-weighted assets 12.25 17.81 12.05
Gross 1–4 family mortgages to gross assets 14.6 16.72 14.51
Gross real estate assets to gross assets 34.28 39.32 34.06

Source: Call Report and Thrift Financial Report:
Prepared by the FDIC-Division of Research and Statistics

Research@fdic.gov
Reprinted with permission

Last Updated 08/02/1999



Commercial Banks Commercial Banks
National National

31-Mar-99 31-Mar-98

Assets Assets Assets Assets
All less than greater than All less than greater than

Institutions $100 million $100 million Institutions $100 million $100 million

8,722 5,375 3,347 9,023 5,742 3,281
1,619,878 115,739 1,504,139 1,557,251 124,952 1,432,299

17,966 683 17,284 15,918 780 15,138
5,411,797 250,512 5,161,285 5,109,111 263,839 4,845,272
4,674,403 231,060 4,443,343 4,413,492 242,884 4,170,608
3,251,097 144,498 3,106,598 3,023,466 154,184 2,869,283

3,138 277 2,861 3,734 338 3,396
3,637,338 214,195 3,423,143 3,467,394 226,719 3,240,675

469,603 27,724 441,879 429,788 28,716 401,073

7.72 7.82 7.71 8.12 8.29 8.11
3.67 3.5 3.67 4.05 3.72 4.07
4.05 4.32 4.04 4.06 4.58 4.03
2.97 1.45 3.05 2.66 1.39 2.74
4.25 3.95 4.26 4.19 3.95 4.21
0.62 0.18 0.64 0.62 0.17 0.65

108.39 196.03 107.26 103.25 208.38 101.78
1.3 1.09 1.31 1.17 1.18 1.17

7.51 3.54 7.76 6.49 3.48 6.7
1.32 1.09 1.33 1.26 1.19 1.26
15.4 9.88 15.75 15.02 10.92 15.32
6.07 8.93 1.49 4.56 6.37 1.4

52.67 46.41 62.71 63.57 58.84 71.83

59 56.83 59.11 58.1 57.57 58.13

1.78 1.48 1.79 1.83 1.48 1.84
179.66 133.71 182.06 187.09 139.55 189.88

0.99 1.11 0.99 0.98 1.06 0.97
0.67 0.75 0.67 0.67 0.75 0.67

53.41 83.3 52 54.15 84.06 52.57
8.68 11.07 8.56 8.41 10.88 8.28
7.68 10.84 7.53 7.56 10.72 7.38

12.42 18.19 12.19 12.37 18.07 12.12
13.68 16 13.56 14.25 16.82 14.11
32.99 37.9 32.76 32.51 37.92 32.21



Exhibit 1.10 State Banking Performance Summary (FDIC-Insured Institutions)

Savings Institutions*
National

31-Mar-00

Assets Assets
All less than greater than

(dollar figures in millions) Institutions $100 million $100 million

Number of institutions reporting 1,633 651 982
Total employees (full-time equivalent) 244,711 12,551 232,160

AGGREGATE CONDITION AND INCOME DATA
Net income (year-to-date) 2,943 46 2,897
Total assets 1,156,195 32,572 1,123,623
Earning assets 1,073,936 30,620 1,043,616
Total loans & leases 772,933 21,907 751,026
Other real estate owned 1,152 35 1,117
Total deposits 711,960 25,755 686,205
Equity capital 94,770 4,090 90,680

PERFORMANCE RATIOS (YTD, %)
Yield on earning assets 7.55 7.47 7.56
Cost of funding earning assets 4.51 4.01 4.53
Net interest margin 3.04 3.46 3.03
Noninterest income to avg. earning assets 1 1.43 0.99
Noninterest expense to avg. earning assets 2.32 3.9 2.27
Net charge-offs to loans & leases 0.18 0.07 0.18
Credit-loss provision to net charge-offs 122.67 183.77 122.03
Net operating income to average assets 0.99 0.55 1
Retained earnings to average equity 6.36 1.45 6.59
Return on assets 1.03 0.56 1.05
Return on equity 12.53 4.49 12.9
Percent of unprofitable institutions 8.26 15.2 3.66
Percent of institutions with earning gains 57.5 55.29 58.96

CONDITION RATIOS (%)
Net loans and leases to assets 66.26 66.77 66.24
Loss allowance to:

Loans and leases 0.89 0.72 0.89
Noncurrent loans and leases 126.63 92.13 127.76

Noncurrent loans & leases to
total loans & leases 0.7 0.78 0.7

Nonperforming assets to assets 0.57 0.64 0.57
Core deposits to total liabilities 54.92 76.93 54.32
Equity capital to total assets 8.2 12.56 8.07
Core capital (leverage) ratio 7.79 12.38 7.66
Total capital to risk-weighted assets 14.26 23.93 14
Gross 1–4 family mortgages to gross assets 46.37 49.83 46.27
Gross real estate assets to gross assets 77.32 69.38 77.55

Source: Call Report and Thrift Financial Report:
Prepared by the FDIC-Division of Research and Statistics

*Data do not include institutions in Resolution Trust Corporation Conservatorship.

Last Updated 08/02/1999

Research@fdic.gov

Reprinted with permission



Savings Institutions* Savings Institutions*
National National

31-Mar-99 31-Mar-98

Assets Assets Assets Assets
All less than greater than All less than greater than

Institutions $100 million $100 million Institutions $100 million $100 million

1,668 690 978 1,756 743 1,013
240,336 13,296 227,040 243,508 14,672 228,836

2,684 58 2,625 2,584 76 2,508
1,109,761 35,705 1,074,056 1,040,292 38,986 1,001,306
1,035,630 33,659 1,001,970 971,708 36,791 934,918

726,400 23,385 703,015 704,916 26,186 678,730
1,529 40 1,490 1,992 60 1,932

699,203 29,054 670,149 707,997 31,976 676,020
95,696 4,331 91,365 91,463 4,682 86,781

7.24 7.34 7.23 7.68 7.78 7.68
4.16 4.01 4.17 4.5 4.23 4.51
3.08 3.33 3.07 3.18 3.55 3.16
0.91 1.22 0.9 0.81 1.09 0.8
2.4 3.52 2.36 2.42 3.34 2.38

0.16 0.08 0.16 0.21 0.11 0.21
135.98 161.69 135.58 116.7 146.46 116.12

0.84 0.55 0.84 0.83 0.69 0.84
6.8 2.04 7.03 5.29 2.89 5.42

0.98 0.66 0.99 1.01 0.79 1.02
11.36 5.4 11.64 11.55 6.6 11.82
5.99 11.01 2.45 4.78 7.67 2.66
44.9 35.5 51.53 58.14 48.99 64.85

64.83 64.98 64.82 67.09 66.65 67.11

0.96 0.79 0.97 0.99 0.77 1
115.42 78.44 116.92 96.57 75.12 97.39

0.83 1.01 0.83 1.02 1.02 1.02
0.68 0.77 0.68 0.89 0.84 0.89

57.73 79.75 57.03 63.94 81.25 63.29
8.62 12.13 8.51 8.79 12.01 8.67
7.87 11.79 7.73 8.02 11.64 7.87

14.98 23.51 14.72 15.24 23.04 14.96
46.44 48.59 46.37 38.99 50.75 48.92

78 67.54 78.35 78.5 69.85 78.84



under the newly established financial structure. Consolidation and convergence create large
financial services organizations that present special challenges for regulatory authorities
and supervisors because the failure of a large financial organization can have a severe ef-
fect on the financial system. Thus, bank supervisors in many countries have a “too-big-to-
fail policy,” which protects all depositors at a big bank (whether insured or uninsured) if the
bank fails. The problem with this policy is that it may increase big banks’ moral hazard in-
centives to take on excessive risk and therefore reduce market discipline. 

Banks are regulated organizations operating under specific regulations issued by states
and national agencies. One of these regulations is the requirement of the safety net by low-
ering the cost of banking, which (1) places banks in competitive advantages over other fi-
nancial institutions; (2) reduces substantially the concern about banks’ financial risk, going
concern, and creditworthiness; (3) encourages banks’ management to take more risk, which
may impair the realistic balance between risk and reward (moral hazard) and create risk in-
centive distortions, permit banks to obtain funds more cheaply by protecting customers who
deal with banks through governmental subsidy; and (4) taxpayers who will eventually bear
this cost of troubled bail-out banks must protect themselves through the supervision and
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Exhibit 1.11

Trends in Financial Attributes of Banking Organizations
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regulations of banks’ activities. Governor Lawrence H. Meyer in his speech on “Financial
Modernization: The Issues,” on March 12, 1999 at the Washington University School of
Law, pointed out “that the safety net creates a whole category of problems for financial
modernization . . . banks have a competitive advantage through the subsidy implicit in the
safety net.”7 The regulatory environment of the banking industry will be further discussed
in Chapter 4.

1.4.2 Information Technology

The rapid progress in information technology has had a profound effect on the economy in
general and the financial services industry in particular. Mishkin and Strahan (2000) argued
that the progress in information technology has reduced both transaction costs and asym-
metric information problems.8 They found evidence that technological advances have
caused three profound changes in financial markets: (1) debt markets now substantially
consist of tradable debt instruments, which are becoming larger and less dominated by fi-
nancial institutions; (2) derivatives markets have significantly grown as risk management
and speculation tools, which allow financial institutions to act as dealers in these markets
at low cost; and (3) payment systems are virtually moving toward an electronic system,
which reduces the need for households to invest their wealth in the form of bank deposits. 
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Exhibit 1.12

Trends in Financial Attributes of Banking Organizations
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Source: Author’s calculations based on data from the Federal Deposit Insurance Corporation.
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Technological advances have increased economies of scale and scope in the financial
services industry. The increases in economies of scale and scope have encouraged more
consolidation, convergence, and competition in the financial services industry. Technolog-
ical advances have changed the traditional delivery of retail financial services toward elec-
tronic delivery modes that do not rely on a branch network. Indeed, many banks have re-
placed their full-service branches with supermarket branches that offer a variety of financial
services including ATMs and Internet banking. 

The new technology, including e-commerce, business-to-business, and Internet banking,
provides both financial services organizations and their customers with a greater degree of
information efficiency. This information efficiency created by the use of new technology
can also significantly speed up the movement of financial institutions’ financial services
and products toward commoditization. Global access to the Internet and especially Internet
banking make customization of financial products and services less possible because they
can be easily replicated by competitors. As customers gain access to more and readily avail-
able information, they can shop more competitively for financial products and services and
can easily change providers. This suggests that future markets for financial services and
products will be very competitive, and only those large institutions with opportunities for
economics of scale and scope that offer the best quality financial services and products and
lowest costs will survive. Technological advances may have increased economies of scale
and scope in producing financial services by creating opportunities to improve efficiency
and increase value through consolidation.

Electronic banking is a generic term that covers a broad range of financial services 
provided by banks. These services are: (1) the traditional electronic services such as tele-
phone banking, credit cards, ATMs, and direct deposits; (2) maturing electronic services
such as debit cards and electronic bill payment (e.g., Financial Electronic Data Inter-
change); and (3) developing electronic services such as stored-value cards, Internet bank-
ing, and on-line investing. One of the current challenges in the financial services industry,
especially banking, is the proper development of electronic commerce including the issues
of customer identification and account verification for on-line purchases. The Internet is
also changing the way financial institutions operate because customers now have unlimited
choice of both financial services and pricing on-line, and it is often cheaper to complete
transactions electronically than use paper or telephone. For example, banks now can con-
duct the majority of their financing and cash management services to automobile dealers
across the nation over the Internet. The use of the web in the financial services industry can
achieve the three goals of marketing information, delivering financial services, and im-
proving customer relationships.

Electronic banking is growing rapidly as a result of continued development and ad-
vances in processing, analyzing, and transmitting vast quantities of data electronically. The
key factors that are encouraging and facilitating the rapid growth of the use of electronic
commerce and banking, as pointed out by Vice Chairman Ferguson, are convenience, con-
fidence, and complexity.9 Convenience reflects the availability of both human and physi-
cal resources required to optimize the use of electronic commerce in conducting and pro-
cessing business transactions. Confidence refers to the assurance provided by electronic
commerce in security, privacy, and the authentication of transactions and parties as well as
safeguarding resources and data and reducing the risk. Complexity refers to the extent that
the key features of electronic transactions can be easily standardized, automated, under-
stood, and used by the parties to the transactions. 
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Electronic banking has created convenience and an efficient financial services environ-
ment within which banks and their customers are able to transact a variety of financial serv-
ices at virtually any time. Financial institutions’ recent statistics reveal that: (1) approxi-
mately 40 percent of U.S. banks now have Web sites through which they communicate with
their customers; (2) about 15 percent provide Web sites that can be used to conduct finan-
cial services transactions; and (3) over 50 percent of large banks (over $500 million in as-
sets) provide Web sites for their customers’ convenience to conduct banking transactions.10

Through the use of Internet and Web sites, banks are now able to standardize and automate
many of their financial services such as loan services. In the past several years, business-to-
business (B2B) has evolved from being a facilitator of traditional business to a transformer
of business in its entirety. While B2B has revolutionized the global marketplace, it has not
been fully utilized in the financial services industry. A survey conducted by Arthur Ander-
sen attempted to gather expert opinions regarding the attitudes and perceptions toward the
transition of e-business from potential to reality in the financial services industry. The sur-
vey sought to find answers to the following questions.

1. If e-business is the future, what is really stopping institutions from seizing the opportunity?

2. Is there a future outside the Internet? Will “chips-and-clicks” fully replace “bricks-and-
mortar?”

3. Will today’s cannibals become tomorrow’s conquerors? In the new economy, does for-
tune favor the early entrant or the cautious late-comer?

4. How will tax and regulation shape the e-business landscape?

5. In a world without boundaries, where do today’s players see tomorrow’s successes?11

The survey results indicate that (1) e-business remains a passive or background factor,
rather than a positive strategic initiative; (2) e-business is a reality, but for many financial
service companies, e-business remains locked within old models; (3) retail e-business
growth is expected to be over 90 percent in the next two years; (4) 18 percent of respon-
dents viewed e-business as more important than consolidating, cost reduction, and stream-
lining; (5) 33 percent of respondents viewed global financial institutions as the e-business
winners five years from now; (6) the perceived drivers and potential advantages in using 
e-business are customer acceptance, reduced costs of Internet access, increased security,
and cross-border deregulation; and (7) barriers that hinder the use of e-business were trans-
action security issues, the cost of making wrong decisions, the ability of their organizations
to support eStrategy, the difficulty of projecting return on e-business, and the lack of Inter-
net infrastructure accessible to customers.

Businesses of all sizes can benefit from Internet banking. Small businesses where cash
flow is king, benefit from Internet banking just as much as large corporations where continu-
ous improvement in efficiency and effectiveness is the main goal of top executives. Internet
banking can provide an on-line, real-time cash management tool by: (1) offering on-line bank-
ing of up-to-the-minute cash balances on checking and money market accounts; (2) making
free domestic wire transfers; (3) viewing checks that have cleared; (4) transferring funds;
(5) authorizing automatic payments; and (6) downloading data to computer applications. 

Internet banking can also be beneficial to large corporations in: (1) promoting business-
to-business transaction processing; (2) establishing direct deposits for employee pay-
checks; and (3) authorizing payment of funds electronically that are immediately deposited
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into a vendor’s account. Internet banking has not yet been universally accepted and used by
businesses because breaking away from the traditional brick-and-mortar banks and moving
into on-line banking takes time. Internet banking is now considered a handy (but still op-
tional) way of doing banking transactions, but soon it will evolve into a high-priority re-
quirement for conducting effective financial services activities. 

Innovations in payment systems (e.g., ATMs, debit cards) have provided more conve-
nient ways of conducting banking transactions. In July 1999, the Federal Reserve Board es-
tablished the Payments System Development Committee, to address public policy issues
pertaining to the development of the retail payment system to: (1) ensure the safety and
soundness of the payment and financial system; (2) promote competitive markets; (3) pro-
vide adequate levels of consumer protection; (4) work with the public to identify barriers
to the future development of the payment system; and (5) recommend solutions to the
Board and other authorities. 

Technological innovations have made financial products and services more standardized
and commoditized, and these products and services are offered through electronic media
(phone, e-mail, Internet, PC), which is much cheaper than offering them through traditional
brick-and-mortar buildings. The 1999 Special Report: Technology in Financial Services
prepared by the CPA firm Ernst and Young predicts the following changes in the financial
services industry: “(1) most transactions (financial services) have already become a com-
modity, with virtual players offering low-priced loans, trades, and mortgages in an online
auction format, while niche players offer specialized transactions such as complex risk-
management derivatives; (2) unless regulators decide to intervene, we believe that auction
markets will predominate in many areas of financial services; and (3) financial services
firms will have little choice here: informal customers will demand ‘best-of-breed’ products,
and few companies that fail to offer ‘best-of-breed’ will survive.”12

In summary, technological advances including the Internet are significantly changing the
ways in which banks conduct their business in offering financial products and services. The
Internet provides banks new opportunities and challenges of reevaluating their existing de-
livery channels and business activities, developing new online financial products and serv-
ices, taking advantage of cost efficiencies, satisfying existing customers’ demands, reach-
ing new customers, and securing customers’ privacy. Bank regulators including the Office
of the Comptroller of the Currency (OCC) have revised their regulations to reflect the use
of new technologies by banks. For example, in 1996, the OCC revised its data-processing
regulation to reflect the use of electronic activities by banks (61 FR 4849, February 9,
1996). The OCC, in 1999, issued a comprehensive handbook that: (1) addresses the risks
presented by Internet banking activities; (2) provides guidelines to banks engaging in In-
ternet banking activities; (3) describes electronic banking issues including technology risk
management, retail personal computer banking, certification authority systems, Web pri-
vacy statements, consumer compliance, computer-related crime reporting, and cyber-
terrorism; and (4) discusses procedures for examining Internet banking activities. This In-
ternet Banking Handbook and other OCC-related technology handbook series are available
on the OCC Web site (http://www.occ.treas.gov). 

1.4.3 Global Marketplace

Global financial considerations are important issues that should be thoroughly examined to
determine whether the financial sector is functioning effectively toward its goal of facili-
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tating capital accumulation and enhancing real economic growth. The social cost of the
global financial crises can be significant due to high unemployment rates following the
crises. A sound macroeconomic policy of anticipating the potential financial crises in the
financial services industry and taking proactive actions to prevent them can be an effective
way of dealing with the national financial crises. However, even good macroeconomic poli-
cies would not be effective in dealing with global financial crises. More reliance on global
market forces can be the most effective and efficient way of preventing global financial
crises.

Market-driven forces would be the result of: (1) the global competition in the financial
services industry through the use of Internet banking and (2) demand by global customers
for more convenient and broader financial services provided by technology. There have
been profound and fundamental changes in the way customers handle their financial serv-
ices mostly driven by the Internet. In the near future, providing financial services through
national branching may become a less relevant way of conducting the banking business.
Local banking and even national branching may become obsolete under the new electronic
delivery of financial services. Thus, the requirement for reform, particularly in the area of
electronic delivery of financial services, becomes critical in order to keep up with all the
changes that are affecting the financial services industry. 

To compete successfully in the global marketplace, financial institutions are adopting a
new management philosophy of becoming more aggressive, leaner, more adaptable, more
performance-oriented, and more responsive to market value. Frieder and Hedges (1994)
suggested seven key areas in which banks should position themselves to elevate both their
performance and value. Banks are encouraged to pay more attention to market value as the
ultimate performance measure in the following key areas: (1) mergers and acquisitions;
(2) portfolio mix; (3) cost management; (4) retail distribution; (5) relationship banking;
(6) credit risk; and (7) management leadership and culture.13 Banks are also realizing that
to compete successfully in a global market, they have to move away from traditional com-
mercial services into investment and asset-management businesses.

1.4.4 Capital Standards

Recent vibrant economic conditions and strong financial conditions of financial institutions
signify healthy financial environments in the financial services industry, especially banks.
However, infrequent bank failures resulting from inadequate capital or the existence of
fraudulent activities can cause substantial losses to the insurance fund. During the 1980s
and early 1990s, hundreds of banks failed because of lax lending standards, economic re-
cessions, high interest rates, and troubled real estate markets. (See Exhibit 1.8.) These fail-
ures almost deprived the Bank Insurance fund. As the economic conditions improved and
banks began to become more profitable during the 1990s, the number of bank failures sub-
stantially decreased. The number of state member banks as of year-end 1999 were 1,010
with combined assets of $1.3 trillion of which only six state member banks have failed since
the beginning of 1993.14

Banks and banking organizations have established internal risk-management processes
in evaluating risks for capital adequacy. These processes consist of four elements: (1) iden-
tifying and measuring all material risks; (2) relating capital to the level of risk; (3) stating
explicit capital adequacy goals with respect to risk; and (4) assessing conformity to the in-
stitution’s stated objectives. In 1988 the Basel Accord established the Basel Committee on
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Banking Supervision in an attempt to (1) create a level playing field for international banks
to effectively compete in the global market; (2) provide a common international definition
of bank capital; and (3) establish risk-based capital standards for banking organizations
worldwide. 

The Basel Committee assesses capital adequacy based on a set of three so-called pillars
of minimum capital standards, supervisory oversight, and market discipline.15 Pillar one re-
quires sound minimum capital standards that effectively and accurately distinguish degrees
of credit risk based on (1) a standardized approach that ties capital requirements to exter-
nal credit assessments (e.g., credit ratings), and (2) banks’ own internal ratings according
to their estimates of default probabilities and unique risk profiles.

The second pillar of the Basel Committee requires vigilant supervisory oversight and re-
view of capital adequacy by focusing on the following principles that supervisors:

• have the authority to require banks to operate above the minimum regulatory capital ratios;

• should require banks to assess and maintain overall capital adequacy in relation to un-
derlying risks;

• should review and evaluate the internal capital adequacy assessments and strategies of
banks, as well as their compliance with regulatory capital ratios; and

• should intervene at an early stage to prevent capital from falling below prudent levels and
should require remedial action quickly if capital becomes inadequate.

The third pillar of the new Basel capital framework relates to market discipline, which
gives banks more incentive to manage their risks and maintain adequate capital. The effec-
tiveness of market discipline and supervision depends on whether or not banks disclose
timely, accurate, and reliable information regarding their capital structure and risk expo-
sures. Based on the relevant and objective information disseminated to the market, market
participants can assess and decide about their own risks in dealing with such institutions.
The effectiveness of market discipline in controlling the risk-taking of banks depends on
the adequacy of disclosure provided to the market and the reliability and quality of disclo-
sure practices in banks. 

Financial institutions should continuously measure and assess their capital adequacy.
The 1988 Basel Capital Accord may not be relevant to and adequate for megamerged, large,
and complex financial institutions. The current technological advancements have made fi-
nancial institutions more effective and efficient in managing their risks. The use of the cur-
rent standard frequently provides a poor assessment of capital adequacy and, accordingly,
there is a need for a more vigorous, effective, and efficient capital standard. Currently, the
Basel Committee on Bank Supervision is expecting to propose a new capital standard more
sensitive to economic, market, and credit risk than the existent standard which would more
accurately measure the capital strength of financial institutions.16 Capital standards for
banks will be further described in Chapter 4.

1.4.5 Supervisory Activities

Consolidation, convergence, and competition in the financial services industry have created
a new set of challenges for policymakers, regulatory authorities, and supervisors in
(1) defining geographic and product markets for antitrust policy implications; (2) estab-
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lishing more vigilant methods based on new market parameters to preserve the safety and
soundness of the financial systems; and (3) establishing a more relevant disclosure system
to provide information on the current values of assets and liabilities. The new technologi-
cal innovations should be used to create secure and reliable disclosure systems based on a
real-time, on-line basis. Since the financial services industry is experiencing an unprece-
dented merger movement, which is changing the structure of the industry, the role of the
Federal Reserve in effective implementation of its merger policy in encouraging competi-
tion in the industry is becoming vital.

The current changes in the financial services industry (e.g., 3Cs) driven by the techno-
logical innovations, deregulations, and healthy economic and financial environment have
raised several important policy issues.17 The first and most important policy issue is the po-
tential effect of the rapid pace of consolidation and convergence on the combined financial
services organizations’ concentration and market power. Thus, the traditional antitrust poli-
cies monitoring market power should be reconsidered in this ever-changing environment.
The second issue is the reassessment of policies pertaining to safety and soundness of op-
erations of the emerging financial services organizations. The third policy issue relates to
proper regulatory and supervisory provisions. 

Deregulations in the financial services industry (e.g., GLB Act of 1999), coupled with
technological innovations, have two profound effects on the implications and proper im-
plementation of the existing antitrust policies. First, deregulations and technological ad-
vances have substantially reduced geographical and product restrictions and barriers to en-
try and expanded the size of markets. The market for financial services providers is now
far more competitive and open. This universal competitive financial market necessitates
modification of the existing antitrust policies in properly defining the relevant geographic
and product market. Second, consolidation, convergence, and competition driven by
deregulation and technological innovations have created greater opportunities for finan-
cial services organizations to expand their market share. This increased market share,
power, and concentration can be a source of concern for policymakers and regulatory au-
thorities. With the implementation of both the Riegle-Neal Interstate Banking and Branch-
ing Efficiency Act of 1994 (IBBEA) and the Gramm-Leach-Bliley Financial Moderniza-
tion Act of 1999 (GLB), more concentration of financial services organizations will occur
at the national level. Currently, level of concentration for geographic markets is defined
locally in terms of a metropolitan statistical area (MSA) or a non-MSA county. For re-
search and policy purposes, the level of concentration is measured as the deposit share of
the top three banks in a specified local market. It is expected that in light of the rapid pace
of consolidation and convergence in the financial services industry, the national measures
of concentration will become the important and relevant indicator of market power in the
future.

Empirical findings on the effects of concentration and market openness for standard-
ized financial products and services are inconsistent and controversial. A number of stud-
ies18, 19, 20 found that (1) consolidations resulting from deregulation caused improvement
of the efficiency of the banking industry through reduction in non-interest costs and loan
losses; (2) costs of financial services and products fell because the more efficient banks
gained market share at the expense of less efficient banks; (3) deregulation of the banking
industry has led to higher bank profits because a more active takeover market provided
more incentives for managers to maximize bank value; and (4) profits grew as local bank-
ing markets became more concentrated only in states that restricted branching. Other 
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empirical studies21, 22,23 on the other hand, found that banks in more concentrated mar-
kets (1) pay lower rates on retail deposits; (2) have less deposit-rate sensitivity to changes
in market interest rates; (3) charge higher rates on small business loans; and (4) pay lower
interest rates on interest-bearing checking and saving accounts. Furthermore, Keeley
(1990) found that the value of bank franchises decreased subsequent to deregulation of
barriers to expand possibly due to less access to more profitable markets following dereg-
ulation.24

Financial institutions’ financial reporting should properly disclose the distribution of
their internal ratings, asset quality, risk measurement, and management practices. Large
banks should also attempt to strengthen their supervisory information systems. The Federal
Reserve is in the process of designing a brand-based system called the Banking Organiza-
tion National Desktop (BOND) to strengthen banks’ supervisory information systems. The
supervisor’s role in identifying and assessing weakness in financial institutions in the midst
of strong economic conditions is crucial primarily because bank supervisors are assuming
an important public trust with a great responsibility of: (1) minimizing fraud incidents and
excesses in the banking system; (2) reducing losses to insurance funds; and (3) maintain-
ing a stable and productive banking system. The proposed H.R. 3374, the “Federal Deposit
Insurance Corporation Examination Enhancement and Insurance Fund Protection Act,”
would allow the Chairperson of FDIC to authorize a special examination of any insured de-
pository institution. It would also require the FDIC to make all reasonable efforts to coor-
dinate any special examination with the primary federal banking supervisor.

1.4.6 Continuous Quality Improvement

An important asset of financial services organizations is their reputation and customer sat-
isfaction and confidence which is not measurable and unrecognized in their financial state-
ments. Financial institutions whose reputation is sound can more effectively compete in the
global market and prevent regulators from following up on them. On the other hand, an in-
stitution whose reputation is impaired would have a harder time regaining the confidence
of customers, employees, creditors, shareholders, and regulators. 

Recent trends of increased complexity of doing business, globalization of the economy,
worldwide competition, deregulation, consolidation, and convergence have encouraged fi-
nancial institutions to apply strategies of continuous improvement in the quality of their
services. To remain competitive, financial institutions have begun to place a high premium
on improving the quality of their services, meeting customers’ expectations, and assuring
financial integrity. In 1992, the American Quality Foundation and Ernst & Young conducted
the International Quality Study (IQS) to examine the quality management practices of re-
tail banks in the United States, Canada, Germany, and Japan.25 The IQS concluded that
quality, as defined by customer satisfaction, is the single most important element of a bank’s
reputation. The IQS also found that reliability, performance, convenience, responsiveness,
and adaptability, are the most important components of quality. 

The Malcolm Baldrige National Quality Award (MBNQA) Improvement Act was signed
into law in 1987 and established an annual national MBNQA to promote quality awareness
and make quality an integral part of product development and service delivery in the United
States.26 The award is given to the U.S. firms that have achieved total quality management
to the highest extent possible. Although there is no direct financial reward, chosen entities
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will receive national recognition for attaining excellent quality that indirectly will translate
into more satisfied customers wanting to acquire goods or services from a topnotch quality
entity. Each year up to two awards are given in each of the three categories of manufactur-
ing, small business, and service entities.

Financial institutions can achieve continuous improvements in the quality of their fi-
nancial products and services by:

1. Identifying the nature of their financial products and services, categories of customers,
markets, competitors, regulatory environment, and the key quality attributes. For ex-
ample, direct competitors would be other banks, credit unions, savings and loan asso-
ciations, and finance companies. Indirect competitors would include brokerage firms,
insurance companies, and other financial service providers. However, the direct com-
petition among banks, insurance companies, and securities and brokerage firms in-
creases as financial services providers continue to take advantage of convergence op-
portunities provided by the GLB Act of 1999.

2. Financial institutions should state their quality mission and goals, as they are perceived
by customers, and establish appropriate methods of execution to attain these goals.
This typically involves establishment of the mission of attaining high levels of cus-
tomer satisfaction with a goal of attracting and retaining customers. The method of ex-
ecution entails eliminating a customer’s “expectation gap” by understanding cus-
tomers’ expectations and meeting them. To eliminate the expectation gap, the bank
should consider the quality expectations of different segments of customers served in-
cluding individual depositors, small businesses, commercial customers, institutional
customers, and services provided to other financial institutions.

3. Obtaining top-level management commitment to continuous quality improvements.
Top-level executives should set a “tone at top” that customer satisfaction is the impor-
tant mission of their financial institution because lack of leadership can cause any qual-
ity initiative to fail. The role of senior management should include the communication
of an understandable mission statement of quality to all employees. Top executives
must assume an active role in dealing with customers’ complaints, quality problems,
and customer service. 

4. Empowering employees to use their judgment in dealing with customers. Internet
banking, global competition, consolidation, and convergence caused by technological
advances, and deregulation create a need for better-trained, highly motivated, more
productive, and more empowered employees. Development of quality programs for
employees consists of: monthly quality meetings, assignment of senior executives to
quality programs, discussion of quality issues in general management meetings, qual-
ity recognition programs, and quality videos. 

5. Gathering and analyzing relevant information related to customers’ needs, products,
and services as well as internal operations, suppliers, and competitors. The information
gathered should be analyzed to develop actionable responses in both short- and long-
run planning. These actionable responses include criteria for targeting problem areas,
proving appropriate information, and implementing responses. Surveys of customers
chosen at random, or chosen as members of special groups (e.g., closing out accounts,
opening new accounts, special services) can provide valuable quality information.
These surveys can evaluate adherence to appropriate procedures as well as determine
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why customers are leaving or opening new accounts. Furthermore, surveys can be used
to answer various regulatory compliance questions including affirmative action re-
quirements and the provisions of the Community Reinvestment Act (CRA). The 1997
CRA requires that banks that take deposits in a community must also make a certain
level of loans available to that community including low- and moderate-income areas.
Under the CRA, banks are reviewed on their lending, investment, and community de-
velopment activities (e.g., support of schools, cultural events, charitable organizations)
in particular areas and can earn one of four ratings: outstanding, satisfactory, needs to
improve, and substantial noncompliance. The Financial Modernization Act of 1999
(Gramm-Leach-Bliley Act) requires that a bank holding company (BHC) can qualify
as a financial holding company (FHC) and, therefore, expand to other financial serv-
ices (e.g., insurance, mutual funds) only if it has received at minimum a satisfactory
rating on its last CRA examination.

6. Ensuring compliance with four privacy requirements of the GLB Act as well as other
privacy legislation to protect and safeguard the privacy of customers’ personal infor-
mation. The GLB Act requires each financial institution to (1) establish and annually
disclose a privacy policy; (2) provide customers the right to opt out of having their per-
sonal identifiable information shared with non-affiliated third parties; (3) not share
customer account numbers with non-affiliated third parties; and (4) abide by regula-
tory standards to protect the security and integrity of customer information. The pas-
sage of the GLB Act and the public outcry over privacy issues has encouraged almost
all states to introduce privacy bills primarily directed toward financial institutions to
give consumers choice and control over the information collected about them. 

• Providing training for all personnel including executives, managers, and employees
to get involved in quality-related activities to make continuous improvement in qual-
ity and productivity. This training process must constantly communicate the message
of total quality to the various levels of employees and empower them to make ap-
propriate decisions to support this goal. Training programs should teach employees
what quality means to customers and how this quality can be provided through each
employee’s function. Continuous employee training in focusing on customer reten-
tion, personal interaction, and customer feedback is necessary to assure day-to-day
quality.

• Recognizing and awarding employees for their commitment to quality. Satisfied and
rewarded employees would be more dedicated to improve the quality of their per-
formance. Periodic surveys of employees and information on percentages and causes
of turnover can provide valuable input regarding employee satisfaction.

1.4.7 Valuation Process

The current changes in the financial services industry raise two fundamental questions:
(1) how much these financial services organizations are actually worth, and (2) how their
value should be measured. It is the primary goal of this book to assist readers in under-
standing current changes in the industry and their possible impact on the valuation of fi-
nancial services organizations, specifically financial institutions. During the past decades,
bank earnings grew and many stock prices continuously increased, thereby encouraging
more consolidation and convergence in the financial services industry. This continuous
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rapid pace of business combination in the financial services industry has been criticized on
the grounds that consolidation and convergence are happening at high costs and acquirer
banks are paying too much for the target banks. The three primary issues being addressed
in this book are: (1) how much banks are actually worth; (2) how to value the target bank;
and (3) how much premium over the book value of the target bank the acquirer should pay. 

Traditionally, financial institutions have been defined by geographical markets. Thus,
when Bank A sought to buy Bank B, it knew what it was buying (e.g., a number of branches,
deposits, loans, market share). Today, financial institutions may enter and exit distant mar-
kets more freely, they may provide a variety of financial services (e.g., loans, insurance,
credit cards, investment, financing) and their customers may also buy financial services
from a dozen institutions. It is becoming more difficult to properly value an institution be-
cause branch networks, bricks, and mortar do not count for as much as they used to. Thus,
factors that should be considered in the valuation of financial institutions are: (1) reason-
ably well-run institutions and management operating style; (2) simple earnings streams
with stable, straight-forward, basic earnings components not too sensitive to macro events
such as interest rate changes and regulatory changes; and (3) the lowest P/E ratios. The cur-
rent wave of consolidation and convergence is going to continue, which in turn may result
in reduction in numbers of financial institutions that provide full financial services and their
valuation process. 

1.5 CONCLUSION

In this chapter we examined the current changes such as consolidation, convergence, and
competition that have significantly affected the structure and characteristics of financial in-
stitutions. The potential impact of these changes on the value of financial institutions will
be discussed throughout this book. However, the traditional valuation methods of focusing
on branches, deposits, and market share may not be appropriate for the valuation of currently
formed financial holding companies. Core deposits, branch networks, and bricks and mor-
tar are worth less than they once were. Technology and deregulation have been considered
two major factors driving the wave of consolidation and convergence in the financial serv-
ices industry. Technological advances such as image-processing, networking, and Internet
banking enable larger banks to achieve additional cost savings and synergies, which might
have resulted in the booming consolidation and convergence activities in the industry. 

Deregulation (e.g., Riegle-Neal Act of 1994; Gramm-Leach-Bliley Act of 1999) virtu-
ally eliminated both geographic and product barriers in the U.S. financial services industry,
which has been through significant structural changes in the past decade. Product and geo-
graphic deregulation, especially in the banking industry, coupled with increased global
competition and technological innovations, has produced evidence of potential and likely
acceleration of consolidation and convergence in the industry. Financial services organiza-
tions have responded to these changes by attempting to strategically position themselves for
future challenges and opportunities. Invariably, the consideration of consolidation, conver-
gence, and competition is a significant part of management strategic planning to succeed in
this ever-changing economic and business environment. Thus, the valuation and financing
aspects of M & A activities in the financial services industry will continue to be of signifi-
cant interest to the business community in general and financial institutions in particular. 
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The passage of the GLB Act in 1999 publicly and officially permits cross-industry fi-
nancial conglomerates in the United States, although the cross-industry consolidation has
been practiced often in the United States and abroad. For example, the convergence of Citi-
corp, Travelers, and Salomon Smith Barney in the United States in 1998 created Citigroup,
Inc., which provides a variety of financial services to its customers and is one of the largest
financial services organizations in the world. A universal bancassurance corporation, which
originated in Europe, provides its customers with the potential of low cost and convenience,
one-stop shopping for a variety of financial services including banking, insurance, invest-
ment, financial, and accounting services. These examples of cross-industry and even cross-
border business combinations may reflect upon the future financial holding companies un-
der the GLB Act of 1999. Financial holding companies can provide a broad range of
financial services including investment and commercial banking, asset management and
distribution services, insurance and securities underwriting services, and even real estate
development and investment services. These future financial holding companies, by con-
solidating their human and physical resources, will be able to gain economies of scale and
scope. This perceived benefit of economies of scale and scope will increase mergers and ac-
quisitions (M & A) in the financial services industry. 

The convergence in the financial services industry has raised many concerns including
potential excessive market concentration and monopoly power in the industry and creation
of too much systematic risk in the economy resulting from fewer but larger financial serv-
ices organizations. Furthermore, the bull market in stocks has caused high valuation multi-
ples paid by the acquirer to buy the target especially when the target is a public rather than
private company. The study of M & A activities requires consideration and assessment of
numerous issues, including strategic planning, valuation, legal and regulatory, accounting,
tax, negotiating, and integration strategies. These issues are discussed throughout this book,
with the primary focus on the relevance of these issues for financial institutions.
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CHAPTER 2

Overview of the Valuation Process

2.1 INTRODUCTION

Business valuation is a specialized field with a variety of valuation standards, statutory
guidelines, case laws, and techniques offering valuation services for a variety of purposes.
Traditionally, a business value (e.g., selling price) has been determined based on bargain-
ing power of negotiation between the buyer and the seller. Today’s business climate is made
up of executives, investors, suppliers, customers, government, and employees who are look-
ing for customized valuation services. Businesses have built infrastructures that not only
deliver timely, relevant, reliable, and useful information but also consist of networks of
specialists who can provide critical assistance and advice to constantly changing situations.
The appraisers can play an important role and be a key member of this team. 

The business valuation market has grown at a steady pace and will continue to grow as
long as the demand for business valuation services increases due to factors such as (1) ever-
increasing M & A activities in all industries especially financial services; (2) high-volume
establishment of employee stock ownership plans; (3) enhanced financing opportunities for
individuals and businesses; and (4) litigation involving shareholder disputes, small busi-
nesses, taxation issues, business damages, and divorce. A number of professionals and in-
dividuals including academics, accountants, attorneys, bankers, business brokers, econo-
mists, financial analysts, and real estate appraisers can engage in performing a variety of
valuation services for their clients. An appraiser is defined in this book as a person or firm
who has expertise in providing valuation services based on relevant and reliable informa-
tion, standards, methodology, knowledge, integrity, and objectivity. 

Appraisers provide value-added advice, assistance, or services to their clients. Apprais-
ers are those experts with adequate educational training, experience, proficiency, and
knowledge about valuation concepts, standards, and techniques, as well as reporting and
documentation requirements. Appraisers should have both educational and technical un-
derstanding and knowledge of tax, accounting, financial, theory, and valuation methods.
Appraisers should possess both appraisal and industry qualifications to provide a credible
valuation opinion. Appraisers are typically members of one or more valuation professional
organizations such as the American Society of Appraisers (ASA), Institute of Business Ap-
praisers (IBA), American Institute of Certified Public Accountants (AICPA), National As-
sociation of Certified Valuation Analysts (NACVA), or other appraisal organizations that



are required to observe and comply with the Business Valuation Standards, the Principles
of Appraisal Practice, and Code of Ethics of the American Society of Appraisers.

Appraisers often possess professional valuation certification and designation and pre-
pare their valuations report in accordance with the requirements of their professional affil-
iations such as Uniform Standards of Professional Appraisal Practice issued by the Ap-
praisal Foundation. The current demand for and interest in business valuation services have
encouraged professional organizations such as AICPA to offer a vast product line of BV
tools and methodologies to their members. Valuation professionals including AICPA,
NACVA, ASA, and IBA offer certification, conferences, publications, continuing profes-
sional education self-study, and software programs to their members in order to provide a
framework, foundation, and continuing education in business valuation. 

2.2 VALUATION SERVICES

Valuation services are becoming interesting, profitable, and exciting market niches for ap-
praisers. The types of valuation services, their purposes, and related valuation standards are
summarized in Exhibit 2.1. The four basic standards of value commonly used in the valua-
tion process are fair market value, fair value, investment value, and intrinsic value. These
and other valuation standards are thoroughly described in Chapter 5. Fair market value is
the most commonly used standard of value, especially for estate, gift, or marital disputes
valuation purposes. Fair market value is defined in Revenue Ruling 59-60 as what a will-
ing buyer would pay a willing seller at a specific date based on the best educated judgment
using all the knowledge available on that date. Fair value is defined statutorily, applies to
certain specific transactions such as shareholders’ disputes, and is an estimate of the price
that would have been realized by selling an asset under normal business considerations.
More specifically, fair value is the amount at which an asset could be bought or sold or a li-
ability could be incurred or settled in the normal course of business between willing par-
ties. Investment value is the strategic value to the specific group of investors and is the spe-
cific value assigned to goods or services by this group of investors based on investment
requirements. Intrinsic value is the fundamental or theoretical value often determined based
on the discounted value of future operating cash flows.

Valuation services as they pertain to financial institutions (banks and thrifts) are typi-
cally performed for the following reasons:

• At any time during the life of a business to determine the value of the institution.

• Merger and acquisition transactions or takeover deals.

• Changes in ownership.

• Selling part or the entire stock.

• Giving all or a portion of the institution’s stock as gifts.

• Exercising stock option or warrant.

• Establishing employee stock ownership plan.

• Initial public offerings.

• Damages litigation.
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• Valuation of assets donated to charitable organizations.

• Valuation of assets lost due to casualty.

• Allocation of the cost of assets in a bulk purchase between depreciable and non-depreciable
assets such as land and goodwill.

• Financing.

A number of factors, valuation standards, and a variety of valuation methodologies can
be utilized in valuing a financial institution. Financial institutions may be valued differently
for different purposes. Practically, the appraisal value depends on the purpose for which the
institution is being assessed, not what the institution is worth in an appraisal. For example,
in merger and acquisition deals, the value depends on what a potential acquirer is willing
and able to pay for the target institution. This willing and able price is known in account-
ing, finance, and business literature as fair market value or simply fair value. The general
public may confuse fair market value with fairness. Fair market value is not about fairness;
rather, it is determined as of a specific date based on the price that a willing buyer would
pay a willing seller, using all available relevant knowledge. In addition, the net income of
the target institution and the price to earnings ratio of the potential acquirer’s stock can play
an important role in the valuation process.

2.3 VALUATION PROFESSION

In contrast to the centuries-old preeminence of medicine, law, and engineering as professions,
valuation services gained prominence as a profession only during the twentieth century. The
evolution of the valuation profession is summarized by Trugman (1993)1 as follows:

• Prior to the 1920s, a business’s selling prices were primarily a matter of negotiation be-
tween the buyer and the seller based on their horse-trading sense.

• During the 1920s, business valuation began changing when breweries and distilleries in-
curred substantial losses in the intangible value of their business. Thus, the Internal Rev-
enue Service (IRS) issued Appeals and Review Memorandum (ARM) 34 suggesting con-
sideration of the value of intangibles and goodwill for estate and gift tax purposes.
Business specialists then started applying ARM 34 by adding the value of intangibles in-
cluding goodwill to the tangible assets in establishing the total value of a business.

• In 1959, the IRS issued Revenue Ruling 59-60, which established basic guidelines for
business appraisers by identifying eight factors to be considered in the valuation of
closely-held businesses for estate and gift tax purposes. Exhibit 2.2 discusses these eight
factors, their description, and related court cases. The application of these factors for ap-
praisers will be discussed later in this chapter. Revenue Ruling 65-192 extended the ap-
plicability of Revenue Ruling 59-60 to other business valuations.

• The IRS issued Revenue Ruling 68-609 in 1968 suggesting the use of a formula in de-
termining the fair market value of intangible assets.

• During the 1970s and 1980s, the demand for business valuation expanded greatly due to
a downward slide in the real estate market and economic losses suffered by banks and
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thrifts. This period was also considered as the period of the emergence and growth of pro-
fessional appraisal organizations such as the American Society of Appraisers, the Insti-
tute of Business Appraisers, Inc., and the Appraisal Foundation.

• In 1984, the Financial Institutions Reform, Recovery, and Enforcement Act (FIRREA)
was enacted, which mandates the licensing and certification of real estate appraisers. Al-
though the FIRREA was intended to affect only real estate appraisers, several states have
expanded its applicability to cover other business valuations. Business valuation as a pro-
fession has evolved from simple valuation of intangible assets for estate and gift tax pur-
poses under ARM 34 in 1920 to a complex and sophisticated valuation of megamergers
of the 1990s that promulgated standards and certifications. Exhibit 2.3 shows organiza-
tions that have influenced the development of business valuation as a profession with
prospect and prosperity.

• The Appraisal Foundation (AF) is authorized by Congress as the source of appraisal stan-
dards and appraiser qualifications. The AF has formed the Appraisal Standard Board
(ASB), which has promulgated a set of Uniform Standards of Professional Appraisal
Practice (USPAP). All real estate appraisers must comply with USPAP in accordance
with the Financial Institutions Reform, Recovery, and Enforcement Act of 1989 (FIR-
REA). Other organizations and agencies such as state appraiser certification and licens-
ing boards, appraisal services, appraisal trade associations, and federal, state, and local
agencies require compliance with USPAP. The ASB has issued a set of (1) USPAP, which
provide guidelines for real property, mass, business, and personal property appraisal and
consulting; (2) statements that clarify, interpret, explain, and elaborate on appraisal stan-
dards; (3) advisory opinions that offer advice and resolutions for appraisal issues; and
(4) uniform commercial and industrial summary appraisal report (UCISAR) manuals,
which guide appraisers in appraising existing income-producing and small, uncompli-
cated income-producing properties. Exhibit 2.4 summarizes the content of the 2000 US-
PAP. The 2000 USPAP, which is 191 pages and can be purchased from the AF for $25, is
discussed in depth throughout the book. 

2.4 ATTRACTING VALUATION CLIENTS

Appraisers are constantly seeking new valuation clients or looking for ways to expand val-
uation services to existing clients. Today’s competitive valuation environment dictates that
every appraiser consider how best to market their valuation services. Appraisers can mar-
ket their valuation services through target advertising, surveys of client needs, and the iden-
tification of targeted industries and companies for unsolicited preliminary proposals. New
clients can be obtained by the following means:

• Referrals from existing clients. Referrals and recommendations from existing clients are
not only the best source of obtaining new clients but also attest to the quality of valuation
services.

• References from other professionals, especially accountants, lawyers, bankers, and ana-
lysts. This is the best method of establishing a network of professional contacts. Ap-
praisers often work closely with accountants, CPAs, lawyers, bankers, and analysts in
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providing comprehensive services to mutual clients. This coordination and cooperation
can lead to valuable future references.

• On-line advertising. In today’s era of information technology using the Internet or Web
is the most effective and efficient method of marketing valuation services and obtaining
new clients. Exhibit 2.5 shows the list of valuation services specialists searched by using
the keyword of “valuation services” from the Internet. 

• Professional and social contacts with key business executives. Becoming acquainted with
key executives in the business community is a sure way of obtaining new clients. Busi-
ness relationships fostered in community activities, at a country or golf club, in voluntary
organizations, or membership at the Chamber of Commerce often expand the appraiser’s
potential client base. 

• Mergers, acquisitions. The potential for mergers and acquisitions often leads to the ex-
pansion of valuation services for most appraisers. Appraisers can establish merger and
acquisition valuation and consulting services to assist their clients in the merger and ac-
quisition process. 

• Advertising. Advertising is one method of creating images for your quality and commit-
ment to valuation services. Appraisers can highlight their areas of valuation expertise,
qualifications, certification, and associations. Advertising not only brings new clients 
to the business but also creates a positive image of, and positive recognition for, the 
appraisers.

• Requests for proposals. In this demanding environment for business valuation services,
many organizations are shopping for valuation services or reassessing their current level
of valuation services and related fees. Within a competitive environment, clients often
shop for valuation services by testing the market to determine whether significant cost
savings can be achieved by changing appraisers. Appraisers are often asked to submit
proposals for potential new clients. The appraiser must be able to write an effective pro-
posal that thoroughly explains the valuation services that can be provided and properly
demonstrates understanding and knowledge of the client’s business, industry, and poten-
tial problems. This written proposal should typically include an overview of the valua-
tion services, particular areas of expertise, a description of the qualifications, designa-
tions of appraisers, types of valuation services, the service fee structure, and billing
requirements for the engagement. Exhibit 2.6 shows a more detailed description of the
contents of a proposed package. 

• Direct proposals to a targeted industry or company. Many valuation appraisers or organ-
izations establish strategies to target a specific industry or a company. For example, an
appraiser wishing to become known as a merger and acquisition specialist might target
all potential business combination companies as clients. This targeted approach includes
building key contacts with the important decision makers in the organization, developing
an understanding of the business and industry, and promoting a positive image.

• Referrals by other valuation appraisers or organizations. Referrals by other valuation ap-
praisers or organizations, as surprising as this may sound, are the most effective method
of obtaining new clients. For example, when an appraiser is providing valuation services
to a growing client with business throughout the nation, the needs of the client may come
to exceed the ability of the appraiser to serve the client effectively and efficiently and the
client’s local valuation services may be referred to a local valuation appraiser. Thus, it is
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important to develop cooperation and better relationships with peers throughout the nation
and even internationally.

• Other professional contacts. Contact through other professional organizations such as
CPA firms, banks, attorneys, and valuation and appraiser associations can be an effective
way of getting referrals. Thus, membership in these professional organizations and asso-
ciations would be very helpful in attracting more clients.

2.5 ACCEPTING A CLIENT

Within the valuation profession, there is considerable competition among appraisers. Al-
though selling valuation services is important, appraisers do not want to accept all poten-
tial clients. Associations with the wrong valuation client can be detrimental to the ap-
praiser’s financial situation as well as reputation. The client with financial difficulties or
lack of management integrity may not be able to pay the valuation fee or create additional
risk for the appraiser. An appraiser is not obligated to perform valuation services for every
client that requests it. Before accepting a new client, an appraiser should investigate the
client to determine its acceptability. To the extent possible, the prospective client’s stand-
ing in the business community, financial stability, and relations with its previous appraiser
should be evaluated. Thus, a decision to accept new valuation clients or continue services
to existing clients should not be taken lightly.

In summary, the appraiser should make preliminary assessment of the following factors
and take them into consideration when making decisions to accept the new client or con-
tinuing with the existing client:

• Client’s standing in the community.

• Client management’s integrity and reputation.

• Any legal proceedings involving the client’s organization.

• The overall financial position of the client’s organization.

• The client’s working relationships with the predecessor appraiser.

These factors, to some extent, are interrelated. There are several sources of information
regarding management integrity, honesty, and trustworthiness available to the appraiser, in-
cluding correspondence with other professionals and predecessor appraisers’ information
in regulatory findings and various news media and interviews with management. The ap-
praiser should be prepared to pursue many of the sources of information shown in Exhibit
2.7 if there are any indications that management integrity issues may be important in ac-
cepting a potential client or continuing relationships with existing clients.

Many appraisers have developed a checklist to assist them in determining whether to ac-
cept or continue with a valuation client:

• Competency and capability to do the job. Almost all appraisal organizations and associ-
ations (e.g., USPAP, ASCPA, ASA) have competency standards for their members who
perform valuation services.

2.5 Accepting a Client 51
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Exhibit 2.5 Valuation Services Organizations

Organization Specialization Address, Telephone, Website

American Valuation Group
Woodland Hills, CA

Backer-Meekins
Company, Inc.—
Lutherville, MD

Banister Financial, Inc.—
Charlotte, NC

Bear, Inc.—San Carlos,
CA

Business Valuation
Services, Dallas, TX

Business Valuation
Services, Orlando, FL

Columbia Financial
Advisors—
Portland, OR

Corporate Appraisal,
Inc.—Eden Prairie, MN

D. L. Heisey & Co, Inc.—
Parker, CO

Provides business valuation,
economic analysis, and expert
witness services for taxation,
litigation, mergers and
acquisitions, and condemnation

Business valuation analysts,
consultants, and advisors

Valuations of closely held
companies, professional
practices and family limited
partnerships

Provides a snapshot valuation of
companies or small businesses
by submitting a web form

Provides business and business
asset valuations for merger and
acquisition, taxation, litigation,
and management consulting
purposes

Provides a coordinated approach
to business damages, valuation
and litigation issues for
privately held corporations

One of the top business valuation
firms in the U.S. Also offering
investment banking and
research consulting services

Specializing in the valuation of
closely-held businesses,
partnerships, and
proprietorships

Business valuation for purchases
and sales, estates and gifts,
litigation support, lost profits
damages, and intellectual
property matters

21860 Burbank Blvd., Suite 110
Woodland Hills, CA 91367
Tel: 818-992-4917 
Fax: 818-992-4925
www.amvalgroup.com

1404 Front Avenue
Lutherville, MD 21093
Tel: 410-823-2600 
Fax: 410-823-8455
www.bakermeekms.com

1914 Brunswick Ave., Suite 1-B
Charlotte, NC 28207
Tel: 704-334-4932
Fax: 704-334-5770
www.businessvalue.com

865 Laurel St., San Carlos, CA
94070

Tel: 650-592-6041 
Fax: 650-508-4410
www.bearval.com

3030 LBJ Freeway, Suite 1650
Dallas, Texas 75234
Tel: 972-620-0400 
Fax: 972-620-8650
www.bvs-inc.com

529 North Ferncreek Ave.,
Suite A

Orlando, FL 32803
Tel: 407-898-7099
Fax: 407-898-7095
www.valuationanalysis.com

650 Morgan Building,
720 S.W. Washington Street,
Portland, Oregon 97205

Tel: 503-222-0562
Fax: 503-222-1380
www.cfai.com

10452 Fawns Way
Eden Prairie, MN 55347
Tel: 612-829-5406 
Fax: 612-829-7464
www.corpappraisal.com

D.L. Heisey & Co, Inc.
Parker, CO 80134 
Tel: 303-840-2875 
Fax: 303-840-2875
www.dlheisey.com



Exhibit 2.5 (Continued)

Organization Specialization Address, Telephone, Website

Edward G. Detwiler &
Associates—
Schaumburg, IL

Equipment Appraisal
Group, Inc.

Financial Resources
Management—Rolling
Hills Estates, CA

Fowler Valuation Services,
LC

Gordon Associates

Halas & Associates—
Charlotte, NC

Institute of Business
Appraisers—IBA

Judges and Lawyers
Business Valuation
Update

MB Valuations, Inc.—
Dallas, TX

Valuations of high technology
businesses in medical and
scientific fields

Provides machinery and
equipment appraisals following
USPAP guidelines

Provides authoritative business
valuations, forensic economic
services and books, including
appraisals, estate planning and
economic analysis in
commercial and personal
litigation

Offers services for merger and
acquisition, taxation,
shareholder transactions, and
provides litigation support

Business valuation, damage
analysis and corporate
financial consulting

Uses the HBVS appraisal system
to determine the reasonable
market value for any present or
planned U.S. or offshore
business

IBA is a professional society
devoted to the appraisal of
closely-held businesses, and a
pioneer in business appraisal
education and accreditation

Monthly newsletter offering the
expert valuation professional
up-to-date analytical tools,
regulations, and court case
decisions

Offers business valuations for
industries such as aviation, real
estate, and machinery

1515 East Woodfield Road,
Suite 730

Schaumburg, IL 60173
Tel: 847-995-9885 
Fax: 847-995-9887
www.egdetlwiler.com

P.O. Box 90255
San Antonio, TX 78209
Tel: 210-822-7473 
Fax: 210-822-7144
www.eagi.com

904 Silver Spur Road
Rolling Hills Estates, CA 

90274-3802
Tel: 310-377-2270
Fax: 310-377-8227
www.csz.com/frm

211 W. 7th Street, Suite 920
Austin, TX 78701
Tel: 512-476-8866 
Fax: 512-476-4625
www.fowlervalue.com

One State Street, Suite 750
Boston, MA 02109
Tel: 617-227-2707 
Fax: 617-227-7625
www.gordonassociates.com

425 Rose Lawn Place
Charlotte, NC 28211
Tel: 704-364-4440 
Fax: 704-364-1494
www.halas.com

P.O. Box 17410
Plantation, FL 33318

Tel: 954-584-1144 
Fax: 954-584-1184
www.instbusapp.org

Business Valuation 
Resources, LLC

7412 SW Beaverton-Hillsdale
Hwy #106

Portland, OR 97225
Tel: 503-291-7963 
Fax: 503-291-7955
www.bvulegal.com

1111 Empire Central Place
Dallas, Texas 75247-4301
Tel: 214-631-4707
Fax: 214-638-2576
www.mbval.com



• The nature of the relationship between the appraiser and the client. Validity and reliabil-
ity of the appraiser’s opinion, to a great extent, determines the degree of independence
from the client. Thus, the appraiser or the appraisal firm should assess the impact of any
previous or existing business or personal relationships with the client and the ability to
express valuation opinions unbiasedly and independently. Existence of such relation-
ships, however, should be disclosed in the valuation report to enable potential readers or
users of the report to make their own judgment about the independence of the appraiser
and possible impact on reliability and objectivity of appraisal opinions. In accordance
with ethical standards of most appraisal professional organizations (USPAP, AICPA,
ASA) the relationship between the appraiser and the client is confidential in nature. This
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Exhibit 2.5 (Continued)

Organization Specialization Address, Telephone, Website

Mentor Group, Inc.

Mercer Capital—
Memphis, TN

Shannon Pratt’s Business
Valuation Update

Strogen & Associates, Inc.

Trugman Valuation
Associates, Inc.

Wharton Valuation
Associates, Inc.—
Livingston, NJ

Investment banking firm
specializing in valuations and
appraisals

Provides independent business
valuation services for ESOPS,
litigation support, estate and
gift tax, mergers and
acquisitions, fairness opinions,
corporate transactions, and
research services

Monthly newsletter that keeps
valuation professionals up-to-
date with the latest data,
analytical tools, regulations
and court case decisions. Fully
indexed searchable back issues

Specializes in the valuation and
sale of medical practices

Business valuation and litigation
firm performs appraisals of
closely held businesses and
economic damages

Provides valuation studies for
manufacturing, distribution,
financial, and service

777 E. Tahquitz Canyon Way,
Suite 200

Palm Springs, CA 92262
Tel: 760-325-6411 
Fax: 760-325-7260
www.mentorgroup.com

5860 Ridgeway Center Parkway,
Suite 410

Memphis, TN 38120
Tel: 901-685-2120 
Fax: 901-685-2199
www.bizval.com

Business Valuation 
Resources, LLC

7412 SW Beaverton-Hillsdale
Hwy #106

Portland, OR 97225
Tel: 503-291-7963 
Fax: 503-291-7955
www.bvupdate.com

443 Lantern Lane
Berwyn, PA 19312

Tel: 610-644-5890 
Fax: 610-644-5080
www.strogen.com

270 A Route 46 East
Rockaway, NJ 07866

Tel: 973-983-9790
Fax: 973-983-6686
www.trugmanvaluation.com

P.O. Box 2042 
Livingston, NJ 07039

Tel: 973-992-4979 
Fax: 973-992-1128
www.whartonvaluation.com



confidential relationship requires that the appraiser disclose information about an ap-
praisal assignment only to the client or to other parties with the client’s permission un-
less demanded by court of law. 

• Purposes of the valuation. The purpose of the valuation assignment should be to deter-
mine the standard of valuation being used, the valuation approach employed, the type of
appraisal opinions furnished, and the intended use of the valuation report.

• Form and extent of the valuation report. The form and extent of the anticipated appraisal
report plays an important role in the determination of the fees to be charged and the amount
of time required to complete the assignment. Furthermore, the nature and amount of pa-
perwork and documentation necessary to support the appraisal report helps the appraiser
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Exhibit 2.6 Proposal Package for a New Client 

Overview of the Appraiser Team
This section provides an overview of the appraiser team, their expertise, qualifications,

designations, achievements, and affiliations.

Valuation Service Capabilities
This section normally emphasizes the appraiser team’s ability to provide a variety of valuation

services including mergers and acquisitions, estate and gift taxes, allocation of purchase price, and
employee stock ownership plans. Included are descriptions of unique valuation capabilities of the
team suitable for this particular client. 

Valuation Approach
This section describes the appraiser team’s overall valuation approach and standard of value

that will be used (standards of value are defined and discussed in the next section). The team should
also use this opportunity to extol its computerized on-line valuation capabilities. 

Timing and Fees
This section contains a detailed description of the valuation service fees and the method of

determining the fee. The basis of billing is generally outlined and fees allocated among various
valuation services. The section also includes the preliminary valuation service schedule, including
any plans and a target date for completion of the agreed-upon valuation services. 

Qualifications and Resumes of the Valuation Engagement Team
This section contains a description of the qualifications of the members of the valuation

engagement team, their education, experience, designations, certifications, and unique expertise in
relation to valuation of the client’s industry. This narrative description should be followed by a
formal resume of all members of the valuation engagement team. 

Client List and References
This section includes a list of all local office clients and selected individual references from the

client list. Any industry references on a regional or national basis are also included to emphasize
the firms’ overall qualification for valuation services in that industry. 

Publications and Periodicals
Any publications or periodicals, including manuals and membership rosters published by the

appraiser organization either on-line or in hard copies, should be described here. 

Web site
The Web site of the appraiser team or organization is a focal point and the most effective

means of introducing, marketing, and advertising the appraiser valuation capabilities, services,
expertise, knowledge, and qualifications.



to assign personnel to the assignment, budget staff time, and meet the time budget. The ap-
praiser should ensure that the assignment meets the minimum documentation standards
for appraisal reports set forth in the Uniform Standards of Professional Appraisal Practice
(USPAP) and the Business Appraisal Standards (BAS).

2.6 PRICING VALUATION SERVICES 

Valuation appraisers should price their valuation services to support their continuous growth
and to attract and retain competent personnel as well as to attract and retain valuation clients.
Competition within the valuation profession demands that valuation services be reasonably
priced. An appraiser can, on occasion, cut valuation prices to obtain a key client in an im-
portant industry, but services cannot routinely be priced at unprofitable levels.
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Exhibit 2.7 Sources of Information Regarding Management Integrity

1. Preliminary Interviews with Management.
Such interviews can be very helpful in better understanding your client’s valuation needs as

well as management operating style and frankness in dealing with important issues affecting the
valuation.

2. Communication with Predecessor Appraiser(s).
Information obtained directly through inquiries of the predecessor appraisers regarding

integrity and operating style of client’s management, any disputes with the client over valuation
fee or method of determining the fee can be very helpful to the successor appraiser in making
acceptance decisions. 

3. Communication with Other Professionals in the Business Community.
Inquiries of lawyers, accountants (CPAs), and bankers known to the appraiser with whom

the client has working relationships is a good way of obtaining knowledge about the client and
its management. 

4. News Media.
Information about the client’s organization and its management may be available through

on-line Internet, financial journals or magazines, or industry trade magazines. 

5. Public Databases.
On-line public databases such as Internet (Yahoo, America OnLine, Lycos, Oracle) can be

searched to obtain sufficient information and knowledge about the client, its business, industry,
and management. In addition, on-line databases such as the NAARS and LEXIS/NEXIS can be
searched to obtain sufficient information about the financial situation as well as other
information such as the existence of legal proceedings against the client’s organization or its key
members of management. 

6. Inquiries of Government Regulatory Agencies.
These inquiries should be done when the preliminary assessment of the potential client

indicates any reasons or justifications to make inquiries of specific regulatory agencies regarding
pending actions against the client’s organization or its management. 

7. Hiring Private Investigation Firms.
While the use of this method of obtaining information about the potential client may be

rare, it can be very helpful when there are serious issues regarding the creditworthiness or the
integrity of management.



2.7 IMPORTANCE OF THE ENGAGEMENT LETTER

A clear understanding of the terms of the valuation engagement should exist between 
the client and the appraiser. It is a good professional practice to confirm the terms of each
engagement in an engagement letter as illustrated in Exhibit 2.8. The form and content 
of engagement letters may vary for different clients, but they should generally include the
following:

• Clear identification of the client and their appraiser.

• Precise specification of the valuation subject including the business interests or the legal
interest being valued.

• The objective or purpose of the valuation.

• Reference to the standard of value that will be used or any applicable valuation profes-
sional standards. 

• An explanation of the nature and scope of the valuation and the appraiser’s responsibility.

• Date(s) of the valuation.

• Form and type of the valuation report (e.g., written, oral).

• A statement regarding the intended use of the valuation report including any assumptions
and limitations of the report.

• The responsibilities of the client to provide valid and timely records and documentation
necessary to complete the appraisal report.

• The valuation fee or the method of determining the fee and any billing arrangement.

• A request for the client to confirm the terms and conditions of the engagement by sign-
ing and returning a copy of the letter to the appraiser.

• The date of the engagement letter.

2.8 PLANNING AN APPRAISAL ENGAGEMENT

The preliminary planning of an appraisal engagement consists of: (1) arranging a confer-
ence with client personnel; (2) obtaining knowledge of the client business; and (3) under-
standing the client’s industry and economic conditions.

2.8.1 Conference with Client Personnel

Soon after acceptance of a valuation assignment, the appraiser should have conferences
with key client personnel. The appraiser should meet with principal administrative, finan-
cial, operating officers, and executives to discuss matters expected to have a significant 
effect on the conduct of the valuation assignment and the appraiser’s opinion.

Client personnel assistance is often needed to obtain documents, records, evidence, and
explanations of various matters. Thus, effective early conferences can establish a founda-
tion for a good working relationship with all client personnel. Effective communication
with top management is particularly important.
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Exhibit 2.8 Sample Engagement Letter 

Smith & Jones Associates 
(Hereafter the Appraiser)
123 Courtside 
Any City, NY 10011

Mr. John Clark 
(Hereafter the Client)
500 West Main Street 
Any City, NY 10011

Dear Mr. Clark:
Thank you for meeting with us to discuss the requirements and terms of our forthcoming

engagement. This will confirm our understanding of the arrangements for appraisal of the fair
market value of a 100 percent, nonmarketable, controlling interest in the outstanding common stock
of XYZ Company, Inc., a New York Corporation, held by Mr. John Clark, as of May 30, 2000 for
gift tax purposes. Fair market value standard used in this engagement is defined as “value at which
a willing seller and willing buyer, both being informed of the relevant facts about the business,
could reasonably conduct a transaction, neither party acting under any compulsion to do so.”

Client warrants that this appraisal report will be relied on for the use and the date indicated in
this engagement. The appraisal will be subject to, at least, the following contingent and limiting
conditions. 

1. The appraiser needs prompt and free access to all related documents, materials, records,
facilities, and/or client’s personnel to effectively and efficiently perform the agreed-upon
valuation services in a timely and professional manner. Lack of proper cooperation in this
regard may result in withdrawal from the assignment and/or a delay of the completion date
of the assignment.

2. Information, estimates, opinions, and evidence contained in this report are gathered from
reliable sources. However, no independent verification of such evidence is performed by
the appraiser. 

3. Client warrants that the information and evidence provided to the appraiser is reliable and
accurate to the best of the client’s knowledge. 

4. Other contingent and limiting conditions may be required, and the client agrees that all
conditions disclosed by the appraiser will be accepted and incorporated into the appraiser’s
report. 

Our engagement will also include providing expert witness testimony as it may require. The
client agrees that payment of all fees and expenses related to this service be paid prior to the
performance of expert witness testimony. The client agrees to indemnify and hold the appraiser
harmless against any and all liability, claim loss, cost, and expenses that the appraiser may incur as
a result of providing expert witness testimony. 

It is our intention to complete this assignment by agreed-upon date (e.g., 120 days from the
receipt of signed agreement and all requested documents). Our billings for the services set forth in
this engagement will be based upon our per diem rates for this type of work plus out-of-pocket
expenses; billings will be rendered at the beginning of each month on an estimated basis and are
payable upon receipt. This engagement includes only those valuation services specifically described
in this letter, and appearance before judicial proceedings or government organizations such as the
Internal Revenue Service, or other regulatory bodies, arising out of this engagement will be billed
to you separately. 



2.8.2 Knowledge of the Business

The appraiser’s knowledge of the client’s business and industry is very important in under-
standing the events, transactions, and practices that affect business valuation. The evidence-
gathering part of the valuation assignment typically requires the appraiser to obtain knowl-
edge of the client’s business and the factors affecting its value. The knowledge of the
client’s business that the appraiser should obtain includes:

• Organization Structure. In any business the structure of the organization is important in
specifying the tasks and responsibilities of the various components of the organization.
The organization structure and operating style are based on the abilities of management,
tax and legal issues, regulatory considerations, product diversification, and geographical
location. In a large complex business, the organization structure takes the form of organ-
ization charts, charts of accounts, rules, office memos, manuals, contracts, and internal
control structure including control environment, communication, monitoring, and con-
trol activities and risk assessment.

• Operations. The appraiser should obtain an understanding of the client’s operating char-
acteristics, its legal structure, applicable laws, rules, and regulations as well as managerial
policies and procedures. Operating characteristics consist of types of products and ser-
vices, locations, and methods of production, distribution, and compensation. The appraiser
should prepare brief operating characteristics of the client and other significant factors that
have a bearing on valuation. To properly and intellectually interpret the evidence gathered
throughout the valuation, the appraiser must understand the client’s business and many
factors that will have an influence on the client’s operations. A review of legal documents
is important for rational interpretation of the evidence gathered throughout the valuation
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Exhibit 2.8 (Continued)

We look forward to providing the valuation services described in this letter as well as other
valuation services agreed upon. The appraiser reserves the right to withdraw from this engagement
at any time for reasonable cause. In the unlikely event that any differences concerning our services
or fees should arise that are not resolved by mutual agreement, we reserve the right not to make a
court appearance in this matter. 

If you are in agreement with the terms of this letter, please sign one copy and return it for our
files. We appreciate the opportunity to (continue to) work with you.

Sincerely,

Smith & Jones Associates 
Robert E. Smith 
Engagement Partner 

The foregoing letter fully describes our understanding and is accepted by us. 

May 30, 2000 Signature of John Clark
Date John Clark



assignment. The appraiser should review the corporate charter and bylaws or partnership
agreements, the corporate minute book, tax return, regulatory requirement, and filing sys-
tems, and consider their implications for the valuation process. For example, the corporate
charter includes information on the corporate structure, the authorized capital, and the
power and rights granted to, as well as responsibilities and restrictions placed on, the cor-
poration by state law. A partnership agreement includes similar information about the or-
ganization and operating requirements of a business organized as a partnership. 

2.8.3 Legal Structure 

The legal status of the business (e.g., partnership, corporation) plays an important role in
the valuation engagement and can have a significant impact on the valuation opinions. In
the case of limited partnership or when earnings allocation among partners is different from
allocation in the liquidation process, the value assigned to different groups or partners may
not be the same. Thus, the appraiser should read the partnership agreement first to under-
stand the partner’s legal rights and privileges and then consider their implications for the
valuation assignment. 

2.8.4 Policies 

Minutes of the meetings of the corporate board of directors contain an official record of im-
portant information, economic events, transactions, and agreements which can have a sig-
nificant impact on the valuation conclusions. The declaration of dividends, capital expen-
ditures, and authorization of stock-based compensation plans are examples of the important
information contained in corporate minutes. Contracts and correspondence with customers,
suppliers, employees, labor unions, and various government agencies contain information
that will enable the appraiser to understand the business practices and problems of the
clients as well as provide information for valuation reports.

2.8.5 Industry and Economic Conditions 

The appraiser must understand the broad economic environment in which the client oper-
ates, including the effects of national economic polices (e.g., various government regula-
tions), the geographic location and its economy (Northeastern states versus Southwestern
states), and the developments in taxation and regulatory requirements. The appraiser should
have a basic understanding of the global market and economy, national economic condi-
tions, government regulations, changes in technology, and competitive conditions that af-
fect the value of the client’s business or business interest. Information about the industry in
which the client operates may be obtained by searching for data from on-line sites, trade
journals, and books of industry statistics and publications. To obtain knowledge about the
client’s business and business interest the appraiser may:

• Review the articles of incorporation and bylaws or partnership agreements.

• Read the minutes of the board of directors’ and shareholders’ meetings to gather infor-
mation about dividend declarations, employee stock-based compensation plans, and ap-
proval of mergers and acquisitions.
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• Review and analyze recent (e.g., past five years) annual financial statements, tax returns,
and reports to regulatory agencies. 

• Review the client’s applicable governmental laws and regulations.

• Read important continuing contracts such as labor contracts, loan agreements, and bond
indentures.

• Read trade and industry publications regarding current business and industry develop-
ments. Exhibit 2.9 shows some sources of business and industry information.

• Obtain nonfinancial information such as the form of organization and ownership of the
client’s business, products and services, through inquiries of client’s management, key
personnel, or a document request.
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Exhibit 2.9 Sources of Economic, Industry, and Business Information 

General Economic Information
1. Federal Reserve Bulletin 
2. Survey of Current Business (U.S. Department of Commerce)
3. Statistical Abstract of the United States (U.S. Department of Commerce)
4. Economic Report of the President (U.S. Council of Economic Advisers)
5. Economic and Business Outlook (Bank of America)
6. Economic Trends (Federal Reserve Bank of Cleveland)
7. U.S. Financial Data (Federal Reserve Bank of St. Louis)
8. Monthly Labor Review (U.S. Bureau of Labor Statistics)
9. Congressional Information Service 

10. Regional Economics and Markets 
11. The Complete Economic and Demographic Data Source 
12. Office of the Comptroller of the Currency 

Industry Information
1. Federal Deposit Insurance Corporation 
2. U.S. Industrial Outlook 
3. Standard & Poor’s Industry Surveys 
4. Moody’s Investor’s Industry Review 
5. National Trade and Professional Association of the United States 
6. Statistical Abstracts of the United States 
7. Encyclopedia of Associations
8. Moody’s Manuals (various industries) 

Business Information
1. Dun & Bradstreet Principal International Business 
2. Standard & Poor’s Register of Corporations, Directors, and Executives 
3. Value Line Investment Survey
4. Standard & Poor’s Corporation Records 
5. Dun & Bradstreet, Key Business Ratios 
6. Business Press (e.g., The Wall Street Journal, Forbes, Fortune, and Barron’s) 
7. National Mortgage News 
8. United States Banker 
9. Federal Reserve Banks

10. SNL Securities 
11. On-Line Data Sources (e.g., Yahoo, Lycos, America OnLine, and LEXIS/NEXIS)



• Search available Web sites to gather general economic, industry, and business informa-
tion. The on-line information search provides powerful flexibility, easy and fast accessi-
bility, and relatively cheap availability and control for the appraiser. Exhibit 2.10 provides
a list of Web sites that can be very helpful to the appraiser in gathering sufficient and
competent information.

2.9 GENERAL PLANNING 

The valuation process and appraisal plan consist of three interrelated and sequential as-
pects: (1) the decisions the appraiser needs to make; (2) the knowledge to be obtained and
the evidence to be gathered in making these decisions; and (3) the valuation procedures that
are typically applied to obtain that evidence and knowledge. To clearly distinguish these as-
pects, consider the following separate listings of valuation decisions, knowledge, and evi-
dence as well as procedures. These aspects of the valuation process for financial institutions
will be discussed in-depth in Chapters 5 through 18 of this book.

2.9.1 General Planning Decisions to Be Made

• The agreed-upon purpose(s) of the valuation.

• Detailed description of the valuation subject (e.g., business or business interest).

• The applicable standard of value that will be used (e.g., fair market value, fair value, in-
vestment value, intrinsic value).

• The type, nature, form, and extent of the report to be issued.

• Overall timing of the valuation assignment.

• Staffing requirements and the expected assistance for the client personnel in valuation 
evidence-gathering and data preparation.

• Any assumptions and limiting conditions that will be part of the valuation report.

• Other services such as providing expert witness or litigation testimony.

2.9.2 Evidence and Knowledge Obtained to Prepare Preliminary 
Appraisal Plan

• Business. Description of the business and its operations, types of products and services,
capital structure, location, and methods of production, marketing, and distribution. The
purpose is to obtain knowledge of how effectively and efficiently the client is carrying
out its operations.

• Industry. Specification of the industry in which the client operates including economic
conditions, government regulations, changes in technology, and competitive conditions
can assist the appraiser in learning more about the client’s business and industry. This
knowledge can have a significant impact on valuation conclusions.

• Interview. Interviews with the client’s key personnel can provide information regarding
management integrity, operating style, and business operations to develop a realistic
process of establishing an appropriate valuation conclusion.
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Exhibit 2.10 On-Line Sites Economic, Industry, Business Information

Site Feature

www.megafinancial.com Provides links to other sites for financial services including
commercial and investment banks, mutual funds, on-line
stock trading, loans, and financial planning.

Icweb.loc.gov/rr/business/brs.html Has a section called Business Reference Services for
searching topics in business, technology, and economics.

www.bbbonline.org/business/code/ Offers the Better Business Bureau (BBB) full text on an 
Index.htm exposure draft and Code of Online Business Practices.

Stats.bls.gov/blshome.htm Provides a section on Economy at a Glance, which gives a
statistical breakdown of the labor market in hours,
earnings, and productivity.

www.bog.frb.fed.us/releases Posts daily, weekly, monthly, quarterly, and annual statistics
releases and historical data of commercial banks.

www.smallcapcenter.com Provides information about earnings, investments, and
trades.

www.businessjeeves.com Provides a list of links to sites on a variety of business
topics including banking services, bond brokers and
markets, currency markets, general financial services,
and international trade.

www.edgar-online.com All these sites provide information on publicly traded 
www.tenkwizard.com companies often needed in performing valuations on 
www.sec.gov estate and gift taxes, ESOPs, and mergers and 
www.freedgar.com acquisitions. Especially, the SECs’ EDGAR data base 
bamboo.tc.pw.com provides information on more than 15,000 publicly 
www.gsionline.com traded companies.

www.hoovers.com Provides extensive information on more than 12,000
publicly traded companies in easy-to-use format.

www.justquotes.com Offers a financial data search engine to find company
name, stock symbol, quotes, financial data, and links to
related Web sites.

www.marketguide.com Offers comprehensive research on more than 10,000
publicly traded companies’ stock information, earnings
estimates, comparison ratios, and brokerage reports.

www.the-esop-emplowner.org/ Provides ESOP statistics on the number of ESOPs, the
magnitude, and types of ESOP.

www.american-capital.com Maintains the employee ownership index (EOI).

www.stockpicker.net Finds the best stock selections.

www.nceo.org/nceo.journal.html Publishes the employee ownership index (EOI) quarterly.

www.numeraive.com Provides global value investing with stock valuation
including detailed information about value investing, the
process of stock screening, selection, and pricing.



• Audited Financial Statements. Audited financial statements (Statement of Financial Po-
sition, Income Statement, Statement of Cash Flows, Statement of Owner’s Equity) can
provide reliable and useful financial information regarding the client’s financial position,
results of operations, and cash flows as well as equity situations. Although audited fi-
nancial statements prepared in conformity with generally accepted accounting principles
(GAAP) are based on historical cost not the fair market value, they provide financial in-
formation that is relevant to the appraisal.

• Normalized Financial Statements. Appraisers often use audited historical financial state-
ments to develop and present their appraisal report of a business’s value. The primary pur-
pose of using financial statements is to assist in developing and presenting the value of
an entity. These financial statements, which are utilized in the preparation of the valua-
tion report and often included in the written business valuations, frequently contain de-
partures from generally accepted accounting principles (GAAP) or other comprehensive
basis of accounting (OCBOA). The accounting and review services committee of the
AICPA issued an Exposure Draft (ED) in December 1999 titled “Financial Statements
Included in Written Business Valuations.” The ED defines normalized financial state-
ments as “financial statements that contain necessary and appropriate adjustments in or-
der to make an entity’s financial information more meaningful when presenting and com-
paring on a consistent basis the financial results of that entity to those of a comparable
entity as part of a business valuation engagement.” The ED exempts such financial state-
ments from the provisions of Statements on Standards for Accounting and Review Ser-
vices (SSARS) No. 1, Compilation and Review of Financial Statements, which requires
compliance. The ED exempts from SSARS No. 1 historical financial statements and nor-
malized financial statements included in a written business valuation.

• Other Financial Data. Financial information other than financial statements such as fed-
eral income tax returns, reports with regulatory agencies, management forecasts and proj-
ects, internal and managerial reports, and capital and operating budgets can provide rel-
evant data for the valuation assignment.

• Operating Information. A history of the client’s organization, its business, mission, and
a brief chronology of major changes in the form and ownership of organization, back-
ground of key personnel, brochures, catalogs, price lists, organization charts, major cus-
tomers and suppliers as well as information regarding long-term and continuous agree-
ments and obligations (e.g., leases, loans, bonds) can assist the appraiser in completing
the valuation assignment effectively and successfully.

2.9.3 Procedures in Preparing the Preliminary Appraisal Plan

Every appraisal engagement requires the choice of certain valuation procedures. Valuation
procedures performed as part of the preliminary appraisal plan are an important component
of the valuation process. These procedures include:

• Reviewing and analysis of economic data to (a) determine its impact on the future per-
formance of the client’s organization and (b) assess the economic risk that the client
organization is exposed to.

• Reviewing various sources of industry information such as industry or trade publications
and annual reports of companies in the industry.

66 Overview of the Valuation Process



• Reviewing and analyzing financial information including trend analysis, comparative
analysis, ratio analysis, and common-size financial analysis assists the appraiser in as-
sessing the client’s future trends, performance, risk, and unusual items (abnormalities)
that may have an impact on valuation conclusions.

• Considering the applicable valuation standards and methods issued by professional ap-
praisal organizations (e.g., ASA, IBA, NACVA, AICPA).

• Inquiring of management about current business developments.

• Reading current year’s interim financial statements.

• Discussing the type, scope, and the timing of the valuation assignment with the client.

• Touring the client’s physical facilities, plants, and offices.

• Reading the corporate charter, bylaws, major contracts, and minutes of directors’ and
shareholders’ meetings.

• Completing a generalized questionnaire, checklist, or narrative memorandum that or-
ganizes and summarizes the information needed to complete the valuation assignment.

The appraiser should choose valuation techniques that best combine reliable values with
relevant information about the economic characteristics of the business or business interest
under consideration. The usual approach to valuation is to determine the present value of
the future cash flows. In other words, the projected cash flows are discounted at an appro-
priate discount rate and then the sum of the discounted cash flows is an indication of the
value. Appraisers often try to be realistic by providing a clear caveat in their report stating
that “the value developed in this report is calculated based on the premises that the firm will
be able to continue its existence according to its business plan. If the plan is fulfilled in
terms of projected revenues, expenses, and cash flows, then the value determined in this re-
port can be relied on.”

The second approach is the comparable method. The appraiser looks at revenue trends,
earnings potential, and the firm’s competitive position relative to other comparable firms in
the same industry. The most commonly used valuation approaches are presented and de-
scribed in depth in Chapter 6 of this book. The appraiser should consider the following
questions in selecting the appropriate valuation approach(es).

• What future economic, industry, and business factors should be included in or excluded
from the valuation process?

• To what extent should joint inputs, interaction, and grouping affect the valuation?

• How and to what extent should the assessed risk be factored into the valuation estimates?

• What valuation standard(s) should be used?

• What discount rate should be used?

• How should changes in value be reported?

2.10 APPRAISER’S TRAITS

Danziger (2000) discussed that CPAs who have been successful in offering business valu-
ation services share the following traits.2
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2.10.1 Able to Function Well under Intense Pressure

Business valuation clients often have a specified goal (e.g., marital dissolution, mergers and
acquisitions, stockholder disputes, estate and gift taxes), and they also know whether a high
or low valuation will benefit them most. In performing valuation services, the appraisers
should maintain their objectivity and independence by refraining from the influence of be-
ing pressured by a client to reach a particular value. The appraiser should also be able to
handle the pressures of meeting the deadline and being cross-examined by attorneys when
serving as an expert witness or litigation consultant.

2.10.2 Communicate Well Both Orally and in Writing

Successful appraisers are typically effective communicators who can convey their findings
(valuation opinions) succinctly to the interested parties (e.g., client, judge, jury, tax author-
ities, bank regulators). Good public relations with the business community, appraisal pro-
fessionals, and other professionals (banks, accountants, attorneys) can assist in establishing
appraisal services and secure future growth. Effective writing skills in preparing the ap-
praisal report is essential in conveying valuation findings to interested parties.

2.10.3 Utilize Both Qualitative and Quantitative Data

Successful appraisers should have the training and experience of meshing the data by using both
quantitative information (e.g., historical financial statements, market value, discount rate, cash
flows) and qualitative information (e.g., economic conditions, market trends, judgment, good-
will, management reputations and skills) in reaching valuation conclusions. Appraisers should
have adequate skills of gathering, analyzing, synthesizing, and interpreting data by employing
appropriate valuation methodologies to generate reliable and relevant valuation information.

2.10.4 Be Unfazed by Ambiguity and Uncertainty

In performing valuation services, the appraisers often use their judgment and experience in
estimating appraisal data (e.g., future cash flows, discounted rate, growth rate). Thus, ap-
praisers should support their findings by applying several valuation methods, test these
methods for their sensitivities to ambiguities and uncertainties, and be able to justify esti-
mations used in forming valuation opinions.

2.10.5 Continuous Improvement of Valuation Expertise and Skills through
Ongoing Professional Education

Being a successful appraiser requires proper training, education, work experience, and pro-
ficiency. To achieve these credentials and skills in the professional valuation community,
appraisers must first earn a business valuation designation offered by a number of organi-
zations (e.g., American Society of Appraisers, Institute of Business Appraisers, National
Association of Certified Valuation Analysts, Association for Investment Management and
Research, American Institute of Certified Public Accountants). Exhibit 2.11 presents ap-
praisal certifications and their attributes. The knowledge base of understanding of business
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valuation theory, concepts, and methods is a prerequisite for getting into the business valu-
ation profession but is not sufficient. After achieving the knowledge base and initial desig-
nation, the appraiser should obtain proper experience and continuous training and educa-
tion to be successful.

2.10.6 Continuous Marketing Strategies

Obtaining valuation clients requires an effective marketing and contacting strategy. There
are several ways that the appraiser can obtain clients: (1) targeting your marketing efforts
and expertise to a particular profession or industry (e.g., valuing ESOPs, estate and gift
taxes, mergers and acquisitions); (2) contacting other professionals for assisting them with
valuation services (e.g., attorneys, accountants, bankers, security brokers); (3) personal di-
rect contact of local businesses; (4) advertising in the local and national business and ap-
praisal journals; (5) getting referrals from fellow appraisers; (6) attending conventions, con-
ferences, and other meetings of professional associations (e.g., appraisal organizations,
accountant’s societies, attorneys, chamber of commerce, banks); and (7) creating a Web site
to get local, national, and even global exposure.

2.11 APPRAISER’S DUE DILIGENCE PROCESS

Conducting effective business valuation services requires appraisers to develop proper valu-
ation strategies and perform the due diligence valuation process of using different valuation
methods, concepts, a number of sources of financial and strategic information, various state
and federal valuation regulations, and professional valuation standards. Evans (2000) sug-
gested the following tips for the appraiser in performing a business valuation due diligence.3

• Understand the valuation assignment.

• Comply with competency and independence standards.

• Watch the market.

• Know the difference between fair market and investment value.

• Know when to use the invested capital vs. equity model.

• Don’t let rates of return distort value.

• Beware of earnings measures—cash is king.

• Verify all rates of return.

• Always challenge long-term growth rates.

• Challenge premiums or discounts.

• Have pride in your report. 

2.12 CONCLUSION

This chapter has provided background information regarding the market and demand for val-
uation services, valuation service providers (appraisers), the various appraisal organizations,
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Exhibit 2.11 Appraisal Certifications and Their Attributes

Certifications/ Sponsoring Years of
Attributes Organization Establishment Education

1. Accredited in
Business Valuation
(ABV)

2. Accredited Senior
Appraiser (ASA)

3. Accredited Senior
Member (ASM)

4. Chartered Financial
Analysts

5. Certified Business
Appraiser (CBA)

6. Business Valuator
Accredited for
Litigation

7. Accredited by IBA
(AIBA)

8. Certified Valuation
Analyst (CVA)

8. Government
Valuation Analyst
(GVA)

9. Accredited Valuation
Analyst (AVA)

10. Chartered Business
Valuator (CBV)

American Institute of
Certified Public
Accountants (AICPA)

American Society of
Appraisers (ASA)

ASA

Association for
Investment
Management and
Research (AIMR)

Institute of Business
Appraisers (IBA)

IBA

IBA

National Association of
Certified Valuation
Analysts (NACVA)

NACVA

NACVA

Canadian Institute of
Chartered Business
Valuation (CICBV)

Education requirements
for CPA designation

College degree or
equivalent

College degree or
equivalent

College degree

College degree or
equivalent

None

None

Education requirements
of CPAs

College degree

Business degree

Business degree

1997

1952

1952

1963

1978

1998

1991

1991

1996

1999

1971



Continuing
Experience Examination Education Others

Ten business
valuation
engagements

1. Five years of full-
time equivalent

2. Two appraisal
reports

None

Significant professional
experience

None

None

None

Licensed CPAs

Governmental
employee

Holding ASA or CFE
designation

1. Three years of
full-time
experience;

2. Five years of part-
time; or

3. Two years of
experience and a
required course

Written examination

1. Technical and
ethics examination

2. Four courses and
related technical
exams

Eight hours of
technical exam and
one hour of ethics
exam before sitting
for the exam

A minimum three-
year program for
passing
examination; three
extensive annual
examinations

Four-hour written
examination

Four-hour written
examination

Four-hour exam

1. Two-day AICPA
course with open-
book take-home
exam; or

2. Five-day other
related course and
take-home exam

Five-day course with
open-book take-
home exam

Five-day course with
open-book take-
home exam

Written exam

60 hours and
involvement in five
business valuation
engagements every
three-year period

40 hours every five
years

40 hours every five
years

Professional continuing
education

None

None

None

Continuing education
requirements of
CPAs; 24 hours
first two years; 36
hours every three
years thereafter

24 hours first year and
36 hours every
three years
thereafter

24 hours first year and
36 hours every
three years
thereafter

40 hours every five
years

CPA in good standing

Two appraisal reports

No continuing
experience

Public company
orientation

Investment
management

Two full valuation
reports

None

None

Periodic report
writing course 
and quality
enhancement

Quality Enhancement

Quality Enhancement



and their standards and certifications. This chapter also discusses the appraisal process, in-
cluding information about engagement letters, the initial document request, and internal and
external sources of information gathered by the appraiser. Gathering and analyzing the fore-
going information will provide a framework for the appraiser to conduct a variety of valua-
tion service assignments including those pertaining to financial institutions (e.g., M & A,
IPO, ESOP). An understanding of background materials presented in this chapter is crucial
to the further development and application of valuation methodologies and techniques to
financial institutions presented in Parts II, III, and IV of this book. 
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CHAPTER 3

Overview of Mergers 
and Acquisitions

3.1 INTRODUCTION

Mergers and acquisitions (hereafter M & A) are occurring at a record pace in almost every in-
dustry, especially in the financial services industry. Falling regulatory and geographic barriers
(e.g., interstate and even global banking, the passage of the Financial Modernization Act, GLB
Act) along with banks’ unprecedented performance and levels of private equity, are contribut-
ing to this increased M & A activity. The objective of this chapter is to present a basic under-
standing of the M & A process from the standpoints of both the target and the acquirer. This
chapter provides a generic discussion of M & A transactions that can be used by all entities
wishing to grow through business combinations. More in-depth discussion of M & A transac-
tions for financial institutions is presented in Chapters 12 and 13. M & A deals are typically
viewed by both the acquirer and the target as an important means of achieving economies of
scale especially in a multiple-product market such as the financial services industry. 

The wave of M & A activities and the determinants of their behavior in the financial ser-
vices industry have begun to gain importance and have surfaced as a core issue in the finan-
cial community. The terms mergers and acquisitions are often used interchangeably by
laypeople. In a merger deal, two separate entities combine and both parties to the deal wind
up with common stock in a single, combined entity. In contrast, in an acquisition transaction,
the acquirer (bidding entity) buys the common stock or assets of the seller (target entity). The
vast majority of all business combinations are acquisitions rather than mergers. M & A ac-
tivities within the financial services industry have continued with varying levels of intensity
since the end of World War II. Recent waves of M & A in financial institutions have been
motivated by a favorable regulatory environment (e.g., elimination of intrastate and interstate
branching restrictions), continuous increase in bank earnings and stock prices, opportunities
for market expansions, favorable stock prices and strong stock market, substantial advances
in communication and data processing technologies (e.g., e-commerce, Internet banking),
greater efficiency following acquisition, and economies of scale. As M & A deals continue
to grow, as shareholders lean toward liquidity, and as acquirers offer higher premiums for
their targets, the use of the appropriate valuation process in considering the pros and cons of
these deals and estimating their values become more apparent.



3.2 HISTORICAL PERSPECTIVE OF M & A

Prior to World War II, the primary motivations for mergers and acquisitions in corporate
America were centered around the effectiveness and efficiency in operations expected to be
generated from the incorporation of economies of scale. Prior to the 1980s, geographic re-
strictions, especially the prohibition against interstate banks and even intrastate branching,
limited where and how banks could compete. The formation of bank holding companies
(BHC) allowed banks to acquire banks and other non-banking companies in different geo-
graphic locations or markets, lower their inherent tax burden, and issue commercial paper.
During the 1980s, banks began to acquire other financial services companies such as mu-
tual funds, investment, and finance companies. Many banks focused on acquiring other
banks and thrifts or commercial banks to have immediate access to the federal funds mar-
ket.1 In contrast to M & A during the 1980s that were primarily motivated to remove trou-
bled banks and thrifts, the most recent M & A in the financial services industry focused on
additional growth, increase in efficiency and effectiveness in operations, and diversification
of financial services. Exhibit 3.1 shows large bank mergers in the United States during the
1990s for target banks with assets over $10 billion.

3.3 RECENT TRENDS IN M & A

M & A in the banking sector have increased substantially during the 1990s. The develop-
ment of regional banking agreements and the relaxation of federal legislation have paved
the way for a continued increase in M & A deals for financial institutions. The number of
banks in the United States decreased about 30 percent between 1988 and 1997, while the
share of total assets held by the largest 10 banks increased from one-fifth to one-third, and
several hundred M & A occurred each year. This massive wave of M & A activities, espe-
cially in the financial services industry, will continue at least for the next several years, ac-
cording to a nationwide survey of financial consultants. The survey of 230 financial con-
sultants conducted by RHI Management Resources in 1999 reveals that more than
two-thirds (68 percent) of the respondents believe that the current level of M & A activities
will increase from 2000 through 2002.2 These survey results mirror findings of a compara-
ble survey of 1,400 chief financial officers (CFOs) conducted in 1997 in which 65 percent
of responding CFOs expected increased M & A activity through the year 2000.

M & A transactions are either the in-market type, between banks with deposits in the
same metropolitan area or rural country, or the market-extension variety between banks in
different local markets. The distinction between in-market and market-extension business
combinations is important for evaluating the causes and effects of M & A and the policy re-
sponses to M & A deals. Exhibit 3.2 presents frequency of M & A deals of banks and thrifts
from 1990 to 1999. Exhibit 3.3 shows the value of M & A deals of banks and thrifts from
1990 to 1999. The megamergers of the 1990s are Citicorp and Travelers; Bank America and
Nations Bank; Deutsche Bank and Bankers Trust; Union Bank of Switzerland and Swiss
Bank Corp.; Wells Fargo and Norwest; Société Générale and Paribas; Bank One and First
Chicago; and BankBoston Corp. and Fleet Financial Group, Inc.

In 1998, the value of M & A in the financial services industry reached the highest ever
level of $674 billion.3 The most publicized megamerger was Citicorp and Travelers with
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the estimated combined assets of $669 billion4 which provide a variety of financial services
including traditional commercial banking, investment banking, asset management, securi-
ties brokerages, and property, casualty, and life insurance. M & A, consolidations, and con-
vergence are all valid positioning tactics intended to assist combined companies to compete
more effectively in the global marketplace by: (1) shoring up existing lines of business;
(2) extending into new lines of business, and (3) eliminating former competitors. The cur-
rently overvalued stock has motivated shareholders of both the acquirer and target firms to
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Exhibit 3.1 Large Bank Mergers in 1990s

Total Assets
of Target

Year Target Bank Acquiring Bank ($billions)

1991 Security Pacific Corporation Bank America Corporation 88.0
1991 Manufacturers Hanover Corporation Chemical Banking Corporation 61.5
1991 C&S Sovran Corporation NCNB Corporation 51.4
1991 Manufacturers National Corporation Comerica Inc. 12.1
1991 Ameritrust Corporation Society Corporation 11.0
1992 MNC Financial Inc. NationsBank Corporation 17.5
1993 Key Corp, Albany, NY Society Corporation 25.5
1994 Continental Bank Corporation Bank America Corporation 22.5
1995 Chase Manhattan Corporation Chemical Banking Corporation 114.0
1995 First Chicago Corporation NBD Bancorp 65.9
1995 First Interstate Bancorp Wells Fargo & Company 55.8
1995 First Fidelity Bancorporation First Union Corporation 36.2
1995 Shawmut National Corporation Fleet Financial Group Inc. 31.3
1995 Meridian Bancorp Inc. Corestate Financial Corporation 15.0
1995 Integra Financial Corporation National City 13.7
1995 Midlantic Corporation PNC Bank Corporation 13.3
1995 BayBanks Bank of Boston Corporation 10.8
1995 Michigan National Corporation National Australia Bank Ltd. 10.2
1996 Boatmen’s Bancshares NationsBank Corporation 33.7
1996 Standard Fed Bancorp ABN-AMRO Holding NV 13.3
1997 Corestates Financial Corporation First Union Corporation 45.6
1997 Barnett Banks NationsBank Corporation 41.4
1997 US Bancorp First Bank System 31.9
1997 First of American Bank National City 22.1
1997 Signet Banking Corporation First Union Corporation 11.7
1997 Central Fidelity Banks Inc. Wachovia Corporation 10.6
1998 BankAmerica Corporation NationsBank Corporation 260.0
1998 First Chicago NBD Corporation Banc One Corporation 114.1
1998 Wells Fargo & Company Norwest Corporation 97.5
1999 Fleet Financial Group Inc. BankBoston Corp. 73.5
1999 Republic New York Corp. HSBC USA Inc. 50.4
1999 Firstar Corp. Mercantile Bancorp. 35.6
1999 Zions Bancorp. First Security Corp. 22.0
1999 Amsouth Bankcorp. First American Corp. 20.3

Source: Federal Deposit Insurance Corporation and American Banker, Inc. for target banks with assets over 
$10 billion.



consummate megamergers. Acquirers can now afford to exchange overvalued stocks for
shares of target banks and pay them high premiums without jeopardizing their operations
and cash flows. Shareholders of target banks will also receive higher prices for their shares. 

There are two types of business combinations in the financial services industry; namely
consolidation and convergence. Consolidation entails combination of resources of similar
financial institutions (e.g., banks) through M & A of, for example, banks and bank holding
companies. Convergence means the expansion of the scope or breadth of financial institu-
tions into a variety of financial services through M & A between banks and other financial
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services firms (e.g., insurance companies, securities underwriting, and mutual funds). Ex-
hibit 3.4 shows classification of business combination in the financial services industry.
Consolidation is very common in the financial services industry, while convergence of
banks with other financial service providers has been rare. However, there have been sig-
nificant acquisitions of investment banking institutions with holding companies since 1996,
and it is expected that this trend will continue at a higher pace with the passage of the GLB
Act of 1999. Although banks are now enjoying high profit margins, they will be facing in-
creasing competition from insurance companies, brokerage houses, mutual funds, credit
unions, and the like, which will be able to make consumer and business loans as well as of-
fer other banking services (e.g., savings and checking accounts) under the GLB Act. This
new wave of convergence will bring banks, mutual funds, insurance companies, and in-
vestment firms under one corporate roof.

3.4 REGULATIONS OF BANK MERGERS

Examination of M & A laws and regulations is important in understanding the continuous
trend toward M & A deals in the financial services industry. A number of laws and regula-
tions are applicable to M & A proposals in the financial services industry, and they influence
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Exhibit 3.4
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their approvals. M & A proposals are being reviewed by both the financial institutions’ reg-
ulatory agencies and the Department of Justice for compliance with applicable laws and reg-
ulations. The two major federal regulations pertaining to bank mergers are the Bank Merger
Act (BM Act) of 1960 and the Bank Holding Company Act (BHC Act) of 1956 and its 1970
Amendment.

The BM Act requires that applications for M & A by banks be processed through bank
regulators. The federal regulator responsible for bank M & A typically has regulatory au-
thority over the final form of the bank emerging from the M & A deal regardless of the
agency that regulated the bank prior to the merger.

The BHC Act requires approval by the Board of Governors of the Federal Reserve Sys-
tem of any M & A action making a bank part of a BHC affiliation. Chapter 3(c) of the BHC
specifies the required forms that disclose the following information:

• The financial history and condition of the company or companies and the banks concerned.

• Prospects after the merger, if the merger is permitted.

• The Charter of Management.

• Effects of the proposed merger on the needs and welfare of the communities.

• Whether or not the proposed M & A would expand the size or extent of the bank involved
beyond limits consistent with adequate and sound banking.

3.4.1 Antitrust Regulations

The Antitrust Department of the Department of Justice has advisory responsibility over
bank merger activities primarily because the Sherman Act and the Clayton Act often apply
to M & A deals in the banking industry. The antitrust policy, as related to M & A, is de-
signed to prevent business combinations that would lead to a substantial increase in market
power. Market power is not easily determinable and can be driven by a variety of forces
(e.g., profitability, efficiency) unrelated to business combinations. Thus, regulators and an-
titrust authorities examine the structural characteristics of the affected markets measured by
market concentration to determine the likely market power and competitive impact of a pro-
posed business combination.

The two regulatory authorities assessing M & A transactions among commercial banks
in the United States, the Federal Reserve Board and the Department of Justice (DOJ), have
traditionally employed different approaches in enforcing antitrust policies. The Office of
the Comptroller of the Currency (OCC) and the Federal Deposit Insurance Corporation
(FDIC) also have regulatory jurisdiction for antitrust enforcement in the banking industry.
The OCC and the FDIC have followed more lenient antitrust policies than the Federal Re-
serve Board and the DOJ in recent years. This is evidenced by the fact that neither the OCC
nor the FDIC has denied a proposed M & A deal on competitive grounds in the past ten
years while the Board and DOJ have challenged and caused modification of many proposed
M & A transactions.

The four important antitrust issues relevant to all M & A in the banking industry are:

• Geographic market definition.

• Product market definition.
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• Structural guidelines.

• Mitigating factors.

(a) Geographic Market Definition
The first step in antitrust assessment is to determine the proper market definition, which can
be defined as a product (or group of products) and a geographic area in which the product is
sold.5 Geographic markets are often defined locally, such as a metropolitan statistical area
(MSA) or a non-MSA county. Since financial institutions provide a wide variety of financial
services to a wide variety of customers throughout the nation and now, with the use of Inter-
net banking, worldwide, it is difficult to define geographic banking markets. Global compe-
tition opportunities and technological advances have reduced barriers to entry and expanded
the size of markets. Markets are becoming more open, which in turn makes it more difficult
for antitrust policymakers to precisely define the relevant geographic and product market.

(b) Product Market Definition
The Federal Reserve Board and DOJ have traditionally defined the relevant banking prod-
uct market for antitrust assessment and purposes as the cluster of financial services offered
by commercial banks. Financial institutions provide a cluster of financial services to their
clients, including deposits, loans, transaction activities, and other asset management ser-
vices. However, regulators have commonly used total deposits as measures of concentra-
tion. These agencies have traditionally used total deposits as a proxy for the ability of com-
mercial banks to provide this cluster of financial services to both businesses and individuals
in a given local geographic banking market. However, the use of Internet banking has ex-
panded the geographic boundaries of banking markets and made it possible and easier for
bank customers to split their various financial services among a number of providers. This
may result in a substantial weakening of the clustering of bank services, which makes the
antitrust policies in banking less predictable. Furthermore, the new wave of consolidation
and convergence makes the use of total deposits less relevant as a proxy for the measure of
concentration and market power.

(c) Structural Guidelines
The impact of the proposed M & A deals on market structure is the next step in assessing the
deal for antitrust policy purposes after clearly defining geographic and product markets. The
primary purpose of U.S. antitrust policy is to prevent M & A activities that could lead to a
substantial increase in market power, which may discourage healthy competition in the mar-
ket. Determination of direct market power is not easily attainable because of the lack of spe-
cific, reliable, and relevant information for measuring market power. Thus, antitrust author-
ities generally investigate the structural characteristics of the affected market to determine
the likely competitive effect of a proposed M & A deal. The competitive impact is measured
in terms of the potential effect of the proposed M & A deal on market concentration.

The Justice Department and banking authorities use the Herfindahl-Hirschman Index
(HHI) as a first-cut assessment of the likely impact of a proposed M & A on competition.
The HHI is calibrated as the sum of the squares of the deposit market shares of all entities
(e.g., banking organizations) in the market. The HHI is a static measure that determines
market concentration at a single point in time. Mathematically, it can be depicted as:6

HHI � �
n

i�1
 (MSi)

2
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where

MS is the market share of the bank i, and
N is the number of banks in the market.

Market structure (e.g., number, size, distribution, market shares) affects the degree of
competition in the banking industry, which is often measured by the HHI. The HHI is cal-
culated by adding up the squares of the deposit shares of participants in a banking market
and multiplying by 10,000. For example, if there are four banks in a given market and their
deposit shares are 25 percent each, the HHI would be calculated as [(.25)2 � (.25)2 � (.25)2

� (.25)2] � 10,000 � 2500. The HHI index of 10,000 is set for a monopoly market and de-
creases as the number of banks entering the market increases. Here is another example: if
the number of banks increases to five, each having 20 percent of the market, the HHI would
be 2000 [(5)(.20) 2 (10,000)]. This shows that an M & A deal may cause increases in the
HHI because the number of banks in a given market decreases. Thus, antitrust regulators
often use the HHI to screen bank M & A applications for potential monopoly or anticom-
petition. According to the 1982 DOJ guidelines, the HHI level of less than 1,000 is pre-
sumed to be unconcentrated and therefore not anticompetitive. The HHI level of 1,000 is
considered moderately concentrated, and the HHI level of greater than 1,800 is viewed as
highly concentrated and therefore anticompetitive. 

The DOJ has issued merger guidelines based on the HHI for all industries, including the
banking industry. The HHI is relevant in assessing the proposed bank M & A by consider-
ing every competitor in a market and by measuring the structural effect of the proposed
merger in a particular market. The antitrust enforcement agencies have developed a nu-
merical standard using the Herfindahl-Hirschman Index (HHI) to determine the degree of
concentration resulting from a proposed M & A. If a proposed M & A would result in an
HHI less than 1,800 (equivalent to having five or six equal-sized firms) or would increase
the HHI by fewer than 200 points (market share of 10 percent), then the proposal would be
very unlikely to raise antitrust concerns.7 These numerical standards are not deciding rules,
but rather are guidelines to assess the changes and level of concentration that may be caused
by the M & A proposal. The Federal Reserve Board has also employed the acquiring firm’s
market share as an additional merger screen. For example, if an acquirer’s proforma mar-
ket share would exceed 35 percent, the acquisition proposal would be subject to a more
stringent antitrust assessment.

(d) Mitigating Factors
The primary purpose of antitrust analysis is to determine whether a merger is likely to re-
sult in the exercise of market power. The Federal Reserve Board or DOJ assess the effects
of each merger or market concentration and the ability of the combined institution to influ-
ence the pricing of financial services both to individuals and businesses. Thus, in addition
to other considerations, the mitigating factors in M & A transactions are important in as-
sessing M & A proposals. The Federal Reserve Board, in 1997, performed a major review
of its antitrust policies and procedures. This review confirmed existing policies in the 
areas of (1) use of the cluster of banking services as the standard product line for this as-
sessment of the effects of M & A activities on competition, and (2) use of local geographic
markets as the standard for defining a market or changes in market concentration. In as-
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sessing the effectiveness of current antitrust policies and procedures, Kwast (1999, p. 636)
wrote “while antitrust constraints will occasionally affect the terms and conditions for con-
summation of a bank merger, the antitrust laws do not significantly constrain the vast ma-
jority of bank mergers and acquisitions.”8

When a proposed M & A would violate the benchmark 1800/200/35 percent initial
merger screen, the Board examines various factors that might mitigate any anti-competitive
effects that might arise from the change in structure. Examples of mitigating factors consid-
ered in assessing a proposed banking M & A are: (1) the competitive effect of potential en-
trants into local banking markets; (2) long-term market decline, acquisition of a failing bank-
ing organization; and (3) improved efficiency and effectiveness of combined institution.9

Noncompliance with the established antitrust policies should prevent M & A deals. Nev-
ertheless, the number of proposed M & A denials for financial institutions has been very
low during the past several years. Indeed, the Board has denied only two merger applica-
tions in the past several years and both denials were of acquisitions of thrift institutions in
rural banking markets.10 However, simulations have indicated that the number of banking
organizations in the United States could drop from its current level of 7.300 to 6 without
ever violating the Board HHI M & A guidelines.11

A number of studies have investigated the relationship between measures of market con-
centration and combined companies’profitability or prices. These studies (Werden, Joskow,
and Johnson, 1989; Brorenstein, 1990; Kim and Singal, 1993)12, 13, 14 examine the effects
on airfares of horizontal mergers in the airline industry and they concluded that: (1) these
mergers led to increased fares and reduced services on the affected routes; (2) the fare in-
creases tended to occur prior to merger consummation, and (3) the increased market power
was associated with business combinations.

Two recent studies (Akhavein, Berges, and Humphrey, 1998; Prager and Hannan, 1998)15, 16

examined the profit efficiency and pricing effects of mergers in the banking industry. These
studies found: (1) no evidence of significant price effects (service fees) attributable to these
business combinations; and (2) that merged banks, on average, exhibited greater reduction
in deposit interest rates (a price paid to customers by banks) than non-merged banks.

The DOJ and bank authorities apply the HHI to all mergers in the banking industry to
assess the effects of a proposed bank merger on competition and to determine the possible
violation of antitrust laws. The DOJ has issued M & A guidelines based on the HHI for
banking and other industries. The guidelines suggest that if a banking merger shows an in-
crease in the HHI of over 200 points in a given market (50 points in other industries) to a
level greater than 1,800, the bank should be further assessed for antitrust enforcement. It is
obvious that the more lenient standard, as measured by the changes in the HHI, applies to
the banking industry as compared to other industries. This more lenient standard is designed
to account roughly for competition from nonbank financial services providers (e.g., credit
unions and finance companies). Furthermore, the Federal Reserve Board takes into consid-
eration the 50 percent of the deposits held by nonbank thrift institutions in a market in cal-
culating the HHI. This HHI is typically used on a first-cut indicator of the effects of a pro-
posed merger on competition and, thus, merging banks that violate these standards are often
approved upon the presence of some mitigating factors demonstrating potential competi-
tion. Even the disapproved mergers may eventually get approved conditional on the merg-
ing bank selling some of its branches to other banks to reduce the noncompetitive structural
impact of the merger.
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Traditionally, banks were restricted by law to operate locally. Restrictions on interstate
and intrastate banking made them unable to expand their geographical markets. These re-
strictions were somehow relaxed in the 1980s and especially with the passage of the Riegle-
Neal Interstate Banking and Branching Efficiency Act of 1994. This act allows interstate
branching into almost all states that promote M & A in the banking industry. The deregu-
lation of geographical restraints on bank competition has improved banks’ performance in
increasing shareholder value by becoming more efficient or otherwise being acquired by
more profitable banks. However, the Riegle-Neal Act, by restricting the total amount of de-
posits of the merged banks to 30 percent in a single state and 10 percent nationally, did not
significantly liberalize consolidation and integration in the banking industry. The Glass-
Steagall Act and related legislation significantly restricted convergence in the financial
services industry by limiting banks’ ability to underwrite securities. Liberalization of these
restrictions began in the late 1980s with the Federal Reserve allowing: (1) bank holding
companies to underwrite corporate debt and equity through “Section 20” affiliates and
(2) revenue from underwriting corporate debt and equity to be as much as 25 percent of the
affiliate’s total revenue. This liberalization has been a powerful force behind several large
M & A between bank holding companies and securities firms. Finally, the passage of the
GLB financial modernization act of 1999 significantly liberalized M & A in the financial
services industry by allowing business combinations between banks, insurance companies,
investment firms, and mutual funds. 

A study conducted by the Federal Deposit Insurance Corporation in 1999 concluded that
merger mania during the 1990s has made the Bank Insurance Fund more likely to become
insolvent in coming years.17 The recent bank failures in 1999 (e.g., First National Bank of
Keystone in West Virginia and Best Bank of Boulder, Colorado) have created some interest
in the need for bank deposit insurance reform. Large banks are far less likely to fail than
small banks because of economies of scale, less dependence on domestic deposits for fund-
ing, better risk diversification, and fewer insured deposits per asset dollar. However, given
that large banks now control a great portion of all industry deposits, the failure of just one
large megamerged bank could be very detrimental to the future solvency of the bank insur-
ance deposit fund.

3.5 TRENDS TOWARD BUSINESS COMBINATIONS IN THE
FINANCIAL SERVICES INDUSTRY

Traditionally, customers have had their checking and savings accounts at a bank, their
mortgages at the saving and loan association (mortgage company), their insurance serv-
ices with insurance firms, and their investment activities with investing companies, mu-
tual funds, and brokerage firms. This traditional model of receiving and providing finan-
cial services is deemed to disappear upon the proper implementation of the GLB financial
modernization act of 1999. The global financial markets are becoming more intercon-
nected, and the financial services industry has moved toward expanding its financial ser-
vices through more global competition driven by advances in technology, communica-
tion, and global financial innovations. Finally, the Congress has passed the GLB Act to
recognize these realities by changing old laws and now permitting business combinations
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in the financial services industry. Market-driven responses and discipline are probably
the best policy responses to changes in the combined institutions. Banking authorities,
regulators, and supervisors should not get involved directly in micro-managing the merg-
ing institutions; however, they should assume oversight responsibility to prevent sub-
stantial negative externalities to the institutions, customers, financial services industry
and system, and taxpayers who provide the ultimate funding behind the safety net. Poli-
cymakers and regulators should also prevent significant increases in market power from
either in-market or market-extension M & A.

Policymakers should disregard this public and market misconception and moral hazard
of “too-big-to-fail.” Institutions of any size, especially merged institutions, are subject to
failure, resulting from inefficiency and ineffectiveness. In the case of convergence, when
banks combine with other financial services providers (e.g., insurance, mutual funds) it is
possible that the safety net may extend beyond banking. While it is difficult to completely
prevent the risks of non-banking activities spreading to the insured bank and giving some
of the benefits of the safety net to the non-banking activity, banking authorities should take
proper actions to ensure that no assistance or bail-out of non-banking affiliates is provided.
Exhibit 3.5 shows suggested policy responses to the wave of M & A in the financial ser-
vices industry.

The evolution of M & A in the financial services industry starts with consolidation of
local banks to improve their efficiency and effectiveness, to mergers across the nation to
expand geographical services and create synergies, and now convergence to consolidate all
financial services. The ultimate liberalization in the financial services industry would be
achieved by globalization of the industry through cross-border integration. The torrid role
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of M & A in the financial services industry is expected to continue in the twenty-first cen-
tury. Future M & A deals will be motivated by a loosening in regulations, technological ad-
vancements, a desire by large financial institutions to offer a variety of financial services
(e.g., insurance, loans, and investments), and the lure of new markets.

3.6 MOTIVES FOR BUSINESS COMBINATIONS

The primary goal and motive behind almost all M & A deals in the financial services indus-
try is congruent with the main purpose for the existence of business entities—maximizing
shareholder value. The increase in the shareholder’s wealth of the acquiring entity either
could be a result of value created by the M & A deal or could result from a wealth transfer
from bondholders to shareholders with no change in the total market value of the combined
entity. This can be achieved by: (1) improving the efficiency and effectiveness of the com-
bined institutions through economies of scale and cost saving; (2) increasing their market
power in selling prices and service fees, and (3) increasing their access to the safety net.
When two entities combine, the merged entity is expected to make more money. Other fac-
tors that may be important in an M & A deal are synergies, economies of scale, market pres-
ence, culture, cost cutting, revenue improvement, and expanding operations and territory. 

Several hypotheses have been advanced to explain the motives for business combina-
tions, especially the current M & A wave. These hypotheses, their justifications and ratio-
nales, and empirical evidence substantiating the hypotheses are presented in Exhibit 3.6.
These hypotheses attempt to explain the capital market reaction to target and acquirer firms.
Some of these hypotheses assume a non-wealth creating behavior on the part of acquirers
(e.g., hubris hypothesis) and predict that the share price of target firms will rise and those
of acquirers will drop with no net aggregate wealth creation. Other hypotheses assume a
wealth-creating behavior predicting that the share prices of target firms will rise with no
impact on share prices of acquirers. The current megamergers in the financial services in-
dustry have created an offering of universal financial services. For example, the merger of
Citicorp and the Travelers group as Citigroup has provided one-stop shopping for all fi-
nancial services. Citicorp has been a leader in consumer and corporate banking, credit
cards, and consumer loans. Travelers has been a major provider of insurance, securities, and
investment banking services. The combined Citigroup now serves as a kind of supermarket
for a variety of financial services.

3.7 DETERMINANTS OF MERGERS AND ACQUISITIONS

The wave of the current megamerger is part of a convergence trend in the financial services
industry that began in the early 1980s to share risk and save costs. This is evident by a sub-
stantial decrease in the number of financial institutions in the past decade. For example, be-
tween 1981 and 1997, the number of banks and savings and loan associations decreased to
about 40 percent (from more than 18,000 to less than 11,000).

M & A deals are becoming a common practice in the financial services industry; thus, re-
lated challenges should be properly addressed to ensure success of these deals. The challenges
to execute an M & A deal include both the opportunities to achieve a profitable M & A deal
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(e.g., financial benefits to both shareholders of the acquirer and target institution) and obsta-
cles during the combination process where both human and physical resources are eventually
forced to join. Thus, both financial opportunities and the related obstacles (e.g., different cor-
porate cultures) should be examined and assessed when contemplating an M & A deal. 

Admitting that it is impossible to identify all causes and effects of the current merger
wave in the financial services industry, the purpose is to explain and understand the most
recent mergers. Nevertheless, the current rapid pace of M & A can be attributed to several
factors. Exhibit 3.7 presents the summary of possible determinants of current M & A in fi-
nancial institutions. First, the ever-increasing number of M & A would have been impossi-
ble without the elimination of the traditional interstate and branching restrictions. Second,
the level of concentration gives more market power and purchasing power to acquire other
banks. Although banking in the United States is relatively fragmented nationally compared
to other industries (e.g., automobile, soft drink), the five largest banks have recently dou-
bled their market share. Unlike other industries (automobile, manufacturing) banks have
traditionally provided financial services to local customers, which discourages excessive
concentration at the national level. Thus, most mergers occur across local markets rather
than within them, which in turn makes measures of concentration virtually constant at the
local level, despite the wave of the consolidation nationally. 

Third, the substantial advances in information technology, communications, and data
processing play an important role in facilitating and making M & A virtually possible in the
banking industry. The use of automated teller machines (ATMs), electronic data inter-
change (EDI), financial EDI (FEDI), and Internet banking enables banks to manage infor-
mation databases more effectively and efficiently. The benefits of the technological ad-
vances in offering financial services via Internet and computer networks and reducing the
data processing costs can be more effectively realized by bigger banks. Thus, technology is
considered as the fundamental force driving the merger wave. Fourth, the extraordinary
abundance of financial capital (money) and stock prices resulting from high earnings avail-
able for investment has encouraged the ever-increasing merger wave. The excess capital has
gone into stocks, which has pushed their values to a high level in the past decade and en-
couraged shareholders of both the acquirer and target to take advantages of M & A deals.
The globally abundant financial capital resulted from globalization of economies and busi-
nesses, lower trade barriers, technological advances, and privatization, which are consid-
ered other important forces driving M & A transactions.

3.8 PERCEIVED SHORTCOMINGS OF M & A

Merger critics have argued several perceived shortcomings of an M & A deal: diminished
services, higher service fees, decreased credit availability, and undesirable impacts on
competition.18

3.8.1 Diminished Services 

People are naturally resistant to change, and especially when a bank is taken over, they find
it easier to complain about the quality of financial services they receive. The perception to-
ward diminished services can be explained by three main reasons. First, the consolidation

3.8 Perceived Shortcomings of M & A 85



E
xh

ib
it

 3
.6

M
ot

iv
at

io
na

l H
yp

ot
he

se
s 

fo
r 

M
er

ge
rs

 a
nd

 A
cq

ui
si

ti
on

s

M
ot

iv
at

io
na

l H
yp

ot
he

si
s

Ju
st

if
ic

at
io

ns
 a

nd
 R

ea
so

ni
ng

s
E

m
pi

ri
ca

l E
vi

de
nc

e

1.
 E

co
no

m
ie

s 
of

 S
ca

le

2.
 I

ne
ff

ic
ie

nt
 M

an
ag

em
en

t

3.
 R

e-
E

ng
in

ee
ri

ng

4.
 P

ow
er

5.
 G

eo
gr

ap
hi

c 
an

d 
Pr

od
uc

t 
D

iv
er

si
fi

ca
tio

n

6.
 R

ev
en

ue
 E

nh
an

ce
m

en
t

1.
C

om
bi

na
tio

n 
of

 tw
o 

or
 m

or
e 

en
tit

ie
s 

yi
el

ds
 a

n 
in

cr
ea

se
in

 e
ff

ec
tiv

en
es

s 
an

d 
ef

fi
ci

en
cy

 o
f 

th
e 

co
m

bi
ne

d 
bu

si
ne

ss
 

(e
.g

.,
in

cr
ea

se
s 

in
 p

ro
du

ct
iv

ity
 a

nd
 o

ut
pu

ts
; d

ec
re

as
es

 in
 

lo
ng

-t
er

m
 c

os
ts

.)
2.

U
ni

t c
os

t d
ec

re
as

es
 a

s 
si

ze
 in

cr
ea

se
s.

1.
T

he
 a

cq
ui

re
r 

te
nd

s 
to

 b
uy

ou
t i

ne
ff

ic
ie

nt
 m

an
ag

em
en

t o
f

th
e 

ta
rg

et
 f

ir
m

s 
an

d 
m

ak
e 

it 
ef

fi
ci

en
t.

1.
C

os
t s

av
in

gs
 r

es
ul

tin
g 

fr
om

 th
e 

di
ve

st
itu

re
 a

nd
 in

te
rn

al
re

st
ru

ct
ur

in
g 

de
ci

si
on

s 
m

ad
e 

pr
io

r 
to

 o
r 

su
bs

eq
ue

nt
 to

th
e 

bu
si

ne
ss

 c
om

bi
na

tio
n.

1.
O

pt
im

iz
in

g 
si

ze
 b

y 
el

im
in

at
in

g 
du

pl
ic

at
io

n 
an

d 
lo

w
er

in
g

un
it 

co
st

s 
of

 f
in

an
ci

al
 s

er
vi

ce
s.

2.
In

cr
ea

se
s 

in
 th

e 
si

ze
 o

f 
th

e 
bu

si
ne

ss
 r

es
ul

tin
g 

fr
om

 M
 &

A
 a

nd
 th

e 
re

la
tio

ns
hi

p 
be

tw
ee

n 
th

e 
si

ze
 a

nd
 th

e 
pr

op
os

ed
m

an
ag

em
en

t c
om

pe
ns

at
io

n 
an

d 
se

lf
 in

te
re

st
.

1.
E

nh
an

ce
d 

pr
of

ita
bi

lit
y 

an
d 

ri
sk

 m
od

er
at

io
n 

th
ro

ug
h

ge
og

ra
ph

ic
 a

nd
 p

ro
du

ct
 d

iv
er

si
fi

ca
tio

n.

1.
T

he
 im

pa
ct

 o
f 

th
e 

bu
si

ne
ss

 c
om

bi
na

tio
n 

on
 th

e 
w

ea
lth

 o
f

sh
ar

eh
ol

de
rs

 o
f 

th
e 

co
m

bi
ne

d 
en

tit
y 

(e
.g

.,
sh

ar
eh

ol
de

r
w

ea
lth

 m
ax

im
iz

at
io

n.
)

Je
ns

en
 a

nd
 R

ub
ac

k 
(1

98
3)

 f
ou

nd
 e

vi
de

nc
e 

of
ec

on
om

ie
s 

of
 s

ca
le

 r
es

ul
tin

g 
fr

om
 M

 &
 A

de
al

s.

H
an

na
n 

an
d 

R
ho

ad
es

 (
19

87
) 

re
je

ct
ed

 th
e

hy
po

th
es

is
 th

at
 p

oo
rl

y-
m

an
ag

ed
 f

ir
m

s 
ar

e 
m

or
e

lik
el

y 
ac

qu
is

iti
on

 ta
rg

et
s 

th
an

 o
th

er
 f

ir
m

s.

C
he

ng
,G

up
,a

nd
 W

al
l (

19
89

) 
fo

un
d 

ev
id

en
ce

 in
su

pp
or

t o
f 

re
-e

ng
in

ee
ri

ng
 a

s 
a 

m
ot

iv
at

io
n

fa
ct

or
 f

or
 b

an
k 

ac
qu

is
iti

on
.

Ph
ill

ip
s 

an
d 

Pa
ve

l (
19

86
) 

fo
un

d 
ac

qu
ir

in
g 

fi
rm

s
us

e 
m

er
ge

rs
 a

s 
a 

ve
hi

cl
e 

to
 in

cr
ea

se
 th

ei
r

m
ar

ke
t s

ha
re

 a
nd

 p
ro

fi
ts

.

Pi
pe

r 
an

d 
W

ei
ss

 (
19

71
) 

ar
gu

ed
 M

 &
 A

 o
cc

ur
s 

to
ov

er
co

m
e 

ge
og

ra
ph

ic
al

 li
m

its
 o

n 
ba

nk
ex

pa
ns

io
n.

H
un

te
r 

an
d 

W
al

l (
19

89
) 

fo
un

d 
th

at
 p

ro
fi

ta
bi

lit
y

m
ea

su
re

d 
by

 r
et

ur
n 

on
 e

qu
ity

 a
nd

 c
or

e-
de

po
si

t
gr

ow
th

 o
f 

ac
qu

ir
ed

 b
an

ks
 h

ad
 c

on
si

st
en

tly



7.
 T

ax

8.
 N

ew
 B

us
in

es
s 

O
pp

or
tu

ni
tie

s

9.
 D

ec
re

as
e 

R
is

k

10
. H

ub
ri

s

11
. S

yn
er

gy

12
. I

nf
or

m
at

io
n

1.
A

 m
er

ge
r 

w
ill

 c
re

at
e 

w
ea

lth
 to

 s
ha

re
ho

ld
er

s 
w

he
ne

ve
r

th
e 

ta
x 

lia
bi

lit
y 

of
 th

e 
co

m
bi

na
tio

n 
is

 s
m

al
le

r 
th

an
 th

e
su

m
 o

f 
th

e 
ta

x 
lia

bi
lit

y 
of

 th
e 

tw
o 

in
di

vi
du

al
 f

ir
m

s.

1.
C

re
at

io
n 

of
 n

ew
 b

us
in

es
s 

op
po

rt
un

iti
es

 a
nd

 m
ar

ke
t

ex
pa

ns
io

n 
th

ro
ug

h 
M

 &
 A

.

1.
R

ed
uc

tio
n 

in
 in

he
re

nt
 b

us
in

es
s 

ri
sk

 r
es

ul
tin

g 
fr

om
di

ve
rs

if
ic

at
io

n.

1.
T

he
re

 is
 n

o 
ga

in
 to

 b
e 

re
al

iz
ed

 f
ro

m
 c

or
po

ra
te

 ta
ke

ov
er

s
pr

im
ar

ily
 b

ec
au

se
 f

in
an

ci
al

 m
ar

ke
ts

,p
ro

du
ct

 m
ar

ke
ts

,
an

d 
la

bo
r 

m
ar

ke
ts

 a
re

 a
ss

um
ed

 to
 b

e 
to

ta
lly

 e
ff

ic
ie

nt
.

1.
T

he
re

 is
 a

 p
ot

en
tia

l r
ed

uc
tio

n 
in

 p
ro

du
ct

io
n 

an
d/

or
ad

m
in

is
tr

at
iv

e 
co

st
s 

w
he

n 
tw

o 
or

 m
or

e 
en

tit
ie

s 
co

m
bi

ne
.

1.
T

he
 s

ha
re

s 
of

 s
om

e 
fi

rm
s 

ar
e 

in
co

rr
ec

tly
 v

al
ue

d 
by

 th
e

m
ar

ke
t b

ec
au

se
 r

el
ev

an
t i

nf
or

m
at

io
n 

ab
ou

t t
ho

se
 f

ir
m

s
ar

e 
no

t a
va

ila
bl

e 
to

 th
e 

pu
bl

ic
.

R
os

e 
(1

98
8)

 c
on

cl
ud

ed
 th

at
 e

xp
ec

te
d:

(1
)

in
cr

ea
se

s 
in

 p
ro

fi
ta

bi
lit

y,
m

ar
ke

t s
ha

re
,

gr
ow

th
 r

at
e,

m
ar

ke
t p

ow
er

,a
nd

 s
to

ck
 p

ri
ce

;
an

d 
(2

)
de

cr
ea

se
 in

 ta
x 

lia
bi

lit
ie

s 
w

er
e

co
ns

id
er

ed
 a

s 
th

e 
im

po
rt

an
t m

ot
iv

es
 to

 p
ur

su
e

m
er

ge
r 

ac
tiv

iti
es

.

C
he

ng
,G

up
,a

nd
 W

al
l (

19
89

) 
an

d 
Pa

lia
 (

19
93

)
co

nc
lu

de
d 

th
at

 n
ew

 b
us

in
es

s 
op

po
rt

un
iti

es
 p

la
y

an
 im

po
rt

an
t r

ol
e 

in
 b

an
k’

s 
ta

ke
ov

er
.

A
sq

ui
th

 a
nd

 K
im

 (
19

82
) 

di
d 

no
t f

in
d 

ev
id

en
ce

 in
su

pp
or

t o
f 

th
e 

di
ve

rs
if

ic
at

io
n 

hy
po

th
es

is
.

R
ol

l (
19

86
) 

co
nc

lu
de

d 
th

at
 a

ny
 p

er
ce

iv
ed

m
on

et
ar

y 
ga

in
s 

of
 m

er
ge

rs
 a

re
 o

ff
se

t b
y 

th
e

tr
ue

 e
co

no
m

ic
 v

al
ue

 o
f 

th
e 

co
m

bi
ne

d 
fi

rm
.

M
ue

lle
r 

(1
98

0)
 f

ou
nd

 th
at

 n
on

-m
er

gi
ng

 f
ir

m
s

ou
tp

er
fo

rm
ed

 m
er

gi
ng

 f
ir

m
s 

in
di

ca
tin

g 
th

at
m

er
ge

rs
 le

ad
 to

 a
 r

ed
uc

tio
n 

in
 p

ro
fi

ta
bi

lit
y 

w
ith

no
 s

yn
er

gi
c 

ef
fe

ct
.

Fi
rt

h 
(1

98
0)

 f
ou

nd
 a

 p
er

m
an

en
t r

is
e 

in
 th

e 
pr

ic
e

of
 ta

rg
et

 f
ir

m
s 

ev
en

 in
 th

e 
ca

se
 o

f 
un

su
cc

es
sf

ul
te

nd
er

 o
ff

er
s.



and convergence may cause changes in the mix and pricing of financial services, which may
not be viewed favorably by customers preferring the traditional financial services mix. Sec-
ond, the economies of scales that make the merger more cost effective may dictate the stan-
dardization of financial services offered by the combined financial institution, which can
inconvenience customers who are accustomed to tailored services. Third, as banks merge
into larger institutions, there is a possibility that the combined institution may lose its
focus on providing high-touch financial services tailored to satisfy their customers’ de-
mands. The possibility of lower-touch banking may adversely affect the well-established
banking relationships with many customers.

3.8.2 High Financial Services Fees 

There is no empirical evidence that indicates that the merged financial institutions charge
higher fees for similar services after the combination. However, service fees on deposits as
a percentage of deposits have risen by 42 percent for all banks and by 67 percent for large
banks during the past decade.19 This steady increase in service charges, especially by big-
ger banks, may increase customers’ perception that merged banks charge higher fees than
smaller local community banks. Larger national banks often do charge higher fees for ser-
vices such as checking accounts, overdrafts, and the use of automated teller machines than
small local commercial banks.
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Exhibit 3.7 Determinants of M & A

1. Regulations 1. Lowering the restrictions on branching.
2. The passage of the Reigle-Neal Interstate Banking Act of 1994

eliminating interstate banking restrictions.
3. The passage of the Financial Modernization Act of 1999 (GLB)

allowing consolidation in the financial services industry.

2. Reporting and 1. Generally Accepted Accounting Principles (GAAP) vs. 
Accounting Standards Regulatory Accounting Principles (RAP).

2. Fair value standards.
3. Exposure Draft on eliminating pooling of interest methods.

3. Technological 1. Advances in communication and data processing technology.
Advancements 2. Internet banking.

3. Use of Web sites.

4. Business Practices 1. Increases in the nationwide level of concentration in financial
institutions.

2. Increases in earning power and earning quality.
3. Expanding financial services provided.
4. Steady increases in bank stock prices.
5. Increases in number of banks.
6. Reduction in bank failures.

5. Economic Factors 1. Economic growth.
2. Low interest rates.
3. Abundance of money available for investment.
4. Excess financial capital.



3.8.3 Credit Availability 

Small community banks, in most cases, by virtue of having high-touch banking relation-
ships with their local customers can tailor their financial services to their customers’ needs.
These specialized customized financial services can positively affect the availability of
credit to small businesses. The larger megamerged banks may not be able to maintain close
lines of communication between their lending officers and customers. However, large banks
can overcome this perceived negative effect of mergers by offering loan convenience such
as loan applications being made over the phone or the Web.

3.8.4 Undesirable Impacts on Competition

The recent wave of mergers in the financial services industry has raised concern with their
impact on competition. This concern has gotten the attention of policymakers and bank au-
thorities to assess the social and private benefits of M & A and to ensure that consolidations
in financial institutions are not detrimental to potentially vulnerable bank customers. Stra-
ham and Weston20 found that smaller banks tend to invest a greater proportion of their as-
sets in smaller loans than do larger banks. Berger et al.21 and Berger et al.22 concluded that
consolidations resulting from loosening of geographical restrictions led to a decline in the
supply and quality of small business loans. Prager and Hannan23 found evidence that indi-
cates merging banks tend to significantly decrease deposit interest rates compared to non-
merging banks during the twelve months prior to and subsequent to a merger suggesting
that merging banks are not passing on efficiency gains to their customers. 

There is a gap between what managers and investors expect from an M & A deal and
what employees and customers desire from such a deal. Generally speaking, shareholders
and managers are expecting a more efficient and effective combined institution resulting
from an M & A deal. Employees and customers, on the other hand, may view business com-
binations as reductions in jobs and services. One reason for these expectations is too much
emphasis on management and financial issues and inadequate attention to other factors such
as corporate culture, team-spirit chemistries, technological advances, banking systems, and
human resources, general negative attitudes toward M & A deals, and hostile feelings as-
sociated with convergence. 

Employees typically view M & A deals as threats to their position by jeopardizing their
job security through cost reduction, downsizing and resulted layoffs, or competition be-
tween staff. Non-managerial employees might view an M & A deal as a threat and react
with apathy due to the lack of proper participation and involvement during the initial plan-
ning stages. Managerial employees, on the other hand, may view the M & A deal as an op-
portunity to seize power and to advance, especially if they were involved during the tran-
sition phase of the M & A deal. Thus, proper communication with affected employees and
encouragement of their participation during the various stages of M & A could prevent
many problems during the due diligence, execution, and implementation of the business
combination. 

Continuous communication with all affected management, employees, shareholders,
and major customers of both the acquiring and target institution is an effective means of re-
ducing and controlling rumors and wild predictions during the M & A process. Since there
can be a long period of time between the announcement of a merger and the consummation
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of the M & A deal, negotiation teams should continuously communicate steps of the process
to the affected employees by means of conferences, speeches, newsletters, direct mail,
lobby displays, and videotapes. This allows people to feel that they are participating in the
process and gives them an opportunity to understand the changes that will be taking place
and the reasons for them. This communication should focus on the advantages of the con-
solidation and convergence, the growth potential and opportunities to improve services, the
role of employees in the combined institution, and how the business combination can con-
tribute to the achievement of their personal and professional goals. 

3.9 STUDIES ON MERGERS AND ACQUISITIONS

Early empirical studies on M & A (e.g., Smith)24 found that the profitability of acquired
firms was not significantly greater than that of non-merging firms. Empirical results on cap-
ital market reactions to M & A announcements are controversial and inconsistent. For ex-
ample, Piper and Weiss25 found that acquisitions by bank holding companies between 1947
and 1967 yielded no increase in earnings per share. James and Wier26 concluded that gains
to acquirer firms are positively related to the number of alternative target firms and nega-
tively associated with the number of other potential bidders in the market. More recent stud-
ies27, 28 found that merger premiums were associated with the regulatory environments for
both acquirer and target banks and their characteristics (e.g., inefficient management, syn-
ergy, and new business opportunities). Exhibit 3.8 summarizes the findings of a number of
studies on M & A.

Rose29 surveyed 591 national and state-chartered banking institutions to gather infor-
mation on their motives for M & A deals. The survey results indicate that expected increases
in profitability, market share, growth rate, market power, and stock price were considered
as the important motives needed to pursue their merger activities.

Curry30 examined a large sample (1,156 banks) to determine the pre-acquisition char-
acteristics of the banks acquired by multi-bank holding companies (MBHCs) during the pe-
riod of 1969 to 1972. Curry found significant associations between dependent variables
such as risk, pricing behavior, operating efficiency, and profitability and independent vari-
ables of market growth, bank growth, the state branching code, and the size of banks. Curry
concluded that MBHCs tend to acquire “typical” commercial banks instead of acquiring the
target banks with unique operating attributes.

Hannan & Rhoades31 analyzed 201 Texas banking organizations acquired between 1971
and 1982 according to the locations of their acquiring banks (e.g., outside or inside the tar-
get banking organizations’ markets). They found that: (1) a poorly managed bank measured
by several different ratios (e.g., return on equity, return on assets) did not have significant
influence on the probability of being acquired; (2) bank capitalization ratio (e.g., capital as-
sets) showed a significant negative relationship with the probability of being acquired; and
(3) a higher market share of a target bank increased the probability of being acquired, es-
pecially when its acquirer comes from the outside market.

Beatty et al.32 examined a number of factors that may determine a bank merger premium
and found that higher merger premiums (purchase price to book ratio) were paid to target
banks that had a higher proportion of risky assets in the asset portfolio, were well managed
and profitable, and were located in a non-competitive banking environment.

90 Overview of Mergers and Acquisitions



Exhibit 3.8 Empirical Studies of M & A

Studies Findings

Smith 1971 Found that the profitability of acquired banks was not
significantly greater than that of non-merging banks.

Lev and Mandelker 1972 Focusing on the areas of risk, growth rate, and financial
structure, they found that the monetary returns to shareholders
of the acquiring firm were higher but not statistically different
than those of shareholders of non-merging firms.

Dodd 1980 Shareholders of target firms earned large positive abnormal
returns from the announcement of merger proposals.

Piper and Weiss 1971 Acquisitions by bank holding companies between 1947–1967
yielded no increase in earnings per share.

Hannan and Wolken 1989 Found evidence that indicates that target firms show positive
returns on an average of 11.2 percent the day before merger
announcement while acquiring firms accrue negative returns
of four percent of the day prior to the day of merger
announcements.

Asquith and Kim 1982 Using a paired comparison of bond returns, found no evidence in
support of the diversification hypothesis.

James and Weir 1987 Found that gains to acquirer firms are positively related to the
number of alternative target firms and negatively associated
with the number of other potential bidders in the market.

DeAngelo, DeAngelo, and The offers (bids) are made in cash when a bidding firm perceives 
Rice 1984 its stock to be undervalued. The bid offers are typically made

with stock when the bidding firm perceives its stock to be
overvalued.

Varaiya 1986 Found that any premium paid over the market price in an M & A
deal is the result of a positive error in the estimate of value by
buyer management.

James and Weir 1987 Found evidence in support of positive target shareholders returns
and negative bidding shareholder returns.

Cheng, Gup, and Wall 1989 Concluded that target bank profitability, capital adequacy,
management efficiency, size, diversification, and leverage are
collectively significant in explaining the premium paid by the
acquirer bank.

Servacs 1991 Found that the takeover gains were larger if the target company
is performing poorly and the buying company is performing
well.

Healy, Palepu, and Found significant improvements in operating cash flows from 
Ruback 1992 increased asset productivity resulting from business

combinations.
Cornett and Tehranian 1992 Found improved returns and cash flow for a sample of bank

acquisitions resulting from attracting more loans, more
deposits, improving productivity, and increasing assets.

Palia 1993 Concluded that merger premiums were associated with the
regulatory environments for both acquirer and target banks as
well as the characteristics of both the acquirer and target
banks (inefficient management, synergy, and new business
opportunities).



Rose (1988a)33 analyzed data for all U.S. commercial banks that completed mergers be-
tween 1970 and 1980 and concluded that: (1) acquiring banks had a larger market share of
deposits and loans as well as faster growth and less efficiency in comparison with non-
merging banks; and (2) target banks showed larger market shares, faster growth in deposits
and loans, and more efficiency than non-merging banks.

Fraser and Kolari (1988)34 found a positive relationship between merger premiums de-
fined as the market-to-book ratio and target banks’ financial ratios measured as net income/
total assets, demand deposits/time deposits, and leverage. Hunter & Wall (1989)35 con-
cluded that profitability measured by return on equity and core-deposit growth of acquired
banks had consistently important effects on a merger premium. Cheng et al. (1989)36 found
a significant positive relationship between a target bank’s profitability, core-deposit growth,
loan quality, and a merger premium and negative association between the total asset growth
of the acquiring bank, the relative ratio of the asset sizes (e.g., the total assets of the ac-
quired/the total assets of the acquiring bank), and a merger premium.

O’Keefe (1996)37 analyzed merger-related data for U.S. commercial and savings banks
between 1984 and 1995 and found that: (1) acquired banks, in general, had lower earnings
and higher liquid asset portfolios than non-merging banks; and (2) the probability of be-
coming a target increases when the regulator rate on earnings is poor measured by capital
adequacy, asset quality, management quality, earnings, and liquidity. 

Several recent studies examined the effect of certain variables, such as interest rates,
interest-rate exposures, management incentives, corporate governance, and perform-
ance on the level of M & A activities. Esty et al. (1999) concluded that (1) the level of
M & A activity is more positively associated with equity indices and more negatively
correlated with interest rates for banks than non-banks; and (2) merger pricing is a func-
tion of the interest-rate environment in the sense that acquirers are paying higher prices
and earning lower returns when rates are low. Hadlock et al. (1999)39 found that
(1) banks with higher levels of management ownership are less likely to be acquired, es-
pecially in a situation where target managers depart from their jobs following the 

92 Overview of Mergers and Acquisitions

Exhibit 3.8 (Continued)

Studies Findings

Gart and Al-jafari 1993 Found that banks’ core deposits, leverage, return on assets, state
deposit cap restrictions, and non-performing assets as well as
the method of accounting (pooling versus purchase) are
statistically significant in explaining the premium paid by the
acquirer bank to the target bank.

Hadlock, Houston, and Found that banks with higher levels of management ownership 
Ryngaert 1999 are less likely to be acquired, especially in a situation where

target managers depart from their jobs following the
acquisition.

Brewer, Jackson, Juliani, Provided evidence that indicates that the passage of the 
and Nguyen 2000 Riegle-Neal Interstate Act has increased the demand for target

banks as the number of potential bidders increases, resulting
in higher M & A prices.



acquisition; (2) high rates of management turnover follow bank acquisition; and (3) cor-
porate governance or performance variables are not systematically related to the proba-
bility a bank is acquired.

Brewer et al. (2000)40 investigated whether (1) prices offered to target banks have been
increased over time; (2) increased prices encourage bank owners to sell; and (3) prices are
correlated with the financial characteristics of target banks and their market structure.
They concluded that, prior to the Riegle-Neal Interstate Banking and Branching Effi-
ciency Act of 1994, the number of potential bidders for a given target bank was limited
by laws governing intrastate and interstate M & A activities. The passage of the Riegle-
Neal Act has increased the demand for target banks as the number of potential bidders in-
creases, resulting in higher M & A prices. Brewer et al. (2000) found (1) higher perform-
ance targets, as measured by both return on assets and return on equity, receive higher
bids; (2) the lower the capital-to-deposit ratio, the larger the bid the acquiring bank is will-
ing to offer; (3) larger targets’ loan-to-assets ratios are associated with larger bid premi-
ums; (4) bank size is positively correlated with bid premiums; (5) market concentration is
not related to bid premiums; (6) changes in state and federal banking regulations have a
significant impact on both bank merger activity and prices; (7) there are higher bid pre-
miums in Southeast compact states relative to other parts of the country; and (8) when tar-
get banks are large, but not megamergers of equals, there is a greater stock market reac-
tion to the merger announcement than for other target banks, indicating that large banks
are using their increased freedom to merge in a way intended to increase the value of their
deposit insurance.

3.10 MERGERS AND ACQUISITIONS PROCESS

Exhibit 3.9 summarizes the ten phases of a typical M & A process. Although every M & A
transaction is unique, this ten-step process provides an overview of most M & A transac-
tions and describes many of the various aspects of a carefully-planned M & A deal. Chap-
ter 12 describes the M & A process in more depth from banks’ point of view. The chronol-
ogy of M & A activities in financial institutions consists of the following:

• Developing M & A strategy.

• Identifying and selecting the potential M & A target(s).

• Identifying key issues.

• Structuring the transaction.

• Starting the due diligence process of dialogue with the target.

• Negotiating the transaction.

• Discussing financial issues including pricing the transaction.

• Assessing all relevant M & A risks.

• Closing the transaction.

• Designing and implementing integration.

3.10 Mergers and Acquisitions Process 93



Exhibit 3.9 M & A Process

Phase Description

1. Strategy Establish M & A strategy consistent with your organization’s overall
Development mission, goals, and needs to grow through business combinations.

2. Target Identification Identify, screen, and select potential targets based on the criteria 
and Selection designed to achieve M & A strategy and to minimize M & A risk.

3. Risk Assessment Identify all related M & A risks including: (1) operating risk that the
combined business does not perform as expected at the time the 
M & A was approved; (2) overpayment risk of paying too much
premium to the target entity; and (3) financial risk of not having
adequate financial resources to meet debt service requirements of
the combined entity. These risks should be assessed and then
minimized in order for an M & A transaction to be a successful one.

4. Key Issues Identify key relevant issues and trends and incorporate them into the 
Identification due diligence team.

5. Transaction Schedule the initial meeting between two parties (the potential target 
Structure and acquirer). Key issues such as negotiating strategies, financing

options, deal structure, and price should be discussed in the initial
meeting. Structure the M & A transaction in such a way that is
good for both buyer and seller.

6. Due Diligence Identify and evaluate potential deal breakers and gather information 
Process that can be used to determine the purchase price and transaction

structure reflected in the non-binding letter of intent. Ensure that
functional specialists (e.g., accountants, appraisers, arbitragers,
attorneys, risk management consultants) all get involved in this
due diligence process. Analyze the target’s historical operations,
products, profitability, capital spending, and working capital
sensitivity.

7. Negotiation Negotiate the final M & A transaction by addressing issues such as
the purchase price, the structure, and other key important issues
and considerations including accounting, tax, and employee
benefits.

8. Financial Structure The financial structure depends on the size of the transaction and the
nature and quality of both the target and acquirer organization.
Incorporate the following factors in the financial structure:
estimated purchase price, the maximum amount of equity needed;
the projected amount of cash flow needed; and the method of
financing the required cash flow (e.g., debt, equity).

9. Closing Consummate the M & A transaction by completing the due diligence,
reviewing all of the closing documents, exchanging financial
consideration, and distributing all necessary documents to the
proper authorities.

10. Integration Design and implement the changes necessary to integrate a new
acquisition into an existing business. Consider relevant actions
such as downsizing, eliminating duplicated overhead, developing
new cash management/treasury systems, consolidating accounting
and management information systems, and transitioning new
employee benefits plans.
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3.10.1 Strategy Development 

The first consideration in developing M & A strategy is to decide whether or not an acqui-
sition or even a merger is an appropriate strategy for growth. The M & A strategy should
be consistent with the acquirer’s overall mission, objectives, and goals to grow through
business combinations. The M & A strategy should clearly define financial objectives, ac-
quisition criteria, and acquisition budget. Financial objectives including purchase price
will vary depending on the unique characteristics of a target entity and its industry. The ac-
quisition criteria should specify the objective(s) of acquisition as: (1) diversification of
products, services, and related business risk; (2) expansion of market share by acquiring
competitors; and (3) vertical integration by acquiring suppliers and distributors. The ac-
quisition budget should specify qualifications, talents, and plans of management for post-
acquisition integration, risk profile of management (e.g., high risk target with a greater po-
tential for high returns versus low risk probability of lower returns), and the required cash
flow including the method of financing the purchase price (e.g., debt, equity, or a combi-
nation of both). The M & A strategy should also specify the types of financial advisor(s)
and intermediaries needed for M & A consultations. Advisors and intermediaries include:
accountants, attorneys, business brokers, investment bankers, lending sources (e.g., com-
mercial bankers), and M & A specialized consultants. Exhibit 3.10 provides a list of fi-
nancial advisors, ranked by number of deals and total deal value in 1999 and the first quar-
ter of 2000.

3.10.2 Target Identification and Selection 

Identification and selection of acquisition target(s) should be done according to the es-
tablished acquisition criteria. The first step in searching for target(s) is to select the in-
dustry or industries that the acquirer wishes to consider. The industry candidate(s) can be
the industry in which the acquirer has business experience with the intention of acquir-
ing potential competitors, suppliers, or customers. The other approach is to consider other
industries that have growth potential. The acquirer’s acquisition criteria, strengths, and
experience should be matched with the particular characteristics of the industry under
consideration. The second consideration in target selection is the size and price of the tar-
get. The acquisition strategy should specify the minimum and maximum price the ac-
quirer is willing and able to pay for the target. Searching for the potential target(s) can be
handled in several ways, including through: intermediaries; personal contacts; profes-
sional referral sources such as lawyers, bankers, accountants, and appraisers; industry
contacts; and business or M & A publications. The screening process should be based on
sound screening criteria of incorporating marketing, production, financing, management,
and administrative issues into the consideration. The screening criteria should be consis-
tently and unbiasedly used to reduce the broad universe of potential acquisition candi-
dates to a handful of manageable, likely candidates. The reduced pool of candidates then
should be prioritized according to the established screening criteria. The acquirer should
obtain adequate relevant information regarding the pool of candidates for acquisition. Ex-
hibit 3.11 provides a sample list of M & A information sources, which should be of great
interest to acquirers.



Exhibit 3.10 Top Financial Advisers

Top Financial Advisers, Mid-Atlantic
2000 Q1 1999 Number Total Deal

Rank Rank Firm of Deals Value* ($M)

1 1 McConnell, Budd & Downes, Inc. 3 171.9
2 11 PR Financial LC 2 83.6
2 2 Ryan, Beck & Company 2 187.0
2 4 Sander O’Neill & Partners L.P. 2 136.8
5 11 Advest, Inc. 1 179.5
5 NR Alex Sheshunoff & Co 1 19.9
5 11 Capital Resources Group, Inc. 1 41.6
5 11 Credit Suisse First Boston Corp. 1 2,618.6
5 4 Danielson Associates 1 179.5
5 NR The Endicott Group 1 80.3
5 11 Finpro Inc. 1 7.5
5 11 Garland Mc Pherson & Assoc, Inc. 1 97.1
5 6 Goldman, Sachs & Co. 1 2,618.6
5 6 Tucker Anthony Cleary Gull 1 70.2

Top Financial Advisers, Midwest
2000 Q1 1999 Number Total Deal

Rank Rank Firm of Deals Value* ($M)

1 1 Keefe, Bruyette & Woods, Inc.2 4 162.1
1 11 RP Financial LC1 4 140.2
3 3 GRA, Thompson, White & Co. P.C. 3 6.2
4 2 McDonald Investments Inc.3 2 51.7
5 7 Austin Associates, Inc. 1 33.3
% 11 McConnell, Budd, & Downes, Inc. 1 138.7
5 22 Merrill Lynch & Co. 1 479.5
5 NR Northland Bank Investments 1 12.0
5 NR Raymond James & Associates Inc.5 1 33.3
5 NR Renninger & Associates, LLC 1 33.4
5 NR Ryan, Beck, & Company 1 133.4
5 6 Sander O’Neill & Partners L.P. 1 33.8
5 7 Stifel Nicolaus & Co. 1 34.8

Top Financial Advisers, New England
2000 Q1 1999 Number Total Deal

Rank Rank Firm of Deals Value* ($M)

1 2 HAS Associates1 1 NA
1 5 McConnell, Budd & Downes, Inc. 1 16.1
1 NR McDonald Investments Inc.3 1 12.1
1 2 Merrill Lynch & Co. 1 16.1
1 NR New England Business Adviser Inc. 1 12.1

Top Financial Advisers, Southeast
2000 Q1 1999 Number Total Deal

Rank Rank Firm of Deals Value* ($M)

1 19 Sander O’Neill & Partners L.P. 2 1,279.2
2 NR Austin Associates, Inc. 1 40.0
2 19 Austin Financial Services, Inc. 1 13.4
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Top Financial Advisers, Southeast (continued)
2000 Q1 1999 Number Total Deal

Rank Rank Firm of Deals Value* ($M)

2 19 Chaffe & Associates, Inc.1 1 NA
2 NR Credit Suisse First Boston Corp. 1 1,930.1
2 NR J.P. Morgan & Co. 1 1,930.1
2 1 McDonald Investments Inc.3 1 77.0
2 14 McKinnon & Company 1 5.8
2 14 Merrill Lynch & Co. 1 1,202.2
2 NR Morgan Stanley Dean Witter 1 1,930.1
2 19 National Capital Corporation1 1 NA
2 NR Nesbitt Burns 1 13.4
2 19 Orr Management Company 1 303.7
2 2 Robinson-Humphrey4 1 303.7
2 19 RP Financial LC 1 77.0
2 NR Salomon Smith Barney Holdings Inc. 1 303.7

Top Financial Advisers, Southwest
2000 Q1 1999 Number Total Deal

Rank Rank Firm of Deals Value* ($M)

1 4 Alex Sheshunoff & Co.1 1 NA
1 NR Belle Plaine Financial LLC 1 45.5
1 NR GRA, Thompson, White & Co. P.C. 1 6.1
1 2 Hoefer & Amett, Inc. 1 4.9
1 3 SAMCO Capital Markets1 1 NA
1 NR Stifel Nicolaus & Co. 1 45.5
1 7 The Wallach Company1 1 NA

Top Financial Advisers, West
2000 Q1 1999 Number Total Deal

Rank Rank Firm of Deals Value* ($M)

1 3 Hoefer & Amett, Inc. 4 189.9
2 5 Baxter Fentriss and Company 2 46.1
3 7 Alex Sheshunoff & Co.1 1 NA
3 NR Austin Associates, Inc. 1 3.6
3 17 Carpenter & Company 1 6.5
3 NR Dain Rauscher Corp. 1 40.2
3 1 First Security Van Kasper Inc. 1 89.5
3 NR SAMCO Capital Markets 1 15.0
3 2 The Findley Companies 1 16.7

1Deal value not included for at least one transaction
2Includes deals for Charles Webb & Co., a subsidiary of Keefe, Bruyette & Woods
3Includes deals for Trident Securities, a subsidiary of McDonald Investments Inc.
4Robinson-Humphrey is an affiliate of Salomon Smith Barney Holdings
5Includes deals for Roney Capital Markets, a subsidiary of Raymond James & Associates Inc.
*Deal Value at Announcement
NR � Not Ranked
NA � Not Available
Note: 1999 rankings are recalculated as of April 5, 2000.
Source: SNL Bank M&A DataSource



Exhibit 3.11 A Sample List of M & A Information Sources

Source Information

Online Services
America Online Financial information on public companies

including stock prices.
Bureau of Labor Statistics Economic data.
Business Profiler
Daily Stocks Public company information.
Dailog Web Over 1,000 databases.
Disclosure Online SEC filings and annual reports.
Disclosure/Spectrum Ownership Corporate ownership information.
D & B Credit Reports Financial information on more than 700,000

U.S. businesses.
Dow Jones Interactive Financial information, stock quotes, articles

from more than 3,000 periodicals.
Stock analyst’s reports.

Investex Investment data links.
Investing Financial information, analysis, full text of

general and business news.
Lexis/Nexis M & A database.
Mergers & Acquisitions M & A database.
Mergerstat Public company information
Microsoft Investor News and background on U.S. companies.
Moody’s Corporate Profiles

One Source.com Business Browser
SEC Filings SEC, NYU, Edgar Online, FreeEDGAR.

M & A database.
SNL Securities M & A database.
Securities Data Corporation Corporate information, financial information,

news, executive biographies,
Standard & Poor’s Public company information.
Wall Street Journal Interactive Edition Public company information.
Wall Street Research Net
Worldwide Mergers, Acquisitions & Alliances
Yahoo Finance

Other M & A Related Periodicals are:
1. Corporate Growth Report
2. Directory of M & A Intermediaries
3. Encyclopedia of Business Information Sources
4. Mergers & Acquisitions
5. Mergers & Acquisitions Report
6. Mergers & Corporate Policy
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3.10.3 Identifying Key Issues and Contacting Targets 

Once a group of potential candidates has been carefully selected, they should be contacted
and presented with a range of prices in order to create price competition and to maximize
shareholder value. The potential candidates are selected by identifying and considering a
number of key issues and factors unique to the acquirer such as industry, location, market-
ing, products, management, size, earnings potential, and operating results. The acquirer
should ensure that these candidates are genuinely interested in engaging in merger or sale
discussion. The price range presented to potential candidates is typically driven by the ac-
quirer’s ability to reduce the operating expenses of candidates through downsizing, which
may pose significant risk to candidates’ employees and management. This process should
assist the acquirer in selecting the appropriate and suitable target that meets the established
acquisition criteria and insure that its initial valuation fits the previously defined criteria. 

3.10.4 Structuring the Acquisition Transaction 

Structuring the acquisition transaction starts with scheduling the initial meeting between
the acquirer and the target. Key issues discussed are negotiating strategy, valuation of the
acquisition transaction, and financing options. Determining the value of the target is prob-
ably one of the most difficult aspects of the M & A transaction primarily because every busi-
ness is unique, and it is difficult to set the worth of the target at a single figure. The best way
of structuring and specifying terms of a transaction is to reach an agreement that is suitable
and acceptable to both the target and the acquirer. The following issues should be addressed
when structuring the transaction:

• The needs expressed by the target.

• The requirements of the acquirer.

• Considerations exchanged between the target and the buyer (e.g., cash, capital, combi-
nation of cash and equity).

• Income or estate tax situation of both parties.

• Accounting method used for the transaction.

• The role of the target and its management in the operations after the transaction is completed.

• Compensation and employment issues for the target and key members of its management.

• Financial structure of the purchase price.

• The valuation methods used in establishing purchase price.

• Post-closing issues (e.g., responsibility and obligation of the target, ownership of real es-
tate or other fixed assets).

3.10.5 Due Diligence Process 

Due diligence is the process of examining thoroughly the information provided by the tar-
get to determine the accuracy and reliability of the information, the acquirer’s final deci-
sion to buy the target, the purchase price, and how to finance the M & A transaction. The
primary objectives of this process are to: (1) examine all relevant information; (2) evaluate
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the key issues and potential areas of the business including financial, operational, legal, and
contractual activities; (3) assess the potential risks of the M & A transaction; and (4) decide
the purchase price and the methods of financing the transaction. The due diligence process
consists of financial, operational, and legal due diligence. The due diligence process is a
very important and time-consuming process requiring participation of key members of the
management team as well as other professionals such as attorneys, accountants, insurance
experts, investment bankers, business brokers, operational and marketing consultants, and
environmental specialists. This due diligence team should gather relevant and reliable in-
formation about the target by:

• Interviewing all key management personnel to determine the target’s strengths and weak-
nesses of each functional area and the target’s future prospects.

• Identifying and resolving deal breakers, which could delay or preclude pursuing the
transaction any further.

• Determine the integrity and competence of all key personnel of the target organization
especially those who are going to stay after the transaction is completed.

• Obtaining a thorough knowledge and understanding of the target’s business and industry
by reviewing the target’s industry specifications as well as corporate records (e.g., arti-
cles of incorporation, bylaws, minutes, stock records), material and continuous contracts,
loan agreements, pending and potential litigation, employment contracts, stockholder
agreements, royalty agreements, environmental liability, labor agreements, and any other
important legal documents. 

• Examining the financial information and representations received from the target to:
(a) evaluate the target’s financial strengths and weaknesses including historical earnings,
cash flows, financial position, and earnings potential; (b) corroborate assertions made
through interviews and other sources; and (c) provide a basis for determining financial
projections and forecasts.

• Selecting valuation method(s) in determining the purchase price. 

• Considering all possible financial methods to finance the transaction.

The due diligence process should be completed before finalizing the financial terms of
the M & A deal. Due diligence, consisting of an extensive due diligence checklist, should be
prepared by the acquirer and can be scheduled at different stages of the acquisition process.
It is usually in the best interest of both the target and the acquirer to schedule due diligence
before final price negotiation and before any letter of intent or definitive agreements are
signed. This gives the acquirer plenty of time to review the information and representations
received from the target and allows the acquirer to put forth its best and highest offer price
and reduce the risks of subsequent acquisition price changes. The target should sign a mu-
tual confidentiality agreement before exchanging information with any potential acquirers. 

3.10.6 Risk Assessment 

A number of benefits can be derived from M & A deals including: (1) the potential reduc-
tion in costs resulting from the adoption of more economical and efficient technology (syn-
ergy); (2) expanding territory by creating better market for products or services; (3) com-
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bining managerial positions and removing inefficient management; (4) economies of scale;
(5) strengthening financial position; and (6) stabilizing a cyclical or seasonal business.
However, growing through business combinations is a decision fraught with risk which may
cause failure of M & A transactions. The acquisition team should identify, assess, and min-
imize all relevant M & A risks to a prudent, rational, and intelligent business risk. This risk
assessment consists of identifying all relevant M & A risk, quantifying the risk, determin-
ing the probability of risk occurrence, and minimizing the M & A risk to the acceptable pru-
dent business risk. Relevant M & A risks, in addition to the typical business uncertainties
of competition, demand and supply changes, pricing volatility, and technological changes,
are operating, legal, overpayment, and financial risks.

Operating risk is the failure of the business combination to perform as intended and ex-
pected when the M & A transaction was completed. Factors that may cause occurrence of
an excessive operating risk are insufficient understanding and knowledge of the target busi-
ness and industry, lack of a sound post-acquisition integration plan, inexperienced man-
agement team in conducting a post-integration plan, mistakes in proper execution of the in-
tegration plan, and unrealistic expectations of the target’s prospects.

Legal risk is the probability that the legal due diligence fails to: (1) provide adequate and
relevant information on legal issues and contingencies of the target; (2) investigate the affairs
of the target; (3) uncover potential liabilities; (4) ensure compliance with applicable laws and
regulations; (5) ensure the legality of the transaction; and (6) determine properly the target’s
capability to convey agreed-upon assets, liabilities, and other attributes of the business.

Overpayment risk is the risk of paying too much premium to the target. Many factors
can contribute to the overpayment risk including:

• Undefined objectives for the valuation.

• Use of inappropriate valuation methods.

• Overestimating the market potential of the target’s products.

• Inadequate and ineffective analysis of financial position and results of operations of the
target.

• Mistakes in forecasting prospects of the target.

• Underestimating the impact of competition.

• Overestimating the potential benefits of the integration (e.g., synergies, cost saving,
economies of scale).

Financial risk is the risk of not having adequate financial resources to meet debt service
requirements of the combined entity. Factors that increase the financial risk are:

• Underestimation of the purchase price.

• Inability to raise the projected amount of equity.

• Mistakes in calculating the target’s assets and cash flow in determining the financing gap
to be filled by additional debt or equity.

• Ignoring the effect of changes in key variables (e.g., competition, economy, marketing,
products, interest rates, revenue, operating margin) on the proposed financial structure.

• Inability to generate sufficient cash flow to fund not only operations subsequent to inte-
gration but also the incurred significant debt service.
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3.10.7 Negotiation 

Negotiations play a crucial role throughout the M & A process. Continuous effective nego-
tiations addressing key issues should be conducted at every step of the process especially
when new information becomes available. The acquisition team should get all key person-
nel in both the target and the acquirer organization involved in developing a negotiating
strategy. The outside experts should also be consulted when establishing an effective nego-
tiating strategy. The negotiating strategy should be flexible enough to consider the needs,
objectives, strengths, and weaknesses of both the target and the acquirer.

The negotiation of M & A transactions consists of two phases: (1) preparing the let-
ter of intent; and (2) finalizing the acquisition agreement. The purpose of the letter of
intent is to confirm in writing the interests of the two parties (target and acquirer) and to
document the basic terms and conditions of the M & A transaction that have been agreed
upon in the initial phase of negotiation. Legal counsels should be advised in preparing
the letter of intent to ensure the non-binding aspects of the letter. Although the letter of
intent is not legally binding, it brings the parties closer to agreement by spelling out the
interests of the two parties and reducing the possibility that other buyers will make an
offer.

The definitive purchase agreement should be drafted by the acquirer’s attorney to ad-
dress the new issues that may arise during the due diligence process and to confirm terms
and conditions of the acquisition. The content of a definitive purchase agreement de-
pends on the structure of the M & A transaction. Exhibit 3.12, however, presents a typi-
cal definitive purchase agreement. After the agreements are signed and publicized, the
acquirer and the target should work together to satisfy the provisions and terms of the
agreement. Specifically, the acquirer should closely monitor the operations of the target
to ensure that: (1) the representations and warranties from the definitive agreement are
true and accurate; and (2) there are no material adverse changes in the operations or poli-
cies of the target. 

Exhibit 3.12 A Sample of Definitive Purchase Agreement

1. Description of the M & A transaction structure.
2. The types of consideration used in the M & A transaction.
3. Warranties by both the potential acquirer and the target.
4. The purchase price and what is being purchased.
5. Descriptions of any specific conditions that should be met at or before closing the M & A deal.
6. Provisions regarding the operation of the target between the date of the agreement and closing

of the M & A deal.
7. Applicable law of specifying which state laws will govern the agreements.
8. Descriptions of other terms of agreement such as general information relating to closing

procedures, expenses, indemnification, and termination of the deal.
9. Provisions for “lock-up” agreements, limiting the target’s ability to negotiate with other

acquirers.
10. A statement pertaining to truthfulness and accuracy of the target’s information, representations,

and warranties.
11. Any agreed “break-up” fee.
12. Provision for signature.
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3.10.8 Financial Structure

The financial structure depends on the size of the transaction, purchase price, and the nature
and quality of both the target and the acquirer. The first step in the financial structure is to de-
termine the purchase price. The valuation methods constitute a starting point for establishing
purchase price. Valuation methods typically being used for M & A transactions are: industry
“rules of thumb,” comparable company methods, comparable acquisition methods, asset-based
methods, capitalization methods, discounted cash flow analysis, and leveraged buyout meth-
ods. These valuation methods are discussed thoroughly in Chapter 6. After the long process of
finding a good target company, performing due diligence, negotiating a fair purchase price, and
structuring the transaction, the acquirer should find a means of financing the deal. 

The amount of financing is determined based on the following formula:
Established Purchase Price XXXX
Add: Transaction Expenses XX
Total Funds Needed XXXX
Less: Equity that can be raised (XX)

Assets that can be converted to cash (XX)
Financing needed through additional debt or equity XXX

Sensitivity analysis should be performed to determine the possible impact of changes in
key variables (revenue, operating margins, interest rates, economy, competition) on the
amount of financing. The transaction can be financed using equity, debt, or a combination
of equity and debt. There are a variety of funding resources that may consider equity in-
vestments (e.g., common or preferred stocks). Examples are business corporations, banks,
investment companies, individual investors, institutional investors, insurance companies,
domestic and multi-national corporations. Unlike debt, there are no scheduled payments for
equity funding; however, equity investors have residual interests in the company and may
exercise their controlling rights. Sources of debt financing are: (1) asset-based borrowings
against the assets of the acquired company; (2) cash flow leveraged buyouts, which are fi-
nanced, in part, by a lender who is willing to lend based on future cash flows; (3) long-term
debt (bonds); and (4) sale/leaseback transactions.

M & A transactions should be executed according to the applicable tax laws and rules.
This requires examination of both the target’s and the acquirer’s financial reports and tax
returns. Tax returns of the past eight to ten years should be reviewed to provide information
on potential tax attributes, business relationships, tax-sharing agreements, accounting for
loan fees, income taxes, M & A expenses, and projected liabilities. M & A transactions can
be in the form of stock or assets, and depending on their specifications they can be taxable
or nontaxable. If the target bank will be taxed upon receipt of stock or cash, it will ask for
higher premiums for the M & A deal. However, under the existing IRS guidelines, the
merger may be considered tax-free when target shareholders receive stock equal to 50 per-
cent of what they have given up.

3.10.9 Closing the Deal

The letter of intent and the purchase agreements usually specify a timetable to ensure that
both parties move expeditiously and prudently to close the deal after a long process of 
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finding the target, conducting due diligence, structuring the transaction, negotiating the
purchase price, and securing financing. Several procedures should be performed to profes-
sionally and legally close the transaction. Among these procedures are:

• Completing the due diligence process particularly the legal due diligence of reviewing all
important legal documents, complying with the terms of the purchase agreement, and
other applicable laws and regulations. 

• Obtaining a tax ruling if necessary.

• Receiving financing commitments

• Completing the purchase agreement

• Receiving audited financial statements.

• Complying with applicable laws and regulations.

• Securing key employment agreements.

• Resolving tax accounting issues of the transaction (tax and accounting issues of M & A
transactions will be discussed in depth in Chapters 4 and 7).

• Maintaining minimum net worth requirements.

• Obtaining of third-party consents on the transfer of material agreements, licenses, or rights.

• Consummating the deal of distributing all necessary documents to the proper parties.

• Preparing for integration.

3.10.10 Integration

Subsequent to successful closing of the transaction, the acquirer should design and imple-
ment the changes necessary to integrate a new acquisition into an existing business. An ef-
fective integration plan, which specifies all appropriate post-closing decisions and actions,
plays an important role in making the M & A deal a success. The integration plan is typi-
cally prepared by the acquirer’s management; however, participation of the target’s key per-
sonnel in finalizing the plan can tremendously improve its success. The integration plan
should clearly define the organizational structure of the newly-merged entity including ap-
propriate functional responsibilities (e.g., manufacturing, marketing, accounting), their
proper authority and responsibility, and their required human and capital resources.

Merger integration is a long-term process with a number of planned activities such as
downsizing, eliminating duplicated overhead, developing new cash management/treasury
systems, consolidating accounting and management information systems, and transitioning
new employee benefit plans. The human resources aspect of post-merger integration is very
crucial to the success of the combined entity. Merger announcements typically cause anxi-
eties on the part of employees who are wondering about the future of the merged entity and
their role, if any, in that future. 

It is inevitable that not all employees, both in managerial and non-managerial positions
in both the acquirer and the target, will be offered positions with the combined entity. In
this case, it is advantageous to the combined entity to be generous with compensation and
severance packages in order to improve new management’s reputation, morale of the re-
tained employees, and future alliances, as well as to create goodwill among customers and
employees. Employee compensation plans to compensate or protect the target’s employees
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should be properly designed in advance, even before the preparation of the letter of intent,
primarily because of the following reasons:

• Any stock option, severance, or other similar arrangements with employees should be ne-
gotiated with employees, discussed with legal, accounting, tax, and professional advi-
sors, and finally approved by the board of directors.

• Employees’ compensation packets are often priced in the M & A transaction, especially
any payments in excess of normal compensation.

• The acquirer typically considers any excess compensation in calculating the purchase
price, which in turn may reduce the amount received by the target’s shareholders.

The integration plan should consider all important issues and processes of the combined
entity’s human resources, capital resources, organization structure, and business processes
such as sales, manufacturing, supply chain, and distribution. The integration plan should
also have provisions for an annual post-merger audit for the primary purpose of determin-
ing whether the merged entity has achieved its intended goals and is continuously working
toward achievement of objectives of broadening product lines, increasing market share,
strengthening financial position, and increasing shareholder’s value. After the integration,
the acquirer and the target (the combined entity) should work together to achieve their or-
ganization’s goals. 

3.11 CONCLUSION

M & A within the financial services industry have continued with varying levels of inten-
sity since the end of World War II. Prior to the Riegle-Neal Act, the number of M & A was
limited by state law governing interstate and intrastate acquisitions. During the late 1970s
and the early 1980s, some states formed regional banking pacts to permit banks to combine
with or acquire target banks in pact states. The past two decades have witnessed substantial
increases in M & A deals in the banking industry. Ever-increasing bank consolidation has
been motivated by a favorable regulatory environment, opportunities for market expansion,
greater efficiency following M & A, strong stock market, favorable stock prices, economies
of scale, and technological advancements. 

The wave of bank consolidation during the 1990s has significantly changed the charac-
teristics and structure of the banking industry in the United States. The number of banks has
substantially decreased with far fewer local and small banks and more large and regional or
national banks. The market shares of large banks have also increased as a result of
megamergers. This rapid pace of bank M & A is likely to continue into the future and pos-
sibly accelerate in the financial services industry as a result of the passage of the Gramm-
Leach-Bliley Act of 1999. 

Regulators typically consider three fundamental factors of motives, value to society, and
optimal response when assessing an M & A deal. Motives refer to the reasons for consider-
ation and the expectations of the acquirer from the M & A deal such as achieving economies
of scale, gaining larger market share, spreading best-management and practice techniques,
and decreasing competition. Value to society is a trade-off between potential social benefits
of increases in effectiveness, efficiency, and diversification and possible social costs of 
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concentration, influence, and monopoly power. Optimal response refers to M & A activities
undertaken to minimize undesirable effects of the deal such as employee compensation,
branch divestitures, increasing quality and quantity of products. 

Recent bank M & A studies have investigated two important issues of M & A deals:
(1) what bank(s) are potential targets for acquisition; and (2) what prices were paid for ac-
quired banks. The issue of which banks chose to acquire or merge is fundamentally moti-
vated and determined by value maximization factors such as profitability, sales, and earn-
ings growth. For example, Palepu (1986)41 found that nonfinancial firms that were acquired
had lower growth, liquidity, and leverage than did firms that were not acquired. Morek,
Schleifer, and Vishny (1988)42 found that banks were more likely to be acquired when their
executives owned larger percentages of the outstanding shares. Studies of the prices paid
(premiums) in bank M & A (e.g., Cheng, Gup, and Wall, 198943; Rhoades, 198744) found
that the price-to-book paid for a bank increased with the profitability of the acquired and
decreased with the acquired bank’s capital-to-asset ratio and return on assets.

Empirical studies of M & A transactions discussed in this chapter found evidence in sup-
port of the hypothesis that: (1) target shareholders incur positive abnormal returns while ac-
quirer (bidding) shareholders experience negative abnormal returns; (2) banks that make
larger acquisitions perform better than banks making small acquisitions; (3) cash tenders
are more significant than stock transactions in determining premiums paid to targets (e.g.,
price to book-value); (4) bank takeover valuations (price-to-book) have increased; (5) num-
ber of banks has declined; (6) size of M & A deals has increased; and (7) number of M &
A deals has substantially increased.

The decision to expand through consolidation or even sell the company that is a strong
acquisition candidate is one that should be made by management and owners of the com-
pany. However, a professional, competent, and experienced appraiser or valuation firm can
provide valuable valuation services in determining the appropriate asking price based upon
market forces. Consulting and using an experienced appraiser or valuation firm can make
the tedious M & A process, explained in this chapter, easier and the M & A deal more prof-
itable to shareholders of the target company. Acquirers, especially public consolidators, of-
ten pay for their acquisitions with their own publicly traded shares, which are typically re-
stricted. Restricted shares obtained through the M & A deal cannot be sold to third parties
for some period of time, often one to two years or more. Thus, owners of the acquired com-
pany should have reasonable assurance and confidence that the acquiring company will be
as strong as it is now in one or two years, otherwise, their restricted stock may be worth
much less. A professional, competent, and experienced appraiser can assist the target com-
pany in determining the market value of restricted stocks and provide reasonable assurance
that the stock is appropriately discounted from its currently stated market value.

Empirical studies reviewed in this chapter find evidence that indicates that changes in
state and federal banking regulations have an important effect on M & A prices and activi-
ties in the banking industry. The passage of the GLB Act of 1999 repealed the 66-year-old
Glass-Steagall Act by allowing banks to form financial holding companies (FHCs) under
which they can engage in a variety of financial services including selling insurance and se-
curities products. The GLB Act also permits business combinations between banking or-
ganizations, insurance companies, brokerage firms, and mutual funds which will increase
M & A activities in the financial services industry. This Act created a number of challenges
for financial services organizations to protect consumer privacy, disclose costs, and ensure
reinvestment within the communities. It is expected that the GLB Act will cause a substan-
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tial increase in M & A activities in the financial industry. Thus, the due diligence process
presented in this chapter provides a basic understanding of the M & A process from the
standpoints of both the target and the acquirer. 

Typical problems with most M & A deals are overpayment, lack of proper assessment of
M & A risks presented in this chapter, and improper implementation and integration. Suc-
cessful M & A deals, on the other hand, are those involving consolidation of closely related
entities, small premiums, and participation and retention of acquired management. M & A
decisions involve proper analysis and assessment of strategic, financial, and integration fac-
tors discussed in this chapter. The strategic review determines whether growth, especially
through M & A, is a desirable choice. Financial institutions should perform financial analy-
sis to determine whether the M & A deal increases shareholder value creation and reduces
the risk of overpayment. Finally, the integration review determines the ability of the acquirer
to successfully integrate the acquired financial institution into its own organization. Empir-
ical studies show that ultimate success of M & A deals is measured in terms of the creation
of shareholder value. To be considered a successful M & A deal, the merger should be ef-
fective operationally, and it should also create value for acquiring shareholders.
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CHAPTER 4

Regulatory Environment and
Financial Reporting Process 
of Financial Institutions

4.1 INTRODUCTION

The safety, soundness, efficiency, and effectiveness of the U.S. banking system is best
served by: (1) a stable monetary policy; (2) effective market discipline; (3) adoptive regu-
latory environment; and (4) vigilant financial reporting process. Given the significant
changes that are taking place in financial institutions, the purpose of this chapter is to dis-
cuss the banking regulatory and financial reporting environment. This chapter examines the
three most fundamental public policy issues facing the financial services industry includ-
ing consolidation, regulatory reform, and financial reporting.

4.2 CONSOLIDATION

The recent wave of consolidations in the banking industry has resulted in fewer but bigger
banking organizations. Exhibit 4.1 lists the top 50 banks, by total assets as of the end of
1999, in the United States. Consolidations have been viewed positively in the sense that
they enhance the value of the combined institution to its owners by reducing the number of
financial services organizations chasing marginal business and running up the cost of funds.
Consolidations are also considered as effective vehicles for reducing overhead costs and
creating economies of scale and scope, which in turn would benefit customers seeking de-
sirable financial services. 

As geographic and activity deregulations are occurring in the financial services industry,
consolidations can be very beneficial to the financial services organizations and their customers
as the industry attempts to take advantage of economies of scale and scope and risk-reduction
opportunities offered by geographical diversification. The financial services industry consoli-
dation could be the result of natural global market forces driving the industry toward bigger or-
ganizations to achieve lower costs, higher profitability, and ability to compete effectively in the
global market. Several factors have played important roles in promoting the current wave of



Exhibit 4.1 Top 50 Banks by Total Assets as of 12/31/1999 in the United States

Total 
Rank Name City State Assets(K)

1 Bank of America, National Association Charlotte NC 571,732,000
2 Chase Manhattan Bank, The New York NY 332,198,000
3 Citibank, N.A. New York NY 327,899,000
4 First Union National Bank Charlotte NC 229,272,000
5 Morgan Guaranty Trust Company of New York NY 167,665,788

New York
6 Wells Fargo Bank, National Association San Francisco CA 96,316,000
7 Bank One, National Association Chicago IL 93,893,688
8 Fleet National Bank Providence RI 87,741,000
9 HSBC Bank USA Buffalo NY 79,619,379

10 Bankboston, National Association Boston MA 78,334,990
11 U.S. Bank National Association Minneapolis MN 75,384,963
12 Keybank National Association Cleveland OH 75,032,116
13 Bank of New York, The New York NY 71,794,790
14 PNC Bank, National Association Pittsburgh PA 68,187,311
15 Wachovia Bank, National Association Winston-Salem NC 63,557,835
16 State Street Bank and Trust Company Boston MA 56,226,197
17 Bankers Trust Company New York NY 51,156,000
18 Southtrust Bank, N.A. Birmingham AL 43,203,109 
19 Amsouth Bank Birmingham AL 43,189,937
20 Regions Bank Birmingham AL 42,237,958
21 Firststar Bank, National Association Cincinnati OH 40,164,088
22 Mellon Bank, N.A. Pittsburgh PA 39,619,161
23 Norwest Bank Minnesota, National Minneapolis MN 36,529,999

Association
24 Chase Manhattan Bank USA, National Wilmington DE 35,397,783

Association
25 Washington Mutual Bank Seattle WA 35,036,229
26 National City Bank Cleveland OH 34,003,107
27 Bank One, National Association Columbus OH 33,856,142
28 Union Bank of California, National San Francisco CA 33,354,513

Association 
29 Union Planters Bank, National Association Memphis TN 32,684,807 
30 Comerica Bank Detroit MI 31,242,731
31 Summit Bank Hackensack NJ 31,208,437
32 Bank One, Texas, National Association Dallas TX 30,664,622
33 Lasalle Bank, National Association Chicago IL 30,302,664
34 Branch Banking and Trust Company Winston-Salem NC 29,631,391
35 MBNA America Bank, National Wilmington DE 29,000,906

Association
36 Huntington National Bank, The Columbus OH 28,760,019
37 Crestar Bank Richmond VA 27,301,368
38 Fleet Bank, National Association Jersey City NJ 25,778,000
39 Chase Bank of Texas, National Association Houston TX 25,435,803
40 Northern Trust Company, The Chicago IL 23,500,051
41 Bank One, Arizona, National Association Phoenix AZ 23,347,658



consolidation in the financial services industry. Among these factors are technological innova-
tions, geographical diversifications, and global competition.

Government regulations have traditionally affected consolidation in the financial serv-
ices industry in two different ways. First, the McFadden Act of 1927, by vesting states with
authority to limit branch banking and to prohibit interstate banking, placed limitations on
geographic expansion of banks. Second, the Glass-Steagall Act of 1933 prohibited the line
of business expansion for banks expanding into fields such as insurance and securities un-
derwriting. Two important acts passed in the early 1980s have effectively nullified the Mc-
Fadden Act. These are the Depository Institutions Deregulation and Monetary Control Act
(DIDMCA) of 1980 and the Garn-St. Germain Depository Institutions Act (GSGDIA) of
1982. The passage of the DIDMC and GSGDI Acts and the corresponding changes in state
banking laws have encouraged a substantial consolidation and expansion in the banking in-
dustry during the 1980s. For example, in 1980 there were 12,679 banking organizations (in-
cluding 14,737 banks). These numbers decreased to 9,688 organizations (including 12,526
banks) by 1990, indicating a 24 percent decline in organizations and a 15 percent decline
in the number of banks.1 The passage of the Riegle-Neal Interstate Banking and Branching
Efficiency Act (RNIBBEA) of 1994 permits a bank holding company (BHC) to acquire tar-
get banks located in any other state. The RNIBBEA by allowing national and state bank
mergers across state lines, has lowered the previous interstate banking barriers and has had
a significant impact in stimulating the ongoing M & A activities in the banking industry.
The Glass-Steagall Act was reversed in 1999 by the GLB Act, which permits line of busi-
ness expansion combinations between banks, insurance companies, investment firms, and
mutual funds. 

4.2.1 Technological Innovations

Technology (e.g., Internet banking, visual and audio communication systems, e-commerce)
is crucial to providing financial services effectively and efficiently. Technological innova-
tions have made it possible to reduce the cost and to increase the speed of providing finan-
cial services across distances, including national and cross-border boundaries. It is assumed
that bigger financial services organizations have higher potential to expand the scale and
scope of technology in which they can invest and spread over a larger customer base. If 
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Exhibit 4.1 (Continued)

Total 
Rank Name City State Assets(K)

42 Suntrust Bank, Atlanta Atlanta GA 23,326,136 
43 Greenwood Trust Company Greenwood DE 22,581,304 
44 Manufacturers and Traders Trust Company Buffalo NY 21,623,497
45 Bank One, Michigan Detroit MI 21,122,317
46 Harris Trust and Savings Bank Chicago IL 20,210,599
47 Mercantile Bank, National Association Saint Louis MO 20,026,610 
48 National City Bank of Michigan/Illinois Bannockburn IL 18,348,993 
49 Banco Popular De Puerto Rico San Juan PR 18,258,000
50 Compass Bank Birmingham AL 18,183,920 

Source: http://www.ffiec.gov/NIC/default.htm



enhanced technology lowers the cost of offering financial services, then the bigger finan-
cial services organizations may have economies of scale and scope advantage over small
organizations. Thus, the cost and ability to afford investment in technological innovations
can be viewed as a relevant factor in explaining consolidation in the financial industry.

The new technology has facilitated mergers in the financial services industry by enabling
financial institutions to take advantage of economies of scale and related cost reduction.
The use of information technology has created opportunities for financial institutions to de-
velop more sophisticated computerized financial instruments (e.g., derivatives) by un-
bundling risks and reallocating them to parties willing and able to take the risk. The new
technology has also fostered full development of e-commerce and Internet banking. The
new information technology has made universal banking possible which enhances global
competition in the financial services industry. Technological advances are viewed as an im-
portant impetus toward consolidation because they have made it more efficient for banks to
grow larger and consolidate their operations.

4.2.2 Geographical and Activity Diversification

Prior to 1970, interstate banking was not practiced. In the late 1970s and 1980s, some states
established regional banking pacts as other states allowed even nation-wide banking sys-
tems with reciprocal arrangements.2 Exhibit 4.2 presents interstate banking laws prior to
the Riegle-Neal Act of 1994. The Riegle-Neal Interstate Banking and Branch Efficiency
Act allowed banks to expand across state lines and branch interstate by: (1) combining ex-
isting out-of-state bank subsidiaries; and/or (2) acquiring banks or individual branches
through M & A. The Act also permitted bank holding companies (BHC) to: (1) acquire
banks in any states effective September 29, 1995; and (2) merge with other banks located
in different states beginning June 1, 1997. 

Empirical studies (e.g., Adkisson and Fraser, 19903; Brewer et al., 20004) present two
competing hypotheses regarding the impact of geographic expansion and deregulation on
consolidation, in general, and prices paid for bank acquisitions in particular. The first hy-
pothesis states that prices of acquisitions increase as restrictions on geographic expansion
are reduced primarily because the number of potential bidders for a target bank increases.
The second hypothesis asserts that M & A prices decrease as restrictions on geographic ex-
pansion are reduced primarily because target banks are not protected with a market niche
to earn excess profits. Any reductions in the opportunities to earn excess returns by target
banks lower merger prices. Brewer et al. (2000)5 found empirical evidence in support of the
first hypothesis in that the removal of geographic restrictions, caused by the Riegel-Neal
Act, increased the demand for target banks as the number of potential bidders increases, re-
sulting in higher M & A prices. 

Consolidation can provide financial services with the opportunity and potential to di-
versify across products (financial services) and geographical regions. For example, large
banks can offer a greater variety of loans to a variety of customers in a variety of geo-
graphical areas through branching networks and specialized loan production officers.

4.2.3 National and Global Competition

The current banking crisis in East Asia is caused, in most part, by the excessive build-up of
short-term debt. The excessive level of short-term debt systematically increases the risks of
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Exhibit 4.2 Interstate Banking Laws Prior to Riegle-Neal Act

State Area Covered and Reciprocity

Alabama Reciprocal, 13 states (AR, FL, GA, KY, LA, MD, MS, NC, SC, TN, TX,
VA, WV)

Alaska National, no reciprocity
Arizona National, no reciprocity
Arkansas Reciprocal, 16 states (AL, FL, GA, KY, LA, MD, MO, MS, NC, NE, OK,

SC, TN, TX, VA, WV)
California National, reciprocal
Colorado National, no reciprocity
Connecticut National, reciprocal
Delaware National, reciprocal
District of Columbia Reciprocal, 11 states (AL, FL, GA, LA, MD, MS, NC, SC, TN, VA, WV)
Florida Reciprocal, 11 states (AL, AR, GA, LA, MD, MS, NC, SC, TN, VA, WV)

and DC
Georgia Reciprocal, 11 states (AL, FL, KY, LA, MD, MS, NC, SC, TN, VA, WV)

and DC
Idaho National, no reciprocity
Illinois National, reciprocal
Indiana National, reciprocal
Iowa Reciprocal, 6 states (IL, MN, MO, NE, SD, WI)
Kansas Reciprocal, 6 states (AR, CO, IA, MO, NE, OK)
Kentucky National, reciprocal
Louisiana National, reciprocal
Maine National, no reciprocity
Maryland Reciprocal, 14 states (AL, AR, DE, FL, GA, KY, LA, MS, NC, PA, SC,

TN, VA, WV) and DC
Massachusetts National, reciprocal
Michigan National, reciprocal
Minnesota Reciprocal, 16 states (CO, IA, ID, IL, IN, KS, MI, MO, MT, ND, NE,

OH, SC, WA, WI, WY)
Mississippi Reciprocal, 13 states (AL, AR, FL, GA, KY, LA, MO, NC, SC, TN, TX,

VA, WV)
Missouri Reciprocal, 8 states (AR, IA, IL, KS, KY, NE, OK, TN)
Montana Reciprocal, 7 states (CO, ID, MN, ND, SD, WI, WY)
Nebraska National, reciprocal
Nevada National, no reciprocity
New Hampshire National, no reciprocity
New Jersey National, reciprocal
New Mexico National, no reciprocity
New York National, reciprocal
North Carolina Reciprocal, 13 states (AL, AR, FL, GA, KY, LA, MD, MS, SC, TN, TX,

VA, WV) and DC
North Dakota National, reciprocal
Ohio National, reciprocal
Oklahoma National, no reciprocity for initial entry; after initial entry, bank holding

company must be from state offering reciprocity or wait 4 years to
expand

Oregon National, no reciprocity
Pennsylvania National, reciprocal



a financial crisis and causes recessions. Thus, the stability of the international financial
system is important. The 1997 Asian crisis proved: (1) that the minimum Basel capital ad-
equacy ratio of eight percent was not sufficient to compensate the systematic risk that was
taken by banks in these countries; and (2) that there was no adequate and effective risk
management system. Thus, the need for sound and consistent global banking policies and
procedures became more important as the financial services industry and financial institu-
tions are integrating worldwide. The widespread effect of the Asian Crisis of 1997 demon-
strated the growing integration of the global financial markets and the need for the global
supervisory requirements, capital adequacy, and risk management assessments. 

Economies of scale and scope as well as the potential cost reductions and geographical
and activity diversification of consolidations should enable financial services to compete
more effectively in the national and global markets. Consolidation in the financial services
industry may serve the public interest by creating social benefits if competition is main-
tained and consumer convenience of one-stop shopping is enhanced. U.S. laws governing
bank acquisitions are neutral regarding the nationality of the acquirers. Indeed, banks and
banking organizations in the United States have been open to foreign acquisitions in line
with the U.S. government’s commitment to free flow of capital among nations. However,
studies reveal that the United States has the most liberal policies on foreign bank acquisi-
tions compared to other countries.6

4.3 REGULATORY ENVIRONMENT

There are several sources of bank supervision and regulation. Exhibit 4.3 reveals regulations
pertaining to financial institutions. A bank or a savings and loan association (S & L) may op-
erate under a state or federal charter. National banks: (1) operate under federal charter; (2) are
supervised by the Office of the Comptroller of the Currency (OCC); (3) are required to be
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Exhibit 4.2 (Continued)

State Area Covered and Reciprocity

South Carolina Reciprocal, 12 states (AL, AR, FL, GA, KY, LA, MD, MS, NC, TN, VA,
WV) and DC

Rhode Island National, reciprocal
South Dakota National, reciprocal
Tennessee National, reciprocal
Texas National, no reciprocity
Utah National, no reciprocity
Vermont National, reciprocal
Virginia Reciprocal, 12 states (AL, AR, FL, GA, KY, LA, MD, MS, NC, SC, TN,

WV) and DC
Washington National, reciprocal
West Virginia National, reciprocal
Wisconsin Reciprocal, 8 states (IA, IL, IN, KY, MI, MN, MO, OH)
Wyoming National, no reciprocity

Source: Savage, Donald T., 1993. “Interstate Banking: A Status Report.” Federal Reserve Bulletin (Vol. 73,
December): 1075–1099.
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members of the Federal Reserve Board System; and (4) are required to have their deposits
insured by the Federal Deposit Insurance Corporation (FDIC). Federal S & L are: (1) char-
tered by the Office of Thrift Supervision (OTS); and (2) insured through the Savings Asso-
ciation Insurance Fund (SAIF) and the FDIC. Banks and federally insured mutual savings
are insured by the Bank Insurance Fund (BIF) of the FDIC. Exhibit 4.4 outlines a typical 
national bank’s supervisory and regulatory services. 

4.4 BANK SUPERVISION

The Federal Reserve and other U.S. and foreign bank supervisory agencies through the
Basel Committee have developed an approach for measuring and managing bank risk based
on three so-called pillars: capital standards, supervision, and market discipline.7 To super-
vise large, complex, and globally-active banks effectively, U.S. regulators (e.g., the Federal
Reserve) have developed a special supervisory program for large and complex banking or-
ganizations which focuses on continuous risk-assessment approach. Market discipline can
provide oversight functions more closely to business practice by: (1) linking banks’ fund-
ing costs of both debt and equity more closely to their risk-taking; and (2) providing a sup-
plementary reliable and objective source of information to the examination process.

Chairman Greenspan (1999) suggested a multi-track approach to bank supervision and
prudential oversight by seeking to strengthen market discipline, supervision, and minimum
capital regulation.8

4.4.1 Market Discipline

Market discipline now plays an important role in banking behavior and supervision through
disclosing adequate and relevant disclosures to market participants. This market discipline
is more important and evident when a large portion of bank assets are funded by non-
insured liabilities. An effective market discipline requires: (1) the enhancement in the
amount and kind of public disclosure that uninsured claimants need about bank activities
and on-and-off balance sheet assets; and (2) the establishment of new disclosure standards
to uniformize and improve banks’ public disclosure and risk-management practices.

Effective market discipline can be achieved when market participants including in-
vestors, financial intermediaries, and policymakers receive timely, reliable, and relevant in-
formation. This requires that financial reporting of financial institutions properly disclose
the distribution of the institutions’ internal ratings, asset quality, risk management, and
management practices. Lack of existence of uniform international accounting standards
based on fair value and ineffective enforcement of these accounting standards hamper the
quality of information being received by the global market participants. Improper financial
disclosure can cause bad decision making and poor risk management assessment which
may result in ineffective market discipline.

There should also be effective and comprehensive procedures for monitoring the per-
formance of banks worldwide in meeting the established international banking standards
(e.g., Basel Committee) as well as international accounting standards in reporting compli-
ance with banking standards. Finally, failure to require fair value accounting for financial
reporting purposes of financial institutions worldwide can induce serious distortions in the
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financial reports because there is always an incentive to realize gains on assets whose value
has increased and retain assets whose value has declined. 

4.4.2 Supervision

The most effective and efficient approach to bank supervision is to examine the safety and
soundness of the overall structure and operation of banks’ risk-management systems. Proper
emphasis and reliance on banks’ internal risk-management systems can also be used to en-
hance prudential assessment of a bank’s capital adequacy. Indeed, the Federal Reserve, in
June 1999, issued new examination guidance encouraging banks to perform self-assessment
of their capital adequacy in light of objective and quantifiable measurement of risk. This in-
ternal self-assessment will be evaluated during on-site examinations and will be considered
in assigning supervisory ratings.

According to the provisions of the Gramm-Leach-Bliley (GLB) Act and the amendment
to Regulation Y issued by the Federal Reserve Board, banking organizations can elect to
become financial holding companies and perform a variety of financial services now al-
lowed under the GLB Act. The Board also applies capital and managerial standards to for-
eign banks wishing to establish financial holding companies comparable to those pertain-
ing to U.S. banking organizations. The U.S. bank risk-based capital standards of six percent
Tier 1 capital and 10 percent total capital are also applied to foreign banks becoming fi-
nancial holding companies. In supervising FHCs, especially global FHCs, the Federal Re-
serve considers provisions of the GLB Act and relies on the Basel Committee to continue
coordinating banking supervisory policies and practices worldwide. The global capital 
adequacy, determined based on the level of underlying systematic and economic risk, is an
essential supervisory tool for fostering the safety and soundness of banks worldwide. 

Reform of the supervisory role for the Federal Reserve and regulatory structure for fi-
nancial institutions is needed to keep pace with the ever-changing characteristics and envi-
ronment of the financial services industry. The passage of the Bank Holding Company Act
Amendments of 1970 increased the role of the Federal Reserve in bank supervision and reg-
ulations. There has been debate in the financial community around the issues of whether
there is a conflict of interest in this dual role of the Federal Reserve as related to monetary
policy objectives, on one hand, and the supervision and regulation role on the other hand.
Other countries (e.g., United Kingdom) have addressed the issue of reforming regulatory
structures to better deal with the current changes in the financial services industry. Indeed,
the new Financial Services Authority (FSA) established in the United Kingdom to author-
ize, supervise, and regulate all forms of financial services including banks.9 The primary
reason for transferring bank supervision to the FSA was the current changes in “financial
innovation and globalization.” This important issue of separating central banking and bank
regulation has received considerable attention in the United States and has been addressed
by the Shadow Financial Regulatory Committee.10 The Committee made the following
observations and recommendations regarding the Federal Reserve perceived conflict of
interest problems:

There is at times a clear conflict of interest inherent in the Fed’s carrying on roles as
both a promoter of stability in the domestic and international financial markets and
as a supervisor of banking organizations. . . . The authority to supervise national
banks and their holding companies should rest with the Comptroller of the Currency,
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while similar responsibility for state chartered banks and their holding companies
should be transferred to the Federal Deposit Insurance Corporation. (Shadow Com-
mittee, Statement #153, December 7, 1998.)

Effective bank supervision in the twenty-first century according to Spillenkothen (1999)
depends on the proper development and implementation of the following strategies:

• Enhanced supervisory focus on the quality of internal systems and processes for identi-
fying, measuring, monitoring, and controlling risks.

• Active encouragement of banks to continually develop, reassess, and upgrade sound risk
management policies and practices.

• Substantial improvements in public disclosure by banks and greater reliance on financial
markets to discipline and “regulate” bank risk taking.11

4.4.3 Minimum Capital Regulation

The regulatory capital requirements can be viewed as the third pillar of bank supervision
and prudential oversight. The 1988 Basel Accord, in an attempt to create a level playing
field for international banks, for the first time, provides a common international definition
of bank capital. The regulatory capital requirements should be linked to banks’ internal risk
ratings to ensure the adequacy of capital. During the past decade, banks and bank hold com-
panies worldwide have been subject to a set of regulatory capital guidelines that define min-
imum amounts of capital to be held against various categories of on-and-off balance sheet
position. The guidelines are established based on the 1988 “Basel Accord” adopted by the
Basel Committee on Banking Supervision, comprised of bank supervisors from the G-10
countries (see Wagster, 1996 for a thorough discussion of the Basel Accord).12 Other coun-
tries have also adopted bank capital standards based on the Basel Accord that specify which
debt and equity instruments on a bank’s balance sheet qualify as regulatory capital. The
U.S. risk-based capital standards conform to the guidelines of the Basel Accord.

The initial Basel Accord and U.S. risk-based capital guidelines focused primarily on a
bank’s credit risk exposure in suggesting minimum capital standards. The primary purposes
of the risk-based capital measure according to the Basel Committee on Banking Supervi-
sion and as implemented by the Federal Reserve are to:

1. ensure that regulatory capital requirements are sensitive to differences in risk profiles
among banking organizations;

2. achieve greater uniformity and consistency in the assessment of the capital adequacy
of major banks worldwide;

3. factor off-balance-sheet exposures (e.g., derivatives) into the measurement of capital
adequacy; and

4. minimize disincentives to holding liquid, low-risk assets.

The above risk-based capital measure is intended to evaluate the credit risk associated
with the nature of banking organizations and provides a definition of capital and a frame-
work for determining risk-weighted assets by relating assets and off-balance-sheet items 
to broad categories of credit risk. A bank’s risk-based capital ratio is then calculated by 
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dividing its qualifying capital by its risk-weighted assets. This risk-based capital ration es-
tablishes minimum supervisory capital standards that apply to all banking organizations on
a consolidated basis. This ratio focuses primarily on credit risk and its impact on capital 
adequacy. Thus, for overall assessment purposes of capital adequacy, the other components
of risk, including interest rate, liquidity, funding, and market risks should be taken into 
consideration.

The two elements of the risk-based capital ratio are the qualifying capital and risk-
weighted assets. Banking organizations’ capital consists of two major components: core
capital and supplementary capital. Core capital elements, also known as tier 1 capital, con-
sist of common equity (e.g., common stock and retained earnings), qualifying noncumula-
tive perpetual preferred stock, and minority interest in the equity accounts of consolidated
subsidiaries. Supplementary capital elements, also known as tier 2 capital, include a lim-
ited amount of the allowance for loan and lease losses, perpetual preferred stock that does
not qualify as tier 2 (e.g., perpetual preferred stock of bank holding companies exceeding
the 25 percent cap of tier 1 capital), mandatory convertible securities and other hybrid cap-
ital instruments, long-term preferred stock, intermediate preferred stock, limited amounts
of subordinated debt, and unrealized holding gains on qualifying equity securities. The
qualifying capital for the purpose of calculating the risk-based capital ratio is the sum of
tier 1 and tier 2 capital less any deductions. 

The denominator of the risk-based capital ratio is the risk-weighted assets which are cal-
culated by assigning one of four broad risk categories (e.g., 0, 20, 50, and 100 percent) to
each asset and off-balance-sheet items. The four broad risk categories are determined based
on the obligor, guarantor, or type of collateral. However, the standard risk category most of-
ten used for the majority of assets is 100 percent. The risk-weighted assets are calculated
by multiplying dollar value of the amount in each category by associated risk and then
adding together to determine the risk-weighted assets. Nevertheless, in 1996, both the U.S.
risk-based capital guidelines and the Basel Accord were amended to incorporate minimum
capital standards for a bank’s exposure to market risk.13 Market risk is broadly defined as
the risk of loss from an adverse movement in the market value of an asset, liability, or off-
balance sheet position. Market risk is determined by the volatility of underlying risk factors
such as interest rates, exchange rates, equity prices, or commodity prices as well as the sen-
sitivity of the bank’s portfolio to movements in these risk factors.

Currently, capital standards focus on the market risk resulting from a bank’s trading ac-
tivities as well as its overall exposure to interest risk. The market risk capital standards re-
quire both a quantitative minimum capital charge based on the output of a bank’s internal
risk-management model and a number of qualitative standards for the measurement and
management of market risk. The qualitative standards incorporate some of the basic prin-
ciples of sound risk management into the capital requirement and consists of:

• A risk measurement system that is conceptually sound and adequate and is implemented
effectively with integrity.

• Periodic stress tests of its portfolio to assess the impact of extreme market conditions.

• An independent risk control unit that is separate from the business units that generate
market risk exposure.

• An independent review of the bank’s risk management and measurement process con-
ducted by internal and/or external auditors.
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The qualitative capital requirements consist of separate capital charges for general mar-
ket risk and specific risk. General market risk is defined in the capital standards as the risk
resulting from movements in the general level of underlying risk factors such as interest
rates, exchange rates, and equity prices and commodity prices. Specific risk is defined as
the risk of an adverse movement in the price of an individual security due to factors related
to the individual insurer which is intended to cover even the credit risk.

The Federal Reserve amended its risk-based capital framework in August 1996 to in-
corporate a measure of market risk. Financial institutions with $1 billion or more trading
activity or global trading activity greater than 10 percent of their total assets should assess
their market risk using their internal value-at-risk (VAR). Financial institutions may calcu-
late VAR using an internal model based on variance-covariance matrices, historical simu-
lations, Monte Carlo simulations, or other statistical approaches.

The 1996 market-risk amendment requires that a supervisor request the following quar-
terly market-risk related information:14

• Total trading gain or loss for the quarter;

• Average risk-based capital charge for market risk during the quarter;

• Market-risk capital charge for general risk during the quarter;

• Average one-day VAR for the quarter;

• Maximum one-day VAR for the quarter;

• Larger one-day loss during the quarter and the VAR for the preceding day;

• The number of times the loss exceeded the one-day VAR during the quarter, and for each
occurrence, the amount of the loss and the prior day’s VAR;

• The cause of back-testing exceptions, either by portfolio or major risk factor;

• The market-risk multiplier currently in use.

An institution’s VAR measures must also meet the following quantitative requirements:

• The VAR methodology must be commensurate with the nature and size of the institu-
tion’s trading activities and risk profile.

• VAR measures must be computed each business day based on a 99 percent (one-tailed)
confidence level of estimated maximum loss.

• VAR measures must be based on a price shock equivalent to a 10-day movement in rates
and prices.

• VAR measures must be based on a minimum historical observation period of one year for
estimating future price and rate changes.

• VAR model data must be updated at least once every three months and more frequently
if market conditions warrant.

• VAR measures may incorporate empirical correlations both within and across broad risk
categories.

• VAR measures must be reviewed for aggregating VAR estimates across the entire port-
folio.
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The general market risk charge is based on the bank’s internal value-at-risk model,
which determines an estimate of the maximum amount that the bank can lose on a particu-
lar portfolio over a given holding period with a given degree of statistical confidence level
and precision. A number of empirical approaches have been used to calculate value-at-risk
estimates based on the behavior and movements of underlying risk factors (e.g., interest
rates, exchange rates).15 For the purposes of the supervisory standard, these value-at-risk
estimates are calculated on a daily basis using a minimum historical observation period of
one year, or the equivalent of one year if observations are weighted over time. The capital
charge for general market risk is equal to the average value-at-risk estimate over the previ-
ous sixty trading days (approximately one quarter) times a “multiplication factor,” typically
equal to three (3) calibrated to a ten-day, 99th percentile standard. This common supervi-
sory standard is required to ensure that the capital charge entails a consistent prudential
level across banks. For example, if the ten-day, 99th percentile value-at-risk is calculated to
be $100, it means that the bank would expect to lose more than $100 on only 1 out of 100
ten-day periods. The purpose of this supervisory minimum capital standard is to ensure that
banks hold adequate capital to withstand the impacts of prolonged and/or severe adverse
movements in the market rates and prices that affect the value of their trading portfolios.

The specific risk capital charges are intended to cover the risks of adverse price move-
ments related to factors pertaining to the issuer of an individual security and are applicable
to long- and short-term debt and equity positions in the bank’s trading portfolio. Under the
initial risk-based capital guidelines, long-term debt and equity positions in the trading port-
folio were subject to capital charges ranging from zero percent (for government securities)
to eight percent (for corporate debt and equity) of the book value of the positions (see Dim-
son and Marsh, 1995 for an in-depth discussion of regulatory capital requirements for 
securities firms).16

4.4.4 Safety and Soundness

The three core components of capital requirements as discussed by Estrella (1995) are: (1) a
definition of capital; (2) a measure of the bank’s exposure to risk that the capital is intended
to cover; and (3) a required relationship between the two amounts.17 Approximately once
every 12 to 18 months, federal or state supervisors examine each U.S. commercial bank to as-
sess its safety and soundness. This examination reveals the CAMELS rating measuring the
bank’s Capital adequacy, Asset quality, Management, Earnings, Liquidity, and Sensitivity to
market risk determined by the supervisor. Each bank is rated from 1, the highest, to 5, the low-
est, on each of the component categories and given a composite rating. Banks with a rating of
1 (sound in every respect) or 2 (fundamentally sound) are not likely to be constrained in any
way by supervisory oversight. Banks with a CAMELS rating of 3 (flawed performance) are
likely to have potential problems addressed by the examiners that are considered to be cor-
rectable. Banks with a 4 rating (potential of failure, impaired viability) are viewed to incur a
significant risk of failure. Finally, banks with a CAMELS rating of 5 (high probability of fail-
ure, severely deficient performance) are those banks with the most severe problems. These
ratings are determined by the examination of a combination of publicly-available information
(e.g., financial statements, audit reports) and private information produced by bank examin-
ers during their investigation (e.g., the quality of individual loans). 

These CAMELS ratings on individual institutions are viewed as extremely confidential
by each of the bank regulators. Until recently, the Federal Deposit Insurance Corporation
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(FDIC) had a policy of not disclosing the CAMELS rating even to bank management. Re-
cently, supervisors report these ratings only to top management of the bank, who may not re-
veal them to employees, customers, or financial market participants. Therefore, neither the
public nor any financial market participants (e.g., financial analysts) have access to
CAMELS rating data on individual banks. It is assumed that the public release of such data
can be very detrimental to a bank, particularly if it became widely known that examiners de-
termined a bank had a very high probability of failure. Even though the CAMELS ratings
are not publicly available, banks prefer to have a good rating because it can affect the extent
of their minimum capital requirements, the frequency and nature of future supervisory 
examinations, the types of activities undertaken, and the amount a bank pays for deposit
insurance. Berger and Davies (1994) found that the CAMELS ratings are value-relevant
containing useful private information uncovered during the course of bank exams that is
not known to the public.18

4.5 FINANCIAL MODERNIZATION: THE GRAMM-LEACH-BLILEY
ACT

Mergers and acquisitions among U.S. banks and thrifts, which trailed off in 1999 (total M
& A deals of 349) compared to a booming 1998 (total M & A deals of 506) are expected to
substantially increase for several reasons, including improvements in banks’ profitability,
the expected elimination of pooling-of-interest accounting, the implication of the Gramm-
Leach-Bliley Act, and increases in the number of prime acquisition targets. The 1990s have
experienced an unpredictable pace of bank mergers and acquisitions. Number of bank M &
A deals grew from 170 in 1990 to 413 in 1998. As a result of M & A activities, the number
of banks operating in the United States has declined over 30 percent since 1990. 

On November 12, 1999, President Clinton signed the Gramm-Leach-Bliley Act known
as the Financial Services Modernization Act allowing banks to merge with securities firms
and insurance companies within financial holding companies. The Act makes banking reg-
ulations more consistent with marketplace realities and financial services more aligned with
the needs of consumers. This Act will further expand the merger opportunities for banking
organizations and may tend towards a new wave of convergence in the financial services
industry. The provisions of the Act are as follows:

• Permits commercial banks to affiliate with investment banks by repealing provisions of
the Glass Steagall Act of 1933.

• Allows companies that own commercial banks to offer any type of financial services by
modifying the Bank Holding Company Act of 1956.

• Permits subsidiaries of banks to offer a broad range of financial services that are not
allowed for banks themselves.

• Removes remaining statutory limitations on the financial activities allowable in banking
organizations for qualified bank holding companies.

• Creates “financial holding companies” that may conduct a broad range of financial ac-
tivities including insurance and securities underwriting, merchant banking, real estate
development and investment.
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• Delays approval of cross-industry mergers until 120 days after enactment (mid-March 2000.)

• Establishes restrictions on the locations of the new or expanded nonbank financial activ-
ities within the banking organization.

• Blends functional supervision of the component entities with umbrella supervision of
consolidated financial holding companies by requiring that: (a) the Federal Reserve su-
pervises the consolidated organization; (b) bank regulators regulate and supervise the
banking subsidiaries; and (c) functional regulators supervise and regulate selected non-
bank components.

• Improves privacy protections on disseminating information about customer accounts to
third parties.

• Affects the implementation of the Community Reinvestment Act of 1977 (CRA) includ-
ing the requirement that a bank holding company cannot become a financial holding com-
pany unless all the company’s insured depository institutions have a CRA rating of at least
satisfactory. The CRA requires banks that take deposits in a community to also make a cer-
tain level of loans available to that community including low- and moderate-income areas.
Banks are regularly examined for compliance with the CRA on their lending investments
and community development activities in particular areas and can obtain one of four rat-
ings: outstanding, satisfactory, needs to improve, and substantial noncompliance. 

Proponents of the Act argue that the act will benefit consumers by allowing “one-stop-
shopping” for all of their financial services and will enable U.S. financial services providers
to compete more effectively in the global market. Critics of the Act argue that the Act’s im-
plementation will lead to unhealthy concentration of financial services, will weaken re-
quirements that banks reinvest funds in local communities, and inadequately protect con-
sumers’ private financial information. The banking industry would benefit from the
provisions of the Act in the following ways:

• National banks including community banks through their established subsidiaries will be
able to offer their financial services without geographical limitations.

• Community banks under $500 million in assets obtain much greater access to Federal
Home Loan Bank advances which expands their ability to obtain lendable funds and meet
other liquidity needs.

• National and state banks remain protected from discriminatory state rules on the sale of
insurance and other financial services.

• Banks of all sizes are able to offer a wide range of financial products and services with-
out the costly restraints of outdated laws (e.g., the “town of 5000” provision).

• Banking organizations and other financial services companies (e.g., securities, insurance,
financial technology) are able to combine much more readily.

The GLB Act of 1999 will affect the Community Reinvestment Act (CRA) in three
ways: (1) qualification process; (2) examination process; and (3) sunshine provisions:

1. Qualification process: Based on the provisions of the GLB Act, all subsidiaries and
affiliates of banking organizations should have CRA ratings of at least satisfactory to
qualify for establishing financial holding companies (FHC) or converting the existing
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bank holding companies to FHCs. These provisions of the GLB Act further extend the
review of CRA performance to transactions involving nonbanking financial activities.

2. Examination process: Currently small insured depository institutions are examined on
a three-year cycle for compliance with applicable laws and regulations including CRA,
Equal Credit Opportunity, and Truth in Lending. The GLB Act changed this three-year
cycle, for small institutions only, to a four-year interval or a five-year cycle if the in-
stitution’s last CRA rating was “satisfactory” or “outstanding,” respectively.

3. Sunshine provisions: Sunshine provisions of the GLB Act require financial institutions
to provide new data on their lending agreements with community groups. If these lend-
ing agreements involve loans of $50,000 or above a year and payment of $10,000 or
above per year, then both the institution and the community groups must publicly dis-
close the agreements and make annual reports to the institution’s regulator. Even though
institutions’ regulators do not influence these lending agreements with community
groups, they enforce compliance with their reporting requirements under the GLB Act.

The GLB Act permits creation of new types of regulated institutions namely “financial
holding companies” that are authorized to offer a broad range of financial products and
services. A financial holding company is a bank holding company whose depository insti-
tutions are well capitalized and well managed. The GLB Act and the Federal Reserve Board
have established rules that specify conditions that must be met for a bank holding company
or a foreign bank to become a financial holding company authorized to engage in expanded
activities. The Federal Reserve Board has approved 362 financial holding companies, as of
August 2000, in the 11 regulatory federal reserve districts. To become a financial holding
company, a domestic bank holding company must file with the appropriate Reserve Board
a written declaration that contains the following information:

1. a statement that the bank holding company elects to be a financial holding company,

2. the name and head office address of the company and of each depository institution
controlled by the company,

3. a certification that all depository institutions controlled by the company are well capitalized,

4. the capital ratios for all relevant capital measures, and

5. a certification that all depository institutions controlled by the company are well managed. 

The GLB Act authorizes a financial holding company to engage in the following activities:

1. activities pertaining to banking under the Bank Holding Company Act (e.g., lending,
leasing, investment advice),

2. normal activities in connection with the transaction of banking abroad (e.g., manage-
ment consulting),

3. financial activities such as underwriting and dealing in securities, insurance under-
writing, and merchant banking,

4. any other activities that are financial in nature, incidental to financial activities, or com-
plementary to financial activities. Prior Federal Reserve Board approval is required for the
cases of being incidental to financial activities and complementary to financial activities.
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4.6 FINANCIAL REPORTING PROCESS OF FINANCIAL
INSTITUTIONS

Current financial statements of banks are combinations of values derived from fair-value,
cost-basis, depreciation, amortization, impairment, and other accounting standards. The
1980s and early 1990s witnessed the greatest number of financial institution failures in U.S.
history. The savings and loan association crisis of the 1980s and banking organization fi-
nancial problems of the early 1990s caused many to question the usefulness and relevance
of historical cost financial reporting in reflecting the true economic net worth of troubled
financial institutions. Many troubled financial institutions had negative economic net
worth, even though based on historical cost accounting, they reported positive net worth in
excess of regulatory requirements.

The highly publicized crisis in the S & L industry has been attributed to a number of
causes including economic downturn, deregulation, fraud, changes in tax laws, problems in
real estate markets, and lax lending standards. Mandated accounting standards have also
been criticized for their tendency to overstate financial institutions’ earnings, net worth, and
underlying asset values. There is no evidence that indicates that the use of historical cost
accounting caused financial institutions to fail; however, many argue that fair value ac-
counting would have provided warning signals of possible financial difficulties and led reg-
ulators, bank supervisors, and other financial statement users to address the institutions’ fi-
nancial difficulties earlier.

During the S & L crisis, many S & Ls had a negative spread between the asset yields and
cost of funds that resulted in both a negative cash flow and a decrease in the value of the
loans. These decreases in S & L net worth encouraged financial institutions to use Regula-
tory Accounting Principles (RAP) as a means of meeting government-mandated minimum
capital requirements. During the S & L crisis, the Federal Home Loan Bank Board
(FHLBB) permitted S & Ls to deviate from generally-accepted accounting principles
(GAAP) in certain ways as part of a program of regulatory forbearance. There are several
differences between RAP and GAAP used by business firms. For example, under RAP, fi-
nancial institutions could deter losses of sales of assets with below-market yield. This prac-
tice allowed the write-off of loans over the life of the loan rather than when the loss occurred
(as GAAP required). Another example of following RAP in violation of GAAP was that
regulators permitted an increase to the capital account of S & Ls for the appraisal value of
owned property, which helped boost the S & Ls net worth above the minimum capital re-
quirements. Brewer (1989) stated that “GAAP reveals that many of the currently insolvent
S & Ls have been insolvent for quite some time. In contrast, RAP suggests that the prob-
lem is more recent.”19

The S & L debacle has demonstrated the insufficiency and irrelevancy of historical costs
in reflecting economic reality of business. The lack of fair value accounting encouraged S
& Ls to recognize transactions that were not in the best interest of the institution. For ex-
ample, S & Ls often recognized the increase in value of the bonds sold as income or net
worth, while any decline in the value of bonds were ignored or not written down. The seri-
ousness of problems facing the S & L industry led to the passage of the Financial Institu-
tions Reform, Recovery, and Enforcement Act (FIRREA) in August 1989. Furthermore, in
1991, the Federal Deposit Insurance Corporation Improvement Act (FDICIA) introduced
mandatory procedures called prompt correction action (PCA), which requires regulators to
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promptly close depository institutions when their capital falls below predetermined quan-
titative standards. The FDICIA also required that RAP be no less conservative than GAAP
in determining the regulatory capital requirements.

During the past two decades, there has been considerable interest in the reporting by fi-
nancial institutions of the fair values of their financial instruments either as complements
or substitutes for historical book values. Traditionally, the financial community, regulatory
bodies, standard-setting authorities, and the accounting profession have continued to ex-
press conflicting views of the desirability and feasibility of using the fair value accounting
(FVA) approach for financial reporting purposes. The accounting profession and legislators
have not fully confronted the issue of FVA with historical cost accounting (HCA); however,
the new accounting standards indicate that they are heading in this direction. Fair value,
market value-based, mark-to-market, and market-value accounting are frequently used in-
terchangeably as synonyms.

The adoption of FMV for financial reporting purposes has long been a subject of con-
troversy, both in the financial community and the accounting professions. Proponents of
FVA (e.g., Morris and Sellon, 199120; Mondschean, 199221) assert that its use in financial
reporting provides more useful and reliable financial information and reduces the alleged
gain-trading problems of selling high-quality assets to recognize gains while retaining
poor-quality assets to avoid realizing related losses. Advocates of FVA also believe that fair
value provides more relevant and useful measures of assets, liability, and earnings than the
use of historical cost. Opponents of FVA (e.g., Mergh, 199022; Sulton and Johnson, 199323)
take the position that it is not justifiable nor reasonable to report intermediate fluctuations
in investment value until it is realized. In addition, the major arguments against fair market
value (FMV) center around the possible volatility in reported earnings and owner’s equity
resulting from the use of FMV and the lack of reliability and objectivity in determining
FMV of items that are not publicly traded. Nevertheless, disclosure of objectivity-measured
and reliable fair values could improve the effectiveness of market and regulatory discipline
and to the extent that the use of FVA improves the measurement of capital, it could call for
more timely supervision action of capital-impaired institutions. 

The financial services industry has been depicted as strongly opposed to any move to-
ward the use of FVA. KPMG Peat Marwick24 (KPMG Coopers now, 1992) conducted a sur-
vey in 1992 which shows that 90 percent of the participating bankers, analysts, and users
of financial statements in the United States opposes the use of fair value accounting.
Ninety-five percent of the respondents prefer historical cost accounting, with supplemental
fair value disclosures. The survey found that users of financial statements (e.g., investors,
analysts) were less opposed to their use of FVA than preparers of financial statements. Even
though the fair value accounting debates relate to all financial items of all entities (e.g., as-
sets, liabilities, owner’s equity items) the focus has been on the use of FVA for assets and
liabilities of financial institutions, especially banks’ investment securities. 

The usefulness of historical cost-based financial statements is extensively debated in the
literature. Historical balance sheet measurements are viewed as irrelevant, and more useful
concepts such as fair value are suggested as measurement attributes. If the purpose of fi-
nancial institutions is to increase shareholder’s value, the existing historical financial re-
porting fails to properly report changes in shareholder value. Currently, Pricewaterhouse
Coopers, one of the big five CPA firms, has developed an approach called ValueReporting,
which focuses on cash and nonfinancial measures driving shareholder value creation.25
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ValueReporting is a comprehensive set of financial and other nonfinancial performance
benchmarks tailored to the company that provide both historical and predictive indicators
of shareholder value creation. It focuses on value creation and the underlying activities that
are crucial to the company’s ability to generate sustainable shareholder value.

The main theme of ValueReporting is that management should compile and report rele-
vant, reliable, and timely information regarding the company’s value derivers and factors that
increase the shareholder’s value. Factors that are driving the change in corporate reporting
are changes in the capital market and the internal characteristics of the company. Changes in
the capital market consist of (1) ever-increasing globalization of capital markets; (2) grow-
ing interest in the concept of shareholder value; (3) consolidation and convergence in most
industries, especially the financial services industry; (4) greater use of technology and so-
phisticated valuation models; and (5) investors’ investment strategies of holding stock on a
long-term basis to create value. Changes in the internal characteristics of companies include
(1) shareholder value orientation (greater focus on cash flow); (2) increasing use of balanced
scorecards linking performance to shareholder value creation; and (3) embedding of value-
based management systems and procedures. This ValueReporting can be used as supple-
mentary reporting to the existing financial reports to provide additional relevant information
to users of financial reports, especially investors. The ValueReporting approach provides fair
value information for all financial items that can be useful as the global economy and busi-
ness shift away from industrial and move toward a more service-based business and econ-
omy. For example, it is easier to determine the value of manufacturing inventory than the
value of the user base of an Internet shopping site. Thus, as intangible assets grow, more
value-relevant information on these assets should be disclosed on a timely basis. 

Theoretically, there are three possible approaches to the implementation of FVA for fi-
nancial reporting purposes: (1) adopt FVA for certain assets, with an objectively deter-
minable fair market value (e.g., trade investments); (2) piecemeal adoption of FMV for se-
lected assets and liabilities (e.g., match funds with liabilities of similar duration); and
(3) adopt a comprehensive FVA system to determine and disclose fair value of all on-and-
off balance sheet assets, liabilities, and owner’s equity. The Financial Accounting Standards
Board (FASB) has eventually moved toward the possible requirements of a comprehensive
FVA system for financial institutions during the past 20 years by issuing a number of State-
ments of Financial Accounting Standards (SFAS) pertaining to the fair value of financial
instruments. The FASB has issued several SFAS on disclosure of the fair value of financial
instruments including loans, equity securities, and derivatives. They are as follows:

• SFAS No. 105, “Disclosure of Information about Financial Instruments with Off-Balance
Sheet Risk and Financial Instruments with Concentration of Credit Risk,” in March 1990.

• SFAS No. 107, “Disclosure about Fair Value of Financial Instruments,” in December 1991.

• SFAS No. 114, “Accounting by Creditors for Impairment of a Loan,” in May 1993.

• SFAS No. 118, “Accounting by Creditors for Impairment of a Loan—Income Recogni-
tion and Disclosure,” in August 1994.

• SFAS No. 119, “Disclosure about Derivative Financial Instruments and Fair Value of
Financial Instruments,” in October 1994.

These SFAS require additional disclosures of the fair value information on both assets
and liabilities as well as the accounting treatment for loan impairment. A loan is impaired

132 Regulatory Environment and Financial Reporting Process of Financial Institutions



when it is probable that the creditor cannot collect all amounts due according to the loan
agreements.

One major difficulty with these standards is that they permit a wide variety of approaches
which may impair comparability of financial statements. Another concern with these stan-
dards is that the valuation exercise often takes place at the end of the reporting period and
management has a variety of options in determining fair value. Since market information at
the year end is the key criterion in most valuation methods, and a variety of methods can be
used, year-end valuation estimations may not properly reflect the performance of the bank’s
secured or unsecured loans during the fiscal year. Although SFAS Nos. 105, 107, and 118
were steps in the right direction, fair values suggested in these standards did not address the
risk aspect of loan types or asset composition. Finally, the FASB has issued SFAS Nos. 115
and 133, which establish guidelines for the measurement, recognition, and reporting of fair
values of investment in debt and equity securities as well as derivatives, respectively.

4.7 STATEMENT OF FINANCIAL ACCOUNTING STANDARDS (SFAS)
NO. 115

The FASB issued SFAS No. 115, “Accounting for Certain Investment in Debt and Equity
Securities” in May 1993. SFAS No. 115 is one of the challenging accounting standards per-
taining to financial institutions. SFAS No. 115 intended to: (1) provide better uniformity in
the financial reporting process of financial institutions; (2) standardize portfolio account-
ing practices across industry lines; (3) establish guidelines for the fair value measurement,
recognition, and reporting of investments in debt and equity securities; and (4) discourage
financial institutions from selectively selling securities recorded at historical cost in an at-
tempt to manage their reported earnings (gains trading). SFAS No. 115 has generated wide-
spread interest and criticism by requiring the use of fair value accounting for certain in-
vestments in debt and equity securities. SFAS No. 115 defined the following terms:

• Financial Instruments. SFAS No. 115 defines a financial instrument as a debt or equity
security that evidences an ownership interest in an entity or a contract that: (1) contrac-
tually obligates an entity to transfer cash or another financial instrument to a second en-
tity or exchange financial instruments on potentially unfavorable terms with the second
entity; and (2) provides that second entity a contractual right to receive cash or other fi-
nancial instruments from the first entity or exchange other financial instruments on po-
tentially unfavorable terms with the first entity.

• Security. SFAS No. 115 defines a security as a share, participation, or other interest in
property or in the issuer’s enterprise that is represented by a financial instrument that can
be divisible into classes of shares, participations, interests, or obligations. Securities in-
clude debt securities (also called credit instruments) and equity instruments, which rep-
resent ownership interests in a company.

• Fair value. SFAS No. 115 retains SFAS No. 107’s definition of fair value as the amount
at which buyers and sellers are willing, not forced as in a liquidation sale, to exchange fi-
nancial instruments. Management should determine these values from the most active
stock exchanges as possible using quoted market prices. For example, auction markets
(e.g., the New York Stock Exchange) would be preferable to dealer markets that usually
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contain buy-sell “spreads” (e.g., the over-the-counter markets). Similarly, broker mar-
kets, where buyers and sellers often do not know each other’s needs (e.g., private place-
ments) are preferable to principal-to-principal markets, where buyers and sellers ex-
change securities for cash using intermediaries’ services. Techniques now available to
measure fair value include closing prices for auction markets, the average of closing bid
and asked prices for dealer markets, using broker prices or quoted values of “similar” fi-
nancial instruments to ascertain the value of certain not-readily-available fair values, and
relying on “valid” mathematical models (e.g., capital pricing, binomial pricing, or Black-
Sholes models) for certain types of financial instruments. 

• Debt securities include U.S. Treasury bonds, U.S. agency securities, municipal securities,
convertible debt, corporate bonds, commercial paper and secured debt instruments, such
as collateralized mortgage obligations, but not unsecured trade accounts receivable and
consumer loans payable.

• Equity securities consist of an entity’s ownership interest in another entity or right to ac-
quire or dispose of such an interest at a fixed or determinable price, including common
stock, stock rights and warrants, and put and call options. Financial instruments also in-
clude foreign currency forward contracts, loan agreements, financial options and guar-
antees, loan commitments and letters of credit, but not convertible debt or redeemable
preferred stock.

• SFAS No. 115 specifies that fair values of equity securities are readily determinable if
they are traded on a securities exchange registered with the Securities and Exchange Com-
mission or in the over-the-counter market, provided that sales prices or bid-and-asked
quotations are currently determinable (i.e., if they are published and based on current
transactions). However, SFAS No. 115 does not apply to investments in equity securities
that were accounted for under the equity method or financial statement consolidation. 

SFAS No. 115 classifies securities into three categories: held-to-maturity, trading, and
available-for-sale. It also establishes different financial reporting treatments for each cate-
gory of securities. 

1. Held-to-maturity
A financial institution should carry, at amortized cost, all debt securities that it has both
the positive intent and ability to hold to maturity. Thus, management may not include
securities in this category that it plans to hold for an indefinite amount of time or lacks
a specific intent to sell or redeem by a specific date. Since the fair market value of such
securities will normally reverse in the long-term, management should recognize no
gains and losses on such debt instruments until the financial instruments mature. 

2. Trading
Entities purchase trading debt and equity securities for resale purposes, primarily to
make short-term profits rather than holding them for longer-term capital appreciation.
Financial institutions should thus carry at market value and include in income all un-
realized gains and losses of such securities that were bought and held for the purpose
of selling them in the near-term (e.g., within the entity’s operating cycle). Trading se-
curities also include mortgage-backed securities held for sale in conjunction with mort-
gage banking activities. Portfolio managers often continually trade financial instru-
ments in this category.
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3. Available-for-sale
Entities should classify all securities that are not classified in the held-to-maturity or
trading categories as available-for-sale. This catch-all category includes debt securities
that do not meet the “intent-to-hold” criteria and equity securities that are not classi-
fied as trading securities. Financial institutions should carry these investments at mar-
ket value and include unrealized gains and losses as a separate component of stock-
holders’ equity without first going through the income statement, thereby minimizing
earnings fluctuations on changes in the market values of such debt and equity securi-
ties. Management should defer recognizing in income unrealized gains and losses un-
til realizing the revenues from these financial instruments. Exhibit 4.5 reveals report-
ing requirements of SFAS No. 115 for each securities category.

4.8 AUDITING PROPER CLASSIFICATIONS OF MARKETABLE
SECURITIES

SFAS No. 115 in establishing accounting for certain investment securities relies heavily on
management’s intent and the entity’s ability to hold the investment, but auditors needed
some guidance to help “verify” this “ability.” Thus, Statement on Auditing Standards (SAS)
No. 81, “Auditing Investments,” which becomes effective for periods ending on or after De-
cember 15, 1997 provides further guidance to auditors to evaluate such intent and ability.
When evaluating management’s intent, auditors should consider if actual investment activ-
ities are consistent with management’s stated intent, which ordinarily requires examining
records of investment strategies, records of investment activities, instructions to portfolio
managers, and minutes of meetings of the board of directors or the investment committee.
In evaluating an entity’s ability to hold a debt security to maturity, auditors should consider
factors such as the entity’s financial position, working capital needs, operating results, debt
agreements, and other relevant contractual obligations as well as laws and regulations.

SAS No. 81 also provides guidance regarding valuation of investments and evaluation
of other-than-temporary impairment conditions. SAS No. 81 discusses various circum-
stances that may require differing auditing procedures ranging from testing quoted market
prices for marketable securities to the need to consider the use of a specialist when a fair
value estimate is based on a complex valuation model. The SAS also gives examples of fac-
tors to consider when an other-than-temporary impairment condition exists.

When auditing an entity’s investments, auditors should be familiar with applicable ac-
counting guidance and with the rules that apply both to the particular type of entity and to
the types of investments it holds. SAS No. 81 discusses the evidence needed to corroborate
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Held-to Maturity Trading Securities Available for Sale

Basis for Measurement Amortized Cost Fair Value Fair Value
Recognition of No recognition. Recognize in Recognize in 

Unrealized Gains Footnote disclosure Earnings. Stockholders’ Equity.
and Losses only.



assertions related to debt and equity securities investments primarily since the FASB now
requires greater use of management’s intent and ability to hold financial instruments and
the related measuring of FMV. Since valid approaches to determine fair value can vary 
with the type of investment, auditors should determine if the entity’s fair value is consistent
with the approach specific in SFAS No. 115. For example, the use of market value quota-
tions as opposed to estimation techniques is required when measuring the fair value of eq-
uity securities accounted for under SFAS No. 115.

4.9 TAX CONSIDERATION OF FAIR VALUE

The Revenue Reconciliation Act of 1993 expressed the position of the U.S. Congress on
FVA for the financial services industry. Section 13223 of the 1993 Act requires the use of
FVA for securities dealers and added Section 475 to the Internal Revenue Code. Section 475
affects the tax treatment of banks and other financial institutions that qualify as “dealers in
securities” and provides a new boost toward the ultimate adoption of FVA for financial re-
porting and tax purposes. Exhibit 4.6 compares the provisions of SFAS No. 115 and Sec-
tion 475.26 The major similarities between Section 475 and SFAS No. 115 are: (1) the re-
quirement of the use of FVA for securities reported for 1994 and thereafter;
(2) establishment of more uniformity for certain investments in debt and equity securities;
and (3) changes in managerial and financial activities of affected entities. The major dif-
ferences are: (1) in the application of FVA rules; (2) classification of securities; (3) defini-
tion and nature of affected entities (dealers in securities); and (4) timing and character of
gain or loss recognition for financial reporting and tax purposes.

Under Section 475: (1) securities dealers are required to use the mark-to-market method
with respect to securities held in inventory; (2) a security may be any stock, bond, or other
evidence of indebtedness; a beneficial interest in a widely-held partnership or trust; various
notional principal contracts; and any option, forward, contract, currency, short position, or
other derivative financial interest in the above securities; and (3) the mark-to-market rules
do not apply to: (a) any security held for investment; (b) any evidence of indebtedness that
dealers acquire or originate in the normal course of their business provided they are not held
for sale to customers; and (c) any security that is issued as a hedge for another security that
is not subject to the mark-to-market rules or as a hedge for a position, income right, or lia-
bility that is not a security in the taxpayer’s hands; and (4) a dealer in securities is defined
as any taxpayer who: (a) regularly purchases securities from or sells securities to customers
in the ordinary course of a trade or business; or (b) regularly offers to enter into, assume,
offset, assign, or otherwise terminate positions in securities with customers in the ordinary
course of a trade or business.

The mark-to-market tax rules complement SFAS No. 115 and force financial institutions
to report their earnings and investment portfolios on a more timely and realistic basis. The
adoption of Section 475 significantly affects asset/liability management strategies of many
financial institutions that have not traditionally been considered as securities dealers. Un-
der Section 475, a community bank, thrift, or any other taxpayer that makes and then sells
loans may be a dealer in securities. The implementation of SFAS No. 115 and Section 475
can: (1) reduce gains trading which is the practice of selling appreciated securities to rec-
ognize gains while retaining those that have fallen in value as long-term investments;
(2) cause financial institutions to manage their investment portfolios more cautiously by re-
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quiring disclosure of fair value which better reflects the true economic value of assets and
liabilities; and (3) provide early warning signals of financial difficulties by reflecting the
fair value of assets and liabilities. 

4.10 RECENT DEVELOPMENT OF FAIR VALUE ACCOUNTING

Many in the financial community believe that the existing financial reporting model, based
on historical cost, is not keeping up with rapid changes in information technology, the global
economy, and business. The FASB issued a proposal to make fair value accounting manda-
tory for virtually the entire bank balance sheet. The release of preliminary views suggesting
fair value accounting has moved the FASB a step closer to adopting this controversial method
of valuing assets and liabilities. Fair value accounting would present investors with relevant
and useful information on the true current value of a loan, derivative, security, or deposit.

In December 1999, the FASB issued its Preliminary Views (PV) entitled, “Reporting
Financial Instruments and Certain Related Assets and Liabilities at Fair Value.”27 The ob-
jective of the PV is to solicit comments on the Board’s views regarding issues pertaining to
reporting financial instruments at fair value. The FASB has reached preliminary decisions
about: (1) the definition of fair value; (2) the definition of a financial instrument; and
(3) general guidance for determining fair value. The FASB, however, has not yet decided
when, if ever, it will be appropriate and feasible to report fair values of all financial instru-
ments in the basic financial statements. 

The FASB states that a financial instrument is one of the following: “(1) cash; (2) an
ownership interest in an entity; (3) a contractual obligation of one entity to deliver a finan-
cial instrument to a second entity and a corresponding contractor’s right of the second en-
tity to receive that financial instrument in exchange for no consideration other than release
from the obligation; and (4) a contractual obligation of one entity to exchange financial in-
struments with a second entity and a contractual right of the second entity to require an ex-
change of financial instruments with the first entity.” To further clarify this broad definition
of a financial instrument, the FASB provided examples of the types of financial instruments
as well as items that are considered as financial instruments and items that are not financial
instruments. These items are summarized in Exhibit 4.7. 

The FASB defines fair value as “an estimate of the price an entity would have realized
if it had sold an asset or paid if it had been relieved of a liability on the reporting date in an
arm’s length exchange motivated by normal business considerations. That is, it is an esti-
mate of an exit price determined by market interactions.” The FASB is in favor of exit prices
as a proxy for fair value. The exit price for an asset or a liability is the price at which it could
be sold or settled at present, which is determined by the market’s estimate of the present
value of its expected future cash flows. The exit price should reflect the amount, timing, and
uncertainty of future cash flows of the entity that owns the asset or owes the liability. The
estimated market exit price for a financial instrument can be determined as follows:

• Based on the price of the identical instrument, if it is available and traded in the same
active market.

• Based on prices in observed transactions. If more than one active market exists for the 
particular instrument and if a similar instrument is traded more recently than the identical
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Exhibit 4.7 Contractual Rights and Obligations that Are/Are Not Financial Instruments

Contractual Rights and Obligations that Are Financial Instruments
Contractual obligations to deliver financial instruments and corresponding rights to require delivery

of financial instruments.
• Obligations to pay and the corresponding rights to require payment, for example, accounts,

notes, and loans payable and receivable, debt securities, demand and time deposits, insurance
claims payable and receivable, and derivative settlements after the settlement amount is fixed. 

• Obligations to return borrowed securities, obligations to deliver financial instruments for which
payment has been received, and the corresponding rights to require return or delivery.

• Insurance policies and warranty contracts that will be settled in cash. 
• Reinsurance contracts that will be settled in cash.
• Derivatives that require net settlement in cash or other financial instruments.
• Contracts excluded from Statement 133 in paragraph 10(e), that is, “weather derivatives.”
• Financial guarantees.

Contractual obligations to exchange financial instruments and corresponding rights to require
exchange of financial instruments.
• Cardholder’s options in credit card contracts.
• Loan commitments. 
• Lines of credit.
• Securities options.
• Forward exchanges of securities. 

Similar Contractual Rights and Obligations that Are Not Financial Instruments
Contractual obligations to deliver items other than financial instruments and corresponding rights to

require deliveries of those items. 
• Obligations to deliver goods or services that have been prepaid. 
• Obligations to return a borrowed item other than a financial instrument. 
• Warranty guarantees that provide for repair or replacement of the warranted items. 
• Insurance policies that provide for services or property replacement.

Contractual obligations to exchange financial instruments for items other than financial instruments
and corresponding rights to require those exchanges. 
• Forward exchanges or optional exchanges of services or goods other than financial

instruments, for example, purchase orders and sales orders, whether or not they are considered
“normal purchases and normal sales” under paragraph 10(b) of Statement 133 and commodity
contracts that are required to be settled by deliveries of commodities. 

Other Similar Assets and Liabilities that Are Not Financial Instruments
• Taxes payable. 
• Tax refunds receivable.
• Deferred taxes.
• Legal (other than contractual) requirements to issue or renew insurance policies. 
• Certain accruals of revenues and expenses, for example, obligations to repair environmental

damage that are not yet liabilities to a particular entity.



instrument, the price of the identical instrument should be adjusted for changes in market
factors since the date of the last transaction.

• Estimates based on actual transactions should be used if they are available. In some cases,
transaction prices require adjustment especially when: (a) the observable transactions are
not recent and there is compelling evidence that a current price would be different; (b) two
parties to the transaction are affiliates (e.g., related parties transactions); and (c) one party
to the transaction is subject to financial or regulatory difficulties.

• When there is more than one market for certain instruments, the portfolio of items can be
used in estimating the exit price. The exit price of the portfolio might be higher than the
total of the exit prices of the individual instruments. In this case, the fair value should be
based on the market with the most advantageous price which is the optimum accessible
market price. The most advantageous price would be a higher exit price for an asset and
a lower exit price for a liability. 

• The market exit price is considered to be the best evidence of the fair value of an asset or
liability when it is obtainable in a market to which the entity has reasonable access. 

• The market exit price may not be obtainable on which to base fair value when: (a) a cur-
rent exchange is not possible or readily available; (b) the instrument is unique or highly
unusual; and (c) market participants do not disclose prices or valuation models regard-
ing similar instruments. Under these circumstances, the exit price must be determined
based on a combination of general market information (e.g., interest rates, exchange
rates) and internally developed estimates and assumptions based on the present value of
future cash flows. 

• The present value calculations should be based on the projected cash flows for a finan-
cial instrument including contractual rights and obligations and cash expected to be de-
livered or exchanged under the contract. 

• The projected cash flows should be adjusted for the following items: (a) the time value
of money (e.g., discount rate); (b) expectations and changes in future conditions about
possible variations in the amount or timing of these cash flows; (c) the risk premium
which is the price marketplace participants expect to receive for bearing the uncertainty
inherent in the asset or liability; and (d) other factors such as market imperfections, an-
ticipated profit margins, and illiquidity.

Under GAAP the best evidence of fair value is quoted market price in an active market.
However, in the absence of quoted market prices, the fair value should be estimated based
on reasonable, justifiable, and relevant assumptions. For example, in valuing the interests
retained from the sale of the higher risk assets (for example, subprime and high loan-to-
value assets.) The fair value of these expected future cash flows should be recorded on bal-
ance sheets as assets under retained interests. The fundamental assumptions in the valua-
tion of these retained interests, among others, include default rates, loss severity factors,
discount rates, prepayment or payment rates. 

The FASB’s long-term goal is to eventually have all financial items (assets and liabili-
ties) recognized and reported at their fair values in financial statements. The major con-
ceptual advantages of fair value over historical costs as a measurement attribute are that fair
value: (1) does not depend on the date or cost at which an asset or liability was acquired or
incurred; (2) is the same for all entities having access to the same markets in determining
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the market exit price of assets or liabilities; (3) does not depend on the intended disposition
of an asset or liability; and (4) provides relevant information about assets and liabilities that
is more useful than historical cost information. The changes in fair value should be reported
in earnings when they occur whether or not they are realized. Exhibit 4.8 summarizes the
conceptual advantages of fair value information over historical cost information. 

The FASB has been considering the issue of fair value as a measurement attribute for all
financial items including assets, liabilities, and instruments for over a decade. Its ultimate
goal is to require measurement of all financial assets and liabilities at fair value in the ba-
sic financial statements. Other alternatives such as the requirement for improved disclosure
of fair value of financial items or a separate supplementary set of fair value financial state-
ments are also being considered. The FASB issued the statement of Financial Accounting
Concept (SFAC) No. 7, entitled “Using Cash Flow Information and Present Value in Ac-
counting Measurements” in February 2000. SFAC emphasized present-value accounting
for assets and liabilities through a pure balance sheet approach. This SFAC establishes a
framework for using future cash flows as the basis for accounting measurements at initial
recognition or fresh-start measurements and for the interest method of amortization. It is
based on the concept that a true present value of future cash flow is unknown, and the next
closest measurement is current (market) value or fair value. The fair value is defined as the
amount at which an asset could be bought or sold or a liability could be incurred or settled
in a current transaction between willing parties in the normal course of business. 
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Exhibit 4.8 Pertinent Features of Fair-Value-Based and Historical-Cost-Based Measures of
Financial Assets and Liabilities

Fair Value Historical Cost

Improves comparability by making like things
look alike and unlike things look different. 

Provides information about benefits expected
from assets and burdens imposed by
liabilities under current economic
conditions.

Reflects effect on entity performance of
management’s decisions to continue to hold
assets or owe liabilities, as well as decisions
to acquire or sell assets and to incur or
settle liabilities.

Reports gains and losses from price changes
when they occur. 

Requires current market prices to determine
reported amounts, which may require
estimation and can lead to reliability
problems.

Easily reflects the effects of most risk-
management strategies. 

Impairs comparability by making like things
look different and different things look
alike. 

Provides information about benefits expected
from assets and burdens imposed by
liabilities under the economic conditions
when they were acquired or incurred. 

Reflects effect on entity performance only of
decisions to acquire or sell assets or to incur
or settle liabilities. Ignores effects of
decisions to continue to hold or to owe. 

Reports gains and losses from price changes
only when they are realized by sale or
settlement, even though sale or settlement is
not the event that caused the gain or loss. 

Reported amounts can be computed based on
internally available information about
prices in past transactions, without
reference to outside market data. 

Requires complex rules to attempt to reflect
the effect of most risk-management
strategies.



4.11 FINANCIAL REPORTING REQUIREMENTS OF FINANCIAL
INSTITUTIONS

Financial institutions should maintain sound accounting and reporting procedures and sys-
tems to prepare regulatory reports in conformity with generally accepted accounting prin-
ciples (GAAP) or U.S. regulatory accounting principles (RAP). Financial institutions
should also maintain clear and concise records with special emphasis on documenting ad-
justments and reconciliation when converting foreign accounting principles to either GAAP
or RAP. Domestic and foreign financial institutions are required to file timely and accurate
regulatory reports with the Federal Reserve System. Financial information compiled in the
regulatory reports can serve several purposes: (1) facilitating early identification and sig-
naling of problem situations that can threaten the safety and soundness of reporting insti-
tutions; (2) ensuring timely implementation of the prompt-corrective-action provisions re-
quired by banking legislation; and (3) assessing the financial conditions and position of the
reporting institution by the public, including investors, depositors, and creditors. The Con-
solidated Reports of Condition and Income (known as call reports) are used to prepare the
Uniform Bank Performance Report (UBPR), which uses ration analysis and analytical pro-
cedures to detect unusual or abnormal (red flag) changes in an institution’s financial con-
dition and position.

The Financial Institutions Reform, Recovery, and Enforcement Act of 1989 (FIRREA)
and the Federal Deposit Insurance Corporation Improvement Act of 1991 (FDICIA) have
given authority to the Federal Reserve to assess civil money penalties against state member
banks, bank holding companies, and foreign institutions that file late, false, and misleading
regulatory reports. The civil money penalties can also be assessed against individuals in-
cluding outside auditors who cause or participate in filing late, false, or misleading regula-
tory reports. These reports should be reviewed by the assigned examiner for verification of
the accuracy of the reports and assurance that they meet statutory and regulatory require-
ments. National banks, state member banks, and insured state non-member banks are re-
quired to file Consolidated Reports of Condition and Income (known as call reports) as of
the close of business on the last calendar day of each calendar quarter. Call reports should
be received by the appropriate supervisory agencies (e.g., national banks and state non-
member banks submit the reports to the FDIC, state member banks submit the reports to
the appropriate Federal Reserve Bank) no more than 30 calendar days after the report date.
The nature and extent of financial reports and disclosures depend upon the size and char-
acteristics of the financial institution (e.g., total assets of less than $100 million, global op-
erations.) The call report plays an important role in ensuring customizing the bank super-
visory approach to the activities and risks undertaken by financial institutions. The
regulatory requirements of the call report are in the process of revision and modernization
to ensure the elimination of many financial items that are not relevant to today’s banking
environment and to reflect the kinds of activities that banks are undertaking today such as
securitization and venture capital.

The Report of Condition provides consolidated and detailed information on:

1. assets, liabilities, capital, and off-balance-sheet activity; and

2. certain aggregated information and figures on loans to executive officers, directors,
principal shareholders, and their related interests.
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The Report of Income provides information on : (1) consolidated earnings; (2) changes
in capital accounts; (3) the allowance for loan and lease losses; and (4) charge-offs and 
recoveries. Call reports typically contain financial reports and supplement disclosures of
the following major financial attributes and items:

• Statement of financial position (bsalance sheet).

• Statement of income.

• Statement of changes in owner’s equity.

• Applicable income taxes by taxing authorities.

• Charge-offs and recoveries and changes in allowance for loan and lease losses.

• Loans and lease-financing receivables.

• Deposit liabilities.

• Cash and balances due from depository institutions.

• Securities.

• Quarterly average balances.

• Past-due and non-accrual loans and leases.

• Risk-based capital.

• Off-balance sheet items.

• Supplemental disclosure on significant non-recurring items or changes of accounting
method.

Call reports are filed with the appropriate agency and are generally made available to the
public upon request by the federal bank supervisory agencies. State member banks are no
longer required to publish their report of condition according to Section 308 of the Riegle
Community Development and Regulatory Improvement Act of 1994. However, they may still
be required to publish their report of condition under state law. Savings and loan associations 
(S & Ls) are required to file less extensive call reports with the Office of Thrift Supervision.

4.11.1 Reports Required Under Regulation H and the SEC Act of 1934

Financial institutions under the Securities and Exchange Commission (SEC) jurisdiction
(e.g., publicly traded banks) must file quarterly (Form 10-Q) and annual (Form 10-K) re-
ports and proxies with the SEC. Section 208.16(a) of regulation H requires that state mem-
ber banks whose securities are subject to registration under the SEC Act of 1934 file spe-
cial reports with the Federal Reserve Board and the SEC including the following:

1. Form 8-A, which is the registration of certain classes of securities, pursuant to section
12(b) or 12(g) of the 1934 act, especially those listings on national securities exchanges;

2. Form 8-B, which is the registration of securities of certain successor issuers pursuant
to section 1s(b) or 12(g) of the 1934 act;

3. Form 10, which is the general form for registration of securities pursuant to section
12(b) or 12(g) of the 1934 act for classes of securities of issuers for which no other
form is prescribed;
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4. Form 8-K, which must be filed within 15 days after the occurrence of the earliest of
one or more specified events such as changes in control of registrant or acquisition of
disposition of significant assets;

5. Form 10-Q, which is for quarterly and transition reports and must be filed within 45
days after the end of each of the first three fiscal quarters;

6. Form 10-K, which is for annual and transition reports that must be filed within 90 cal-
endar days after the end of the registrant’s fiscal year;

7. Form 3, which is an initial statement of beneficial ownership of registered companies,
including securities of the bank;

8. Form 4, which is a statement of charges of beneficial ownership of registered compa-
nies, including the securities of the bank;

9. The Financial and Operational Combined Uniform Single (FOCUS) report, required
by the SEC, which discloses the details of securities revenue and capitalization infor-
mation of financial institutions. 

4.11.2 Reporting Requirement for International Activities

The following reports should be filed with the Federal Financial Institutions Examination
Council (FFIEC) for banks that conduct or intend to conduct international activities through
either foreign branches or Edge Act or agreement corporations. Exhibit 4.9 presents regu-
latory reports of banks including types, description, frequency, and content. The reports are:

1. FFIEC 009—Country Exposure Report, which should be filed quarterly by all U.S.
banks and bank holding companies that meet certain ownership criteria and have total
consolidated outstanding claims on foreign residents in excess of $30 million.

2. FFIEC 009—Country Exposure Information Report, which is a quarterly supplement
to the FFIEC 009 that provides public disclosure of significant country exposures of
U.S. banking institutions.

3. FFIEC 030—Foreign Branch Report of condition, which should be filed by every in-
sured commercial bank with one or more branch offices in a foreign country as of De-
cember 31 of each year. Significant branches with either total assets of at least $2 bil-
lion or commitments to purchase foreign currencies and U.S. dollar exchange of at
least $5 billion should submit this report quarterly.

4. FFIEC 035—Monthly consolidated Foreign Currency Report of Banks in the United
States, which should be filed by U.S. financial institutions that have greater than $1 bil-
lion in commitments to purchase foreign currencies. This report consists of monthly
data on institutions’ gross assets, gross liabilities, and positions in foreign currencies,
on a fully consolidated basis.

5. FR 2058—Notification of Foreign Branch Status. This report should be filed within 30
days of the opening, closing, or relocation of a foreign branch of that U.S. organization
or of its foreign subsidiary(ies).

6. FR 2064—Report of Changes in Investment Made under Regulation K, Subparts A and
C, for the acquisition or disposition of reportable investment.
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7. FR 2314—Annual Report of Condition for foreign subsidiaries of U.S. banking or-
ganizations that should be filed as of December 31 of each year by foreign companies.

8. FR 25029—Quarterly Report of Assets and liabilities of large foreign offices of U.S.
branches. This report represents large foreign branches of U.S. banking institutions and
large foreign bank subsidiaries.

9. FR 2886b—Report of condition and income for Edge Act and Agreement corporations.
This report represents the operations of the reporting corporation including any inter-
national banking facilities of the reporter.

10. FR 2915—Report of Foreign Currency deposits. This report collects seven-day aver-
ages of the amounts outstanding of foreign currency.

Bank holding companies, owning stock of one or more banks, established according to
the Federal Regulation Y, can engage in a number of activities considered closely related to
and a proper incident to banking (e.g., insurance, brokerage, discount stock brokerage, third
party fee appraisals, third party data processing). BHCs are chartered as corporations un-
der the laws of their home states and, therefore, must file a registration statement and an an-
nual report of operations with their district Federal Reserve Bank and the Board of Gover-
nors. Exhibit 4.10 presents regulatory reports of BHCs including types, description,
frequency, and content. BHCs should file the following reports:

• Y-6 Annual Report. This report contains Parent’s consolidated financial statements and
must be filed by all domestic BHCs.

• Y-7 Annual Report of Foreign Banking Organizations. This report must be filed by BHCs
that are established under the laws of a foreign country.

• Y-9 Financial Supplement. This report must be filed by BHCs with consolidated assets
of $50 million or more.

The review of the required regulatory reports is aimed toward achievement of three goals
of determining whether the (1) required reports are being filed on time; (2) content of re-
ports is accurate; and (3) corrective actions are being taken when official reporting, prac-
tices, policies, or procedures are deficient. Thus, the examiner’s primary purpose when re-
viewing the regulatory-reporting function is to vouch for the timeliness, accuracy, and
consistency of reporting requirements.

4.12 CORPORATE GOVERNANCE OF FINANCIAL INSTITUTIONS

This past decade has witnessed significant improvement in the financial reporting process
and corporate governance activities of financial institutions. The final rule of the Federal
Deposit Insurance Corporation (FDIC) implementing Section 112 of the FDIC Improve-
ment Act of 1991 (FDICIA) was approved in May 1993.28 The final rule required state
member banks and other insured depository institutions with $500 million or more in total
assets, for their fiscal years beginning after December 31, 1992, to submit to their regula-
tory agencies, within 90 days after the end of their fiscal year, a copy of: (1) an annual 
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report; (2) a management report; and (3) an auditor’s attestation report. Furthermore, af-
fected institutions are required to establish and maintain audit committees consisting of out-
side, non-executive, and independent directors. The final rule will affect all aspects of fi-
nancial institutions’ financial reporting, internal control, and audit committees ensuring
corporate governance and accountability. This section examines these three areas which are
most affected by the new rule.

4.12.1 Financial Reporting

Traditionally, financial institutions have prepared annual reports in response to the needs
and wants of shareholders as well as in compliance with requirements of regulatory agen-
cies. Recently, an institution’s annual report has become more of a compliance document
to satisfy regulatory requirements than a communication vehicle for providing relevant, re-
liable, and useful financial information to shareholders. The FDIC rule (Section 363.2) re-
quires affected institutions to submit their annual reports to the Federal Reserve Bank, the
FDIC, and their state regulatory agency within 90 days after the end of their fiscal year.

The submitted annual reports should contain: (1) comparative financial statements in-
cluding balance sheets, income statements, statements of cash flows, and statements of
changes in owners’ equity and related footnote disclosures prepared in accordance with
generally accepted accounting principles (GAAP); (2) a report indicating management’s re-
sponsibility for preparing the submitted annual financial statements; and (3) an independ-
ent auditor’s report on the institution’s annual financial statements audited in accordance
with generally accepted auditing standards (GAAS). The final rule does not mandate any
additional reporting requirements for covered institutions. Management is primarily re-
sponsible for the fair presentation of an institution’s financial statements in accordance with
GAAP by establishing and maintaining a sound accounting information system and an ad-
equate and effective internal control structure. The independent auditor lends credibility,
objectivity, and reliability to an institution’s financial statements by expressing an opinion
regarding the fair presentation of the financial statements in conformity with GAAP.

14.12.2 Internal Control Structure

Recently, the challenges of globalization, rapid technological advancements, business fail-
ure, and fraudulent financial activities (e.g., savings and loan crisis) have sharpened the
ever-increasing attention of internal controls. Internal control is a widely used concept and
its importance to the business community and banking industry has grown significantly.
Yet, until recently, there was no common view of what internal control encompasses and
what it should achieve. Management and internal auditors typically view internal control
very broadly to cover both internal administrative control; ensuring achievement of the or-
ganization’s goals and compliance with applicable laws and regulations; and internal ac-
counting control, ensuring reliability of financial statements and safeguarding economic re-
sources. On the other hand, external auditors and regulators consider internal control for a
narrow perspective as being primarily internal accounting controls. While the final FDIC
rule did not attempt to determine a common definition and standards for internal controls,
it clearly sets forth additional responsibility for management as well as internal and exter-
nal auditors. 
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(i) Management Responsibility for Internal Control 
The new FDIC rule requires a statement of management’s responsibility in the institution’s
annual report for: (1) establishing and maintaining adequate internal controls over financial
reporting and for complying with applicable laws and regulations; and (2) management’s
assessment of the effectiveness of internal controls and the institutions’s compliance with
the designated laws and regulations. Traditionally, management has been responsible for
establishing and maintaining adequate and effective internal controls to ensure: (1) achieve-
ment of the organization’s goals; (2) adherence to managerial policies and procedures;
(3) safeguarding of economic resources; (4) enhancement of the reliability of financial
statements; and (5) compliance with applicable laws and regulations. Thus, the new rule for
covered institutions reemphasizes the importance of an adequate internal control structure
to ensure reliable financial reporting and responsible corporate governance. 

The idea of a management report on the effectiveness of internal controls to external par-
ties and an independent auditor’s report on management’s assertions regarding the effective-
ness of internal controls over financial reporting has been debated in the accounting profes-
sion and authorization bodies (e.g., AICPA and SEC) since the passage of the Foreign Corrupt
Practice Act (FCPA) of 1977.29 Subsequently, the National Commission of Fraudulent Fi-
nancial Reporting (Treadway Commission, 1987)30 stated that accounting controls set forth
by the FCPA are not sufficient to reduce the incidence of fraudulent financial reporting. Fur-
thermore, the Treadway Commission recommended that the SEC be required to publicly re-
port its responsibility for the establishment and maintenance of an adequate internal control
system and its assessment of the effectiveness of such a system in achieving established in-
ternal control objectives. However, the SEC has yet to make the Treadway Commission’s rec-
ommendations requirements for publicly traded companies. The Treadway Commission also
recommended that its Committee of Sponsoring Organizations (COSO) work to integrate the
various internal control concepts and definitions and to develop a common reference point.

The COSO issued its report entitled “Internal Control: Integrated Framework,” in Sep-
tember 1992.31 The provisions of the COSO report help: (1) businesses and interested users
understand the value and use of internal controls; (2) establish a common definition for in-
ternal control; and (3) provide a criterion against which all entities can assess their internal
control systems. Since the FDIC regulations do not establish standards for internal controls
and determine the criterion against which institutions can assess the effectiveness of their
internal control systems, this is management’s responsibility. However, the COSO report
can be used as a source of guidelines by management of affected institutions to comply with
the FDIC rule.

The COSO report consists of four volumes. The first volume is the executive summary,
which is a high-level overview of the internal control framework. It gives a broad outline of
the nature of internal control structures, defines internal control, and discusses what inter-
nal control can do. The second volume describes internal control components and provides
criteria against which management, board of directors, internal auditors, and external audi-
tors can assess the effectiveness of internal control systems. The third volume provides
guidance for reporting publicly on the effectiveness of internal control. Finally, the fourth
volume provides guidance and evaluation tools that management and auditors can use in
evaluating the effectiveness of internal control systems. 

To comply with the requirements of the FDIC rule, the banking industry is using the
COSO framework in creating or modifying their internal control structure (e.g., Banc One
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Corp. in Columbus, OH; Continental Bank in Chicago).32 The COSO report defines inter-
nal control objectives for achieving effectiveness and efficiency in operations, reliability of
financial reporting, and compliance with applicable laws and regulations. These internal
control objectives are similar to those suggested in the FDIC rule. The COSO report defines
the five components of an adequate internal control structure as: control environment, risk
assessment, control activities, information and communication, and monitoring. These five
components can help an institution’s management establish and maintain an adequate in-
ternal control structure and establish procedures for financial reporting and compliance
with designated laws and regulations relating to the bank’s safety and soundness as required
by Section 363.2(b) of the FDIC rule.

The third and fourth volumes of the COSO report should help an institution’s management
evaluate the effectiveness of an internal control system and report on the effectiveness of such
a system to external parties. While the COSO report takes no position on whether entities
should issue a management report, currently about 25 percent of publicly-traded companies
and approximately 60 percent of the Fortune 500 companies include in their annual reports a
management report discussing some aspects of internal control.33 The COSO report provides
a framework for those companies that are required to report on internal control.

For the first time, the FDIC regulations require an institution’s management to make a
public statement regarding its responsibilities for the effectiveness of internal controls over
financial reporting, operating activities, and compliance requirements. This reporting re-
quirement necessitates adequate documentation of understanding, determination, and as-
sessment of deficiencies in internal controls on financial reporting as well as the degree of
compliance with applicable laws and regulations. The COSO report should help manage-
ment with such documentation. However, the COSO report focuses only on those internal
controls that relate to the effectiveness of internal controls assessment regarding the relia-
bility of published financial statements.

Although the definition of internal control includes controls over financial reporting, op-
erations, and compliance with applicable laws and regulations, the scope of external re-
porting on internal control, in the COSO report, volume three, is not extended to operations
and compliance objectives. Therefore, the affected institutions should establish their own
reporting format for management reporting on internal controls over compliance with ap-
plicable laws and regulations. The management-required report on the assessment of the ef-
fectiveness of the internal control structure over financial reporting should document defi-
ciencies in internal control at the end of the fiscal year, while documentation of the
assessment of compliance with applicable laws and regulations is required for the entire fis-
cal year. The proper documentation assists independent auditors in ascertaining manage-
ment’s assertions on the internal control structure. 

Management’s report on internal controls should include the following: (1) an assess-
ment of the effectiveness of internal controls over the reliability of the financial statements
and compliance with applicable laws and regulations; (2) a statement regarding the exis-
tence of mechanisms for monitoring and reporting on identified financial control deficien-
cies and noncompliance with applicable laws and regulations; (3) a statement regarding the
inherent limitations of internal control systems; (4) the criteria against which the internal
control structure is evaluated; (5) a description of any material deficiencies or weaknesses
that exist at year end and all matters of noncompliance found throughout the year that come
to the attention of management; and (6) the date of the report and proper signatures.
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(ii) Auditor’s Involvement with Internal Controls
The FDIC regulations have a tremendous impact on the independent auditor’s considera-
tion of institutions’ internal control structure. Traditionally, independent auditors have been
concerned more with the adequacy and effectiveness of their clients’ internal control sys-
tem in safeguarding assets and enhancing the reliability of financial information. Thus, in-
dependent auditors have not concentrated much on the assessment of compliance with ap-
plicable laws and regulations. The FDIC regulations require that the independent auditor
attest to and report separately on the assertions in the management report concerning the
institution’s internal control structure and procedures for financial reporting. The inde-
pendent auditor should also perform agreed-upon procedures to test compliance with the
specified laws and regulations.

Independent auditors’ reports on management’s assertions regarding the effectiveness of
internal control over financial reporting and compliance with laws and regulations are con-
sidered attestation reports and accordingly are governed by the Statement of Standards for
Attestation Engagement (SSAE) issued by the Auditing Standards Board of the American
Institute of Certified Public Accountants (AICPA).34 These attestation standards are differ-
ent from generally accepted auditing standards followed in the audit of financial statements.
The SSAE No. 1 provides guidance for performing examinations and reporting on manage-
ment’s written assertions about the effectiveness of internal controls over compliance with
laws and regulations. The independent auditor’s attestation report on the agreed-upon pro-
cedures covering compliance with specified laws and regulations is due annually and is lim-
ited to use by management, the specified regulatory agency, and/or specified third parties.

The SSAE No. 2 provides guidance for the examination and report on management’s
written assertions regarding the effectiveness of an entity’s internal control structure and
procedures over financial reporting. The independent auditor’s attestation report on inter-
nal control over financial reporting of affected institutions is due annually within 90 days
after the end of the fiscal year and is a public document. Thus, no restriction is placed upon
the distribution of this type of report. The purpose of the independent auditor’s report is to
express an opinion on whether management’s assertions regarding the effectiveness of the
institution’s internal control structure is fairly stated, in all material aspects, based upon the
control criteria.

The FDIC regulations also encourage and promote the role of institutions’ internal audi-
tors from the traditional reactive role of just investigating internal control systems to the new
proactive role of participating in all aspects of the institution’s internal control structure. The
proactive role of internal auditors is to assist and participate with management in: (1) defin-
ing internal control and related objectives over the financial reporting process and compli-
ance with certain laws and regulations; (2) establishing and maintaining an adequate internal
control structure and its components; (3) determining appropriate evaluation tools in meas-
uring the adequacy and effectiveness of established internal controls; (4) monitoring internal
control continuously and periodically to ensure its objectives are being achieved; (5) prepar-
ing and reporting on the effectiveness of the internal control structure and procedures for fi-
nancial reporting, and (6) assessing the institution’s compliance with the specified safety and
soundness laws and regulations. Internal auditors may also provide direct assistance to the in-
dependent auditors in auditing financial statements and the internal control attestation. Inter-
nal auditors can provide a variety of accounting and non-accounting services to the institu-
tion’s audit committee in fulfilling its responsibilities as stated in the FDIC regulations.
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4.12.3 Independent Audit Committee

The credibility and usefulness of published financial statements is currently being chal-
lenged. To regain confidence in the financial reporting process, corporations have estab-
lished audit committees to provide an oversight function and to act as a liaison between the
board of directors and the external and internal auditors. The Treadway Commission has
suggested the expansion of responsibilities for audit committees to ensure a reliable finan-
cial reporting process, responsible corporate governance, and management commitment to
adequate and effective internal control systems.

The Treadway Commission has called on the Securities and Exchange Commission
(SEC) to require all public companies to establish audit committees composed solely of in-
dependent, outside board members. The SEC has long advocated the adoption of the audit
committee, but has yet to make it a requirement for publicly-traded companies. The United
States General Accounting Office (GAO)35 in its report of April 1991, suggested that banks
establish independent audit committees to enhance reliability on the financial reporting
process and ensure responsible corporate governance and accountability. Furthermore, in
October 1991, the GAO36 issued another report which made several recommendations re-
garding the relevance and importance of banks’ audit committees in strengthening their in-
ternal control structure and procedures.

The GAO report argued that many bank audit committees are composed of non-
independent or unqualified members with no adequate support to effectively perform their
assigned functions. Thus, the report made several suggestions regarding the formation,
structure, and functions of audit committees. The FDIC regulations (Section 363.5) require
affected institutions to establish an independent audit committee of outside, non-executive
board members. The board of directors is responsible for determining: (1) whether its au-
dit committee meets the independence requirements of the FDIC rules and (2) whether a
member of the audit committee has the necessary experience and is not a large customer.

The board of directors, in complying with the requirements of the FDIC rule establish-
ing an institution’s independent audit committee, should take into considerations the 11 rec-
ommendations made by the Treadway Commission regarding the structure and role of au-
dit committees. These recommendations increase the responsibility of the audit committee
and place more demands on audit committees. Both the Treadway Commission and the
FDIC regulations recognize the value and importance of audit committees in enhancing the
reliability of the financial reporting process, in promoting greater corporate accountability,
and in securing responsible corporate governance.

The Treadway Commission recommended that: (1) the SEC require all public compa-
nies to establish audit committees composed solely of independent directors; (2) public
companies develop a written charter for the audit committee describing its mission, objec-
tives, authority, and responsibilities. The board of directors should approve the charter, re-
view it periodically, and modify it as necessary; and (3) ensure audit committees have ade-
quate resources and authority to discharge their responsibilities. While the FDIC rule
requires affected institutions to establish an independent audit committee, it has placed the
responsibility of determining independence, necessary experience, expertise, qualifica-
tions, and duties of members of audit committees with the institution’s board of directors.
Perhaps the Treadway Commission recommendations pertaining to the role, responsibility,
and function of audit committees are relevant and applicable for covered institutions under
the FDIC regulations. The relevant recommendations for duties of affected institutions’ au-
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dit committees are to: (1) prepare a letter for inclusion in the annual reports describing the
committee’s responsibilities, functions, and accomplishments during the years; (2) oversee
quarterly and annual financial reports, the institution’s internal control structure and proce-
dures as well as compliance with specified laws and regulations; (3) serve as a liaison be-
tween the board of directors and both the external and internal auditors to ensure the inde-
pendence of auditors; (4) advise management when it seeks a second opinion on the
institution’s policies, rules, regulations, or accounting procedures; and (5) review manage-
ment’s report and the auditors’ report on the internal control structure as well as financial
reporting or reports on any other attestation and consultation services performed by audi-
tors including the scope of both internal and external auditors.

An effective audit committee should be independent from management and understand
the institution’s business, economic, social, and political environment. The audit committee
has the responsibility to obtain from management and internal and external auditors facts
pertaining to the institution’s financial, investment, operating, and business activities; finan-
cial reporting; internal controls; and compliance with laws and regulations. Auditors and
management should inform the audit committee about significant changes in the institution’s
business activities and financial and nonfinancial policies and procedures. Regarding the
qualifications of audit committee members, the FDIC rule requires audit committees of in-
stitutions to include at least two members with banking or financial management expertise.
Other members can have educational, professional, or regulatory experience in accounting,
auditing, or financial backgrounds. FDIC regulations also require very large institutions’ au-
dit committees to have access to their own outside counsel.

4.12.4 Functions of Audit Committees

Functions typically performed by audit committees vary in accordance with their mission
statement or charter granted to them by the board of directors. Audit committees normally
assist the board of directors in discharging its responsibility as it relates to: (1) corporate
governance and accountability; (2) the financial reporting process; (3) the assessment of in-
ternal control structure; and (4) the relationship with internal and external auditors.

1. Corporate Governance and Accountability. Corporate governance includes the institu-
tion’s board of directors and its overall organization structure, management, and audit
committee. Audit committee functions, including relationships with management, au-
ditors, regulators, and other outside agencies, are very relevant to the overall issue of
corporate governance and accountability. Ever-increasing concerns over corporate gov-
ernance and accountability (e.g., S & L crises) have encouraged financial institutions to
take actions to improve the role, structure, and responsibility of audit committees.

2. Business Activities. The role of the audit committee has evolved to accommodate the
ever-changing business environment. The audit committee should pay attention to crit-
ical business issues and should ensure that management and external auditors have
identified, understood, and considered the areas of greater risk to the entity. Failure in
internal control systems and financial information risks are often directly related to the
business risks and corporate problems. Thus, members of the audit committee should
have a sufficient understanding of all external and internal functions and issues affect-
ing the entity’s business and operation. These factors are: (1) the entity’s products
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and/or major services; (2) competitive position and market share; (3) the entity’s re-
lated applicable roles and regulations; (4) globalization challenges; (5) the nature of
industry-wide economic trends; and (6) accounting and auditing problems.

3. Financial Reporting. Management is primarily responsible for the fair presentation of
financial information by setting “the tone at the top” and by establishing a reliable fi-
nancial reporting process and control environment. The audit committee should un-
derstand this process and environment in order to exercise effective oversight. The au-
dit committee should ensure that the financial reporting process produces relevant,
useful, and reliable information to manage the entity and properly report on its results
of operations and financial position. As an overseer of the financial reporting process,
the audit committee assists in objective and fair presentation of the entity’s operations.

The independent auditor, by performing a financial audit, lends more credibility to
published financial statements. The external auditors by virtue of their independence
and knowledge are expected to bring to the financial reporting process technical com-
petence, professional judgment, objectivity, and integrity. The audit committee is re-
sponsible for communicating with independent auditors regarding important audit
matters. This communication should be free and open to ensure the audit committee is
informed of potential misstatements in the financial statements, alternative accounting
treatments, any significant deficiencies in internal control structure, other significant
audit findings, and the scope of the audit engagement.

4. Internal Controls. An adequate and effective internal control system enables manage-
ment to be in control. Management is primarily responsible for establishing and main-
taining an adequate and effective internal control system to achieve organizational
goals. However, internal auditors usually evaluate such a system. Internal auditors can
assist audit committees by providing them with an objective assessment of the ade-
quacy and effectiveness of the entity’s internal control system. The audit committee,
by ensuring the existence of an adequate and effective internal control structure, helps
to prevent and detect fraud and misappropriation of shareholders’ assets.

5. Risk Assessment. The audit committee should conform to the top management con-
sideration of tone and atmosphere of ethical behavior and the corporate code of con-
duct. The audit committee in an attempt to reduce the risk of fraudulent financial re-
porting should consider the following factors: (1) business environment; (2) financial
stability and liquidity; (3) organizational complexity and control; (4) management phi-
losophy, style, reputation; (5) basis for management compensation and rewards; and
(6) existence of aggressive or unusual policies.

6. Safeguarding Assets and Compliance. The audit committee should have open commu-
nication with management regarding policies to protect the entity’s assets from waste
and inefficient use of resources. The audit committee should have direct access to the
internal auditors in order to receive input on the adequacy and effectiveness of internal
control systems in safeguarding business assets.

The Securities and Exchange Commission, in 1999, proposed some rules to improve
disclosure about the functioning of audit committees and to enhance the reliability and
credibility of published financial statements of public companies including financial
institutions. In response to the proposed SEC rules, the Blue Ribbon Committee on Im-
proving the Effectiveness of Corporate Audit Committees issued a report in February
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1999. This report made 10 recommendations for strengthening the independence of the
audit committee and making it more effective in ensuring responsible corporate gov-
ernance and reliable financial reporting problems.37 Exhibit 4.11 summarizes the rec-
ommendations of the Blue Ribbon Committee pertaining to audit committees’ inde-
pendence, qualifications, composition, and charter.

4.13 CONCLUSION

This chapter examined three fundamental issues of consolidation, regulatory environment,
and financial reporting pertaining to the financial services industry, in general, and banking
organizations in particular. Banks and banking organizations in the United States have re-
ported nine consecutive years of record earnings showing financial health and strength in
rebounding from the financial difficulties of the late 1980s and the early 1990s. Low inter-
est, optimistic earning power, excess profitability, high price shares, deregulation, and es-
pecially the passage of the Financial Modernization Act (the Gramm-Leach-Bliley Act of
1999) have encouraged the number and volume of M & A activities to increase significantly
in the financial services industry. This current M & A mania is going to continue, which, in
turn, will result in a reduction in the number of banks that provide full financial services. 

Technological advances coupled with the demand by customers for a broad range of fi-
nancial services (e.g., banking, insurance, securities) have encouraged financial institutions
to expand their territory and assets to effectively compete in the global market. By the late
1990s, banks realized that to compete successfully in a global market, they had to move away
from traditional commercial services into investment and asset-management businesses.
Thus, distinctions in financial services including banking, insurance, and securities in the fi-
nancial industry are vanishing. Today, financial institutions may enter and exit distant mar-
kets more freely, they may provide a variety of financial services (e.g., loans, mutual funds,
insurance, investment, financing, credit cards), and their customers may also receive finan-
cial services from a dozen institutions. Thus, financial institutions’ financial reporting should
properly disclose the distribution of their internal ratings, asset quality, risk measurement,
and management practices. Large banks should also strengthen their supervisory informa-
tion systems. It is becoming more difficult to properly value an institution because branch
networks and bricks and mortar do not count for as much as they used to.

The accounting profession has addressed fair value accounting (FVA) for financial re-
porting purposes during the past two decades. Regulatory agencies and bank examiners have
also been considering the use of FVA for financial institutions since the savings and loan dis-
aster of the 1980s to prevent similar crises in the industry. The issuance of SFAS No. 115 by
the FASB was an important step in the evolutionary process toward the adoption of a com-
prehensive FVA system for financial institutions. IRS Section 475 has also provided a new
boost toward the ultimate adoption of FVA for financial reporting and tax purposes.

The implementation of both SFAS No. 115 and Section 475 has improved the financial
reporting process of financial institutions by: (1) providing more uniformity in financial re-
porting; (2) presenting fair value information about assets and liabilities of financial insti-
tutions which better reflect the true economic value of their net worth; (3) providing early
warning signals of those financial institutions whose capital is impaired; (4) discouraging
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financial institutions from engaging in cosmetic transactions intended primarily to manage
reported earnings (e.g., gains trading by selling appreciated assets while retaining depreci-
ated assets;) (5) standardizing portfolio accounting practices across financial institutions;
(6) changing financial institutions’ asset/liability management strategies and funding deci-
sions; (7) restricting the circumstances in which debt and equity are reported at amortized
costs; and (8) presenting a number of tax-planning opportunities which should be consid-
ered carefully before any mergers and acquisitions in the financial services industry. 

The savings and loan association crisis in the late 1980s, capital inadequacy problems,
failures of many banks during the late 1980s and early 1990s, and inefficiency in huge
mergers and consolidations of banks during the 1980s raised some serious doubt about the
credibility and relevance of institutions’ financial reporting processes as well as governance
and accountability. The Federal Deposit Insurance Corporation Improvement Act (FDI-
CIA) of 1991 attempted to reform the banking industry by introducing new financial re-
porting, internal control reporting, and auditing requirements. These new requirements are
designed to enhance the reliability of financial statements; improve the accountability and
corporate governance of the affected institutions; and to secure compliance with certain
laws and regulations by affected institutions.

Although the regulations explicitly exclude institutions with less than $500 million in to-
tal assets, almost all depository institutions are implicitly required to: (1) report to the FDIC
and other regulatory agencies on internal control and compliance with certain laws and reg-
ulations; (2) have an audit committee composed of independent outside directors; and
(3) prepare and disseminate audited financial statements. This section examines financial
reporting, internal controls, and corporate governance and accountability requirements of
affected institutions under the new FDIC regulations as well as providing some guidance
and implementation suggestions for covered institutions to better comply with the provi-
sions of the new FDIC regulations.

The audit committee should perform its role with diligence to underscore the institu-
tion’s commitment to the highest standards of corporate governance and financial report-
ing. The audit committee’s activities will clearly add value to responsible corporate gover-
nance and the reliable financial reporting process by reducing the business risk, misuse of
assets, corporate misconduct, or material misstatement of financial condition. The role of
the audit committee has received considerable attention in recent years in ensuring respon-
sible corporate governance and reliable financial reporting process.
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PART II

Fundamentals of Valuations:
Concepts, Standards, and
Techniques





CHAPTER 5

Value and Valuation: A Conceptual
Foundation

The concept of value is not as straightforward as many people believe. The value of any asset
depends on several factors: the party for whom the valuation is made; the type of value being
measured; the point in time at which the value is being estimated; and the purpose of the valu-
ation. This chapter presents key concepts and definitions of value and valuation that are im-
portant to understand when applying the various valuation approaches described in Chapter 6.

5.1 THE NATURE OF VALUE

In the context of valuation for bank mergers and acquisitions, value means economic value.
Such value is an amount, expressed in dollar terms, that would be paid in exchange for an
asset or the right to receive future benefits from the use of that asset. Economic value is,
therefore, the monetary worth of an asset.1

Value is not a static or homogeneous concept. The value of any asset depends on many
factors which can change over time, such as:

• total economic environment;

• potential use of the asset;

• timing of the value estimate;

• location of the asset;

• relative scarcity and values of substitutes;

• extent of ownership involved;

• liquidity of and market for the asset; and

• physical condition of the asset.

The concept of value is different from price or cost. Price is the actual amount spent to
acquire an asset. Cost typically means the dollar value of the factors of production (land,
labor, capital, and management) required to create an asset. The expression “He overpaid
for that house” indicates a difference between the price someone paid for the house and the



value someone else placed on it. A similar difference exists between value and cost. The
cost of developing a shopping center, for example, may not reflect its value if it is located
in a community which loses its largest employer the day after the shopping center opens.
In this case the cost could far exceed the value.

Value, price, and cost are different concepts and seldom are of equal monetary amounts.
The discussion in this and other chapters focuses on value. Where price and cost come into
play, they are explicitly identified.

5.2 TWELVE CONCEPTS OF VALUE

A Chinese proverb states “Wisdom begins with calling things by their right names.” This
saying has direct applicability to valuation, where different concepts of value have very dif-
ferent definitions, uses, and interpretations. It often is surprising to bankers and other pro-
fessionals when they hear that the meaning of value is more complex than “what something
is worth.” As discussed in the preceding section, value depends on the person assessing it,
the purpose, the timing, and a host of other factors. In other words, there is no one right
value. Consequently, it is important to define the various concepts of value that can be used
to establish a bank’s value for a merger or acquisition.

1. Fair Market Value
The most common type of value definition is the fair market value method, also known as
market value or cash value. The generally accepted definition of fair market value is:

The amount, expressed in cash or equivalent, at which a property (or any other asset)
would exchange between a willing buyer and willing seller, each having a reasonable
knowledge of all pertinent facts, neither being under compulsion to buy or sell and
with equity to both.

This definition of value applies to virtually all federal and state tax matters, as well as to
many other valuation situations.

It is important to remember that the willing buyer and willing seller described in the def-
inition are not “particular” buyer and seller. They are hypothetical parties in an arm’s length
transaction. Consequently, if the price paid for an asset reflects factors that are atypical to
the hypothetical willing buyer and willing seller, then that price reflects something other
than fair market value. For example, the developer of a parcel of real estate may have more
interest than anyone else in an adjoining strip of land because it would round out a total de-
velopment. This unique situation of one particular buyer should not be taken into account
when establishing a fair market value of that adjoining strip of land.

The concept of a hypothetical willing buyer and willing seller is sometimes difficult to
grasp, because no one considers himself or herself as hypothetical. An alternate way of
viewing this concept is to consider the hypothetical willing buyer and willing seller as the
“most likely” buyer or seller. Therefore, fair market value could be considered the “most
likely” transaction price. This value would reflect consensus of assumptions of typical or
likely buyers of the asset.
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Fair market value is determined as of a specific date based on the price that a willing
buyer would pay a willing seller with all relevant knowledge. The general public may con-
fuse fair market value with fairness. Fair market value is not about fairness, but rather what
a willing buyer would pay a willing seller at a specific date based on the best educated guess
and judgment using all of the knowledge available on that date.

Fair market value assumes a continuation in the general pattern of the property being val-
ued. In other words, fair market value is, more or less, an as is value, without improvements
that a particular buyer may be able to implement. The buyer, in the process of establishing
a price to offer for a particular asset, often considers the potential impact of improvements
to the property. The results of such “value creation” efforts are not (and should not be) re-
flected in fair market value. In the real world of buying and selling assets, however, it is very
common for a seller to benefit from at least some of the value creation potential in the form
of a price higher than a theoretically “pure” fair market value. In a competitive market, more
than one buyer will be bidding for the property of the seller, and the ultimate price paid may
reflect the fair market value plus some portion of the value creation opportunity the buyer
believes it can realize. The price ultimately paid by a particular buyer is usually attributa-
ble to investment value, an extremely important merger and acquisition value concept de-
scribed below.

2. Investment Value
The most familiar type of value to professionals involved in mergers and acquisitions is in-
vestment value. This type of value is usually thought of as the value of the future benefits
of ownership of an asset to a particular buyer. Investment value is often a more easily un-
derstood concept, because it is the value of a specific asset to a specific buyer.

The investment value can differ significantly from one potential buyer to another for a
variety of valid reasons. Some factors that can affect a particular buyer’s estimate of in-
vestment value in, say, a business include:

• perceived synergy and value creation opportunities;

• desire on the part of the buyer to enter a new market;

• perception of riskiness and/or volatility of the asset’s earning power;

• tax status of buyer; and

• optimism of buyer.

All of these factors influence the particular buyer’s estimate of the future earning power
of the business, and therefore that buyer’s estimation of value.

Fair market value and investment value are related but seldom equal. If all potential buy-
ers had the same assumptions and situations, the two types of values would be equal. As
this is an improbable situation, it will always be the case that some buyers are willing to pay
more for an asset than others. The techniques and approaches used to estimate fair market
value and investment value are essentially the same; it is the assumptions that differ.

3. Fair Value
The concept of fair value has recently received considerable attention from standard-setting
bodies (e.g., Financial Accounting Standards Board) and judicial process through case
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laws. Fair value is the statutory standard of value that has evolved from case laws and ap-
plies to certain specific transactions. The concept of fair value has developed by case laws,
and, accordingly, states have different interpretations of fair value with almost no consen-
sus about its definition and application. However, in most court cases, the concept of fair
value is equated to fair market value and applied primarily in dissenting or oppressed share-
holder actions in mergers or sell-outs. In cases when the fair value concept should be used,
the appraiser must obtain a definition of fair value by consulting local case law, statutes,
and attorneys in the jurisdiction in which the case would be filed.

In the current accounting standards, the FASB defines fair value as “an estimate of the
price an entity would have realized if it had sold an asset or paid if it had been relieved of
a liability on the reporting date in an arm’s length exchange motivated by normal business
considerations. That is, it is an estimate of an exit price determined by market interactions.”2

In this definition, the FASB equates fair value with exit price, that is, the price at which an
asset or liability could be sold or settled. The exit price is determined by the market’s esti-
mate of the present value of the expected future cash flows of the entity that owns the asset
or owes the liability. Thus, based on the above definition, the fair value is the amount at
which (1) an asset could be bought or sold between willing parties in a normal course of
business, or (2) a liability could be incurred or settled in a current transaction between will-
ing parties.

4. Intrinsic Value
Intrinsic value, also known as fundamental value, is the concept used frequently by finan-
cial analysts to estimate the value of stocks based on all of the facts and circumstances of
the business or the investment. Intrinsic value of an investment (e.g., security) is determined
based on both the earning power and earnings quality of the investment. Earning power is
measured in terms of the entity’s capability to constantly increase profitability and rate of
return in light of plausible assumptions including both internal sources and external eco-
nomic and benchmark data. Earnings quality is assessed by factors such as customer base,
profitability, customer satisfaction, employee satisfaction, relative risk, competitiveness,
and steadiness of earnings forecasts.

The intrinsic value is the present value of the future earnings stream discounted at the
current market yield. Intrinsic value of an investment is a function of estimated discounted
periodic earnings stream, market gains or losses, and time horizon of earnings stream. If the
market value of a stock is above its calculated intrinsic value, the stock is a good “sell,” and
investors will be able to earn excess return. Conversely, if the market price of a stock is be-
low its predicted intrinsic value, the stock is a good “buy.” The term intrinsic value is often
used incorrectly and interchangeably with the concept of investment value. Investment
value commonly refers to the value perceived by a specific buyer in light of a specific set
of circumstances at a specific point of time. Intrinsic value, on the other hand, is typically
viewed as the value of a going concern to a particular owner, regardless of the marketabil-
ity of a business or a business interest under consideration.

5. Value-In-Use/Value-In-Exchange
Value-in-use is not a type of value, but a condition under which certain assumptions are
made in valuing assets. It is associated with assets that are in productive use and can be de-
scribed as the value of an asset, for a particular use or to a particular user, as part of an op-
erating enterprise. There is no official definition of value-in-use by professional valuation
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societies or the Internal Revenue Service (IRS). It is, however, important to understand the
concept since the value of acquired assets (especially furniture, fixtures, equipment, and
premises) in most bank mergers and acquisitions is influenced significantly by their use as
part of the bank. When specific assets used by any ongoing business are valued, it is usu-
ally assumed that those assets will remain in their most productive use.

Value-in-exchange is essentially the opposite of value-in-use. The concept of value-in-
exchange relates to the value of a property or asset as exchanged by itself separate from an
operating entity. Typically, the value-in-exchange is less than the value-in-use of an asset in
an ongoing business enterprise. For example, the teller counters in a bank branch have less
value if sold separately than if sold as part of a total branch sale.

6. Goodwill Value
Goodwill is a specific type of intangible asset that arises when a business as a whole has
value greater than the value of its tangible and specifically identified intangible assets. A
1960 court case defined goodwill as:

The sum total of imponderable qualities which attract the customers to a business; in
essence it is the expectancy of continued patronage for whatever reason.3

From a merger and acquisition perspective, the value of goodwill is calculated as the dif-
ference between the price paid for an acquired business and the fair market value of the as-
sets acquired (both tangible and separately identified intangible) net of the liabilities. The
concept of goodwill value has important applicability to banks for tax, financial reporting,
and regulatory reasons.

7. Going Concern Value
Going concern value is somewhat of a misnomer since it is not a standard of value as is fair
market value or investment value. In other words, it would be incorrect to state that “the go-
ing concern value of XYZ Bank is $100 million.” A proper statement would be “the fair
market value of XYZ Bank as a going concern is $100 million.” This distinction appears
to be a minor semantic difference, but the subtle differences in terminology is one key to
understanding valuation.

The concept of going concern value is typically brought into play when a business (such
as a bank) is being valued as a viable operating unit, with no immediate threat of discontin-
uance of operations. In tax situations, however, going concern value carries a somewhat dif-
ferent connotation. The IRS has taken the position that going concern value is a nonamorti-
zable (for tax purposes) intangible asset acquired by a buyer of a business, a value that
reflects the fact that the purchased entity has staff and management in place, a sales and mar-
keting organization, established customer and supplier relationships, and so on. The IRS has
used this concept when the existence of goodwill was difficult to demonstrate or was non-
existent. A number of court cases admitted that no specific guidelines exist to measure go-
ing concern value in the absence of goodwill.4 Nonetheless, the IRS has been able to argue
successfully that even without the goodwill, some assets of a business that are acquired have
intangible value because they are in place and part of a “going concern.” The real contro-
versy, however, is not whether going concern value exists or not, but whether or not it is
amortizable for tax purposes. The IRS generally has been successful in having at least some
part of the purchase price of a business allocated to nonamortizable going concern value
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when goodwill is difficult or impossible to measure. (Chapter 8 specifically addresses in-
tangible assets and the related valuation issues.)

8. Book Value
One of the most misleading uses of the term value is in conjunction with book value. It is
an accounting and tax concept only, not a valuational or economic one. For a particular as-
set (such as a piece of equipment) book value is simply the historical cost of that asset less
accumulated depreciation.5 For a business enterprise, book value is the total book values of
all individual assets less the book value of individual liabilities. In an accounting sense, this
is also called net worth or book equity.

An extremely important concept to bear in mind when valuing merger and acquisition
candidates is that book value may or may not have any relation to fair market value or in-
vestment value of a bank, and consequently valuing a bank using a multiple of book value
is an unreliable technique. A real life example illustrates the difference between book value
and measures of economic value such as fair market value.

The financial statistics in Exhibit 5.1 represent a bank that is being valued as a potential
acquisition candidate. The adjustments from book value to fair market value of all assets
and liabilities would be based on in-depth analysis of the underlying loans, securities, prem-
ises, and deposits. The book equity was $6,271,000 whereas the fair market value of the eq-
uity was $5,509,000; a 12.2 percent decline and over $750,000 difference. Using book
value to gauge any type of valuation estimate would be, at best, misleading.

Despite the failings of book value, it is used extensively in bank acquisitions as a means
to gauge the appropriateness of a price paid. It is important to keep in mind the weaknesses
inherent in book value and the potentially misleading information it can generate.

170 Value and Valuation: A Conceptual Foundation

Exhibit 5.1 Illustration of Equity Valuation—Book Value Versus Fair Market Value ($000)

Assets Book Value Fair Market Value*

Cash and due froms $ 11,694 $ 11,694
Investments 34,369 31,812
Total loans 56,718 52,892
(Loan loss reserves) (780) (780)________ ________
Net loans 55,938 52,112
Premises and fixed assets 3,517 4,703
Real estate owned 810 525
Other assets 2,860 2,487
Core deposit intangible — 4,646
Total assets $109,188 $107,979________ ________________ ________

Liabilities

Customer deposits $ 99,261 $ 98,814
Fed funds purchased 2,125 2,125
Other liabilities 1,531 1,531________ ________
Total liabilities $102,917 $102,470________ ________________ ________
Equity $ 6,271 $ 5,509

*Fair market value is derived by valuing the financial, tangible, and identifiable intangible assets and liabilities 
individually.



9. Liquidation Value
Liquidation value is not, by itself, a separate type of value, but a condition under which
value is estimated. It is the net amount that can be realized if a business is terminated, its
assets sold individually, and liabilities satisfied. As with going concern value described ear-
lier, it would be incorrect to state “the liquidation value of asset X is $100.” The correct
statement would be “the value of asset X in liquidation is $100.” In practice, however, the
term liquidation value is used for simplicity.

Liquidation can be forced or orderly, with the major difference being the time allowed
to find a buyer. The generally accepted definitions are:

• Forced Liquidation: The net amount that an asset will bring if exposed for immediate sale
on the open market, both buyer and seller having knowledge of the uses and purposes to
which it is adapted and for which it is capable of being used, the seller being compelled
to sell and the buyer being willing, but not compelled, to buy.

• Orderly Liquidation: The net amount that an asset will bring if exposed for sale on the
open market with a reasonable time allowed to find a purchaser, both buyer and seller
having knowledge of the uses and purposes to which it is adapted and for which it is ca-
pable of being used, the seller being compelled to sell and the buyer being willing, but
not compelled, to buy.

The net amount, as used in the definitions above, is the price, less any commissions and
administrative cost associated with the liquidation.

From the standpoint of the value of a business, the lowest value possible is its liquida-
tion value.6 In other words, the worst scenario from a value perspective is to terminate the
business, liquidate its assets, and satisfy its liabilities with the remaining balance being dis-
tributed to the stockholders.

The liquidation value concept is involved when the Federal Deposit Insurance Corpo-
ration (FDIC) does not accept bids for failed banks. In such cases, the agency has deter-
mined that the failed bank’s value is higher (or its losses are less) if the FDIC liquidates
the bank, pays depositors, and collects loans as best as possible. In other words, the bank
had less value as an ongoing business than the value of the individual assets (net of liabil-
ities) of that bank.

10. Insurable Value
Insurable value is very straightforward; it is simply the dollar value of destructible portions
of an asset that will be insured to indemnify the owner in the event of loss. This type of value
has little relevance to bank mergers and acquisitions, except possibly in a post-acquisition
review of insurance coverage of premises and equipment.

11. Replacement Value
The replacement value of an asset is simply the cost of acquiring a new asset of equal util-
ity. An estimate of replacement cost takes into account how an asset would be replaced with
newer materials and current technology. Replacement value is not the same as reproduction
value. The latter is the cost of a duplicate asset based on current prices. Replacement value
and reproduction cost are used mostly in the valuation of tangible assets that do not produce
income directly, such as furniture, equipment, and fixtures.
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12. Salvage Value
Salvage value is the amount realizable upon sale or other disposition of an asset after it is
no longer useful to the current owner and is to be taken out of service. This is different from
the concept of scrap value, which assumes the asset is no longer useful to anyone for any
purpose.

During a bank merger or acquisition, salvage value may be involved if the combined
banks will have excess equipment (for example, computers or proof machines). It may be
useful to the buyer to know the salvage value of such equipment.

5.3 TYPES OF PROPERTY THAT CAN BE VALUED

Valuation is an economic concept closely aligned with the legal concept of property. When
involved in valuation, the term property usually means the rights and benefits associated
with ownership. The legal concept of property and ownership is very complex, but a few
points are beneficial in providing a better understanding of valuations for bank mergers and
acquisitions.

The most obvious type of property is a tangible asset, such as buildings, equipment, and
furniture. These are “hard” assets that have physical shape and substance. Ownership of
tangible assets is secured through titles and deeds. In a bank, the bulk of the physical tan-
gible assets are shown on the balance sheet under premises and fixed assets and other real
estate owned.

In a bank, loans and investments are considered tangible financial assets. While not hav-
ing true physical substance, loans and investments represent a contractual claim on future
income at a stated rate and for a specified period of time. The fair market value of a loan or
investment is the net present value of the income stream based on the timing and riskiness
of that income stream.

Property can also be intangible. Such property, in the context of an ongoing business, in-
cludes those assets that have no physical substance, but are important contributors to the
success of the business. The benefits of ownership of intangible assets are usually measured
by the financial return from those assets. Typical intangible assets in a banking environment
include:

• core deposit base;

• loan servicing contracts;

• safe deposit box contracts;

• proprietary computer software;

• leasehold interests;

• assembled work force;

• name recognition; and

• goodwill.

Each of these types of intangible assets can be valued.
The third type of property which can be valued is the business in total, a combination of

the tangible and intangible property. To understand the concept of a business as a property
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to be valued, distinct from the value of the underlying tangible and intangible assets, it is
useful to understand the legal concept of unity of use.

Any combination of tangible and intangible assets, integrated so that they function as a
unit, are considered to have unity of use. When valuing a bank as an ongoing business, it is
being valued as a combination of tangible and intangible assets functioning with unity of use.

5.4 RELATIONSHIP AMONG DIFFERENT TYPES OF VALUE

Within the context of total business (or total enterprise) value, the relationship among the
various types of value described earlier can be seen. Exhibit 5.2 illustrates how different
levels of future income of a business affect the various types of value.

The lowest conceivable value of a business is the scrap value of the tangible assets,
which is the same no matter what the income level is of the enterprise. For example, the
scrap value of a piece of equipment is constant, at a given point in time, irrespective of the
earnings of the business that owns it.

Forced liquidation value is the second lowest potential value, but from a practical per-
spective this is probably the lowest value a business as a whole would bring. Like scrap
value, the forced liquidation value is the same no matter what the income of the enterprise.
Orderly liquidation value is conceptually identical to forced liquidation, except that a higher
value is usually received because more time is allowed to find a buyer.

Value-in-use of the tangible assets typically increases with the income of the business
(up to the point at which the value-in-use equals the replacement value of the asset). At zero
income, the value-in-use and orderly liquidation value are theoretically equivalent, but as
the business becomes more successful, the importance of the tangible assets becomes more
significant; thus value-in-use exceeds orderly liquidation value.
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Exhibit 5.2 Illustration of Relationship Among Various Types of Business Value and the
Future Income of That Business



Value of identifiable intangible assets also tends to increase as the income of the busi-
ness grows. As with tangible assets, the importance of the identifiable intangibles grows
along with the income of the business.

Goodwill value will nearly always increase with the earnings of the business because
goodwill is computed as the difference between the value of the total business and the value
of the tangible and identified intangible assets. Consequently, as the earnings of the busi-
ness grow, so does its total goodwill and enterprise value.

The cumulative result is the total business value. This is the value of the tangible and in-
tangible assets, and it increases along with the future income prospects of the business.
Most valuations of a business are measuring total business value.

5.5 PRINCIPLES OF VALUATION THEORY

Basic economic principles—such as supply and demand—affect the value of a property or
asset. There are, however, four specific economic principles that affect valuation in impor-
tant ways. These principles are described below.

5.5.1 Principle of Alternatives

The principle of alternatives states that in any contemplated transfer of ownership, both the
buyer and the seller have alternatives to consummation of the transaction. This principle
does not mean that all alternatives are equally desirable. It simply means that a seller is not
forced to sell to a given buyer, and a buyer is not forced to buy from a given seller. If this
were not the case, the market mechanism would be distorted and a fair market value could
not be established. A normal valuation assumes that the principle of alternatives is satisfied.

5.5.2 Principle of Replacement

The principle of replacement states that a prudent buyer will pay no more for a property or
asset than the cost necessary to reproduce it with one of equal utility. The simplest illustra-
tion of this principle is in the value of used machinery and equipment. A prudent buyer would
not pay more for a used piece of equipment than for a new one that performs the same func-
tions. The application of this principle to a total business enterprise is much more difficult,
since the estimation of costs required to replace a business would be very complex. The cost
approach to valuation (described in Chapter 6) is based on the principle of replacement.

5.5.3 Principle of Substitution

The principle of substitution is an extremely important concept of valuation. It states that
the value of a property or asset tends to be determined by the cost that would be incurred to
acquire an equally desirable substitute. An example, although somewhat improbable, illus-
trates this principle. Consider two banks of the same size, same staff, same earnings, same
spreads, and so on. Common sense and valuation science would conclude that both banks
are of equal or very nearly equal value because they are equally desirable substitutes (and
in this case identical substitutes).
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A more realistic example would be an investor group considering the acquisition of a
bank. As prudent investors, they would not only examine the target bank itself, but also the
prices paid for comparable banks (that is, for equally desirable substitutes). The principle
of substitution is the theoretical basis for the market approach to valuation, which is de-
scribed in Chapter 6.

5.5.4 Principle of Future Benefits

The principle of future benefits, which is particularly important in a merger and acquisition
context, states that the value of a property or asset reflects anticipated future economic ben-
efits from ownership or control of that property or asset. From this perspective, the value of
a bank, or any business, is the net present value of all future economic benefits attained as
a result of the ownership of that bank or business. In a theoretical sense, what a bank has
accomplished in the past has no relevance to value. From a practical standpoint, however,
past performance is usually one good indicator of future performance, unless unusual out-
side events have distorted past trends.

The application of the future benefits principle is very complex and requires numerous
assumptions about the future of the business. Nonetheless, the net present value of future
economic benefits is often the best indicator of value.7 The principle of future benefits is
the foundation for the income approach to value, described in Chapter 6.

5.6 PRICING VALUE VERSUS REPORTING VALUE

As mentioned previously in this chapter, one factor affecting value estimates is the purpose
for the valuation. Different valuation purposes influence the value assumptions and the type
of value to be measured. Often, different people assess the value of a property or business
for different reasons and from different perspectives. In general, the points of view usually
fall into two categories: pricing and reporting.

The pricing point of view is taken by an investor who is assessing a company for purposes
of acquisition. From this perspective, measures of earnings, cash flow, tax benefits, discount
rates, synergy potential, and value creation opportunities are important. These types of con-
siderations are crucial to an assessment for pricing and economic return analysis.

The reporting point of view, on the other hand, is concerned with supporting an estimate
of value for tax or accounting purposes. To provide the requisite support, it is necessary to
use techniques that satisfy taxing and regulatory bodies. Such techniques may, or may not,
coincide with those used for pricing.

The distinction between these two points of view is sometimes difficult to understand,
but provides one way of reconciling seemingly disparate approaches to, and estimates of,
value. Consider the acquisition of a bank. To the buyer, the sole determinant of price may
be the future dividend potential—the future economic benefits of ownership. The buyer
may have little or no concern for the prices other similar banks have brought. For tax or ac-
counting reporting purposes, however, that same buyer would have to follow certain guide-
lines that require consideration of prices paid for comparable banks as a basis of establish-
ing value. The buyer is not being inconsistent, but is simply reflecting different valuation
needs at different points in time for different purposes.
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5.7 LIMITATIONS OF THE VALUATION PROCESS

Valuation is an inexact science. It requires judgment, assumptions, and opinion. Conse-
quently, two equally qualified appraisers could easily derive two different, yet equally sup-
portable, value estimates for the same asset or property.

It is important to remember that a value estimate is an opinion of value. If prepared by a
competent valuation professional, it is an informed opinion based on accepted analyses and
techniques. It is, however, still an opinion.

ENDNOTES

1. Throughout this book, the term “value” is synonymous with “economic value,” and “asset” is
used interchangeably with “property.”

2. Financial Accounting Standards Board (FASB). 2000. Preliminary Views on Reporting Financial
Instruments and Certain Related Assets and Liabilities at Fair Value.” (May 31), p. 47.

3. Boe v. Comr., 35 T.C. 1038 (1960), aff’d 287 F.2d 1 (2nd cir. 1961).

4. For example Concord Control, Inc. v. Comr., T.C. Memo 1976-301, aff’d and rem’d, 615-F.2d
1153 (6th Cir. 1980) and Northern Natural Gas v. U.S. 420 F.2d, 1107 (8th Cir. 1973).

5. Book value can be either accounting or tax book, but the basic principles are the same.

6. One scenario where liquidation value may not be the lowest value is a business that has as-
sets that are of no use at all, and would have only scrap value. This is, however, an unlikely
possibility.

7. Situations often arise where the estimate of value by means of calculating the net present value
of future income is much more, or less than what the market seems to be paying for equally de-
sirable substitutes. Such situations require judgment by the appraiser to reconcile the differences
and determine which is the more reasonable approach, or if a combination of approaches is ap-
propriate.
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CHAPTER 6

Approaches to Measuring Value

This chapter addresses specific approaches used to value property. Such property can be
real estate, machinery, equipment, stock of a company, a privately held business, or an in-
tangible asset. These techniques of valuation are conceptually the same irrespective of the
particular type of property being appraised. Specific applications of these techniques to
valuing a bank are described in Chapter 14.

There are three primary approaches to valuation:

1. the cost approach;

2. the market approach; and

3. the income approach.

Each approach is discussed in this chapter, along with special topics relating to valuation of
intangible assets and businesses.

6.1 OVERVIEW OF THE VALUATION PROCESS

Regardless of which particular approach to valuation is appropriate in a given circumstance,
there is a basic process to any value estimation undertaking. A valuation professional will
normally use five major steps in the process of conducting the assignment.

1. The first step is to define what is to be valued, the date of the value, the purpose of the
valuation, and the means by which the results will be communicated. It is important to
all parties concerned that these issues be addressed. The subsequent research, analysis,
and approach will be determined by the answers.

2. The second step is to analyze carefully the property being appraised; whether it is a
business, a parcel of real estate, equipment, or machinery. The types of analysis will
differ significantly depending on the property being valued. Nonetheless, the asset
must be analyzed thoroughly.

3. The third major step is to gather data which will be input to the valuation of the subject
property. To value a business, data on other companies would be gathered. For real es-
tate, reproduction costs of similar properties and comparable sales would be gathered.



4. The fourth step is to use the information generated in steps two and three, and apply
the appropriate valuation techniques in order to arrive at a conclusion of value.

5. The last step is the preparation of a written report of the valuation. All valuation esti-
mates should be in writing. The form of the report may be brief and simple or long and
complex, depending on the situation. In addition to the value estimate, the report
should identify the purpose of the appraisal, the date of the value, assumptions under-
lying the value estimate, and limiting conditions.

The elapsed time to complete these steps can range from a few days for a simple prop-
erty to months for a complex assignment with multiple properties and/or locations.

The discussions in this chapter focus on the application of valuation techniques once the
valuation assignment has been defined and information on the subject asset and any other
relevant data have been gathered. In other words, the focus of the balance of this chapter is
step four of the valuation process.

6.2 THE COST APPROACH TO VALUATION

The cost approach to valuation is based on a comparison of the property being appraised
with the cost of replacing it. This approach makes intuitive sense because a property should
be worth the cost of another one of similar utility, with appropriate adjustments for any
physical, functional, and economic obsolescence.

The cost approach to valuation is most frequently applied to the valuation of nonincome-
producing machinery, equipment, and real estate that are part of a business. Valuations of
businesses in total are seldom made using this approach. Typically, only when specific un-
derlying assets of the business are being appraised is the cost approach applicable. The cost
approach, using improved real estate as an example, determines the property’s value by es-
timating the cost to reproduce the improvements (for example, buildings, parking, land-
scaping) deducting for physical, functional, and/or economic obsolescence; then adding the
market value of the land. (The land must be valued separately because the cost approach is
not a valid valuation technique for land—every parcel of land is, by definition, unique be-
cause of location and cannot be “replaced” by one exactly like it.)

In order to estimate the cost to reproduce the improvements, a thorough analysis of those
improvements must be undertaken. Then, using current local prices for each item, the cost
to reproduce the improvements is calculated. Exhibit 6.1 illustrates the results of the cost
approach to valuing an apartment complex after in-depth analysis of the property and cur-
rent costs to reproduce each improvement are determined. Obsolescence is then calculated
to derive market value.

A critical element in applying the cost approach is the obsolescence factor. Obsoles-
cence measures the true decline in utility of an asset from one, two, or all three potential
sources.

1. Physical Obsolescence: This is the actual physical deterioration of a property through
wear and tear. Under normal circumstances, this is the source of most obsolescence in
physical assets.
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2. Functional Obsolescence: This source of obsolescence is a result of “defects” in de-
sign of the property. Such defects are not physical, but functional in nature, such as ob-
solete materials or design. Functional obsolescence, which can be curable or incurable
depending on the situation, is usually a result of either size (too large or too small) or
outdated design (requires modernization). An example of functional obsolescence in a
banking situation is a “superadequate” branch—one that is too large or too opulent to
be justified economically in today’s environment. Because of ATMs and other elec-
tronic delivery systems, many older bank branches suffer from some functional obso-
lescence due to superadequacy.

3. Economic Obsolescence: This type of obsolescence is a result of the diminished util-
ity of a property due to external factors. For example, a piece of equipment that man-
ufactures Beta videotapes has suffered economic obsolescence through the evolution
of VHS as the standard. By definition, economic obsolescence is always incurable.

The estimates of the extent of the obsolescence are a major factor in determining the value
of a property and are often very subjective.

In the context of valuations as part of bank mergers and acquisitions, it is likely that the
cost approach will only be used to value individual tangible assets. When pricing an acqui-
sition target or evaluating a purchase offer, the cost approach is seldom, if ever, used. The
exception might be the case in which the bank has significantly undervalued fixed assets on
its books that could be sold for a substantial profit after the transaction is complete. Chap-
ter 8 discusses valuation of individual tangible assets of a bank in more detail.
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Exhibit 6.1 Illustration of Cost Approach to Valuation (Apartment Complex as Example)

Reproduction Market
Item Cost Obsolescence Value

• Building
(235,000 sq. ft. @ $42.00/sq.ft.) $ 9,870,000 10% $ 8,883,000__________ __________

• Appliances and interior fixtures
(350 units @ $2,200/unit) $ 770,000 20% $ 616.00__________ __________

• Yard improvements
Asphalt paving $ 250,000 15% $ 212,500
Concrete walks 275,000 10% 247,500
Maintenance shed 7,500 25% 5,625
Street lights 80,000 10% 72,000
Landscaping 110,000 15% 93,500
Swimming pool 80,000 20% 64,000
Other 10,000 10% 9,000__________ __________

Total $ 812,500 $ 704,125
Total reproduction costs $11,452,500 $10,203,125
Value of land* N/A N/A $ 897,000

Total value (rounded) $11,100,000____________________

*Valued by the market approach. Land cannot be valued by the cost approach.



6.3 THE MARKET APPROACH TO VALUATION

The second major technique of valuation is the market approach. In its simplest form, this
approach states that a property’s value is equal to the cost of acquiring an equally desirable
substitute.1 The process requires a comparison and correlation between the subject prop-
erty and similar properties being exchanged in the current market with appropriate adjust-
ments as necessary. The market approach entails using comparative valuation techniques
according to specific guidelines in similar industries, for similar business interests, in sim-
ilar publicly traded companies. This approach is most appropriate in determining the value
of a marketable minority interest.

The market approach is relatively easy to understand but can be difficult to apply unless
there is a reasonably active market for properties similar to the one being valued. For ex-
ample, it is difficult to use the market approach to value a nuclear power plant, since there
is, for all intents and purposes, no historical transaction data for these types of properties.
Conversely, the market approach is very valid when the comparable property types, such as
office buildings in major cities or common stock of businesses, are actively traded.

The market approach is widely applied to bank mergers and acquisitions. Because of the
reporting requirements of the industry, there is an abundance of information available on
sales of banks, as well as information on trades of widely held bank stock. This excellent
base of information allows for the application of the market approach in most cases.

Even with an abundance of market transaction data, the use of the market approach re-
quires thorough and thoughtful analysis. There are two key challenges in applying the mar-
ket approach:

1. Comparable transactions must be identified; and

2. Adjustments to those comparables must be made.

Each of these issues is discussed below.

6.3.1 Identifying Comparables

The first issue is the identification of comparable properties. Such comparables (comps in
valuation jargon) must meet two basic requirements:

1. The comparables must be generally desirable substitutes for the property being ap-
praised; and

2. The terms and conditions of the comparable transaction must reflect meaningful mar-
ket conditions and “arm’s length” criteria.

These two requirements mean that the comparables should be as similar as possible to the
subject property, and sales data (terms, conditions, financing, etc.) should reflect open mar-
ket conditions. Within the general limitation of these requirements, there are four basic con-
siderations used when identifying comparables.

The first of these considerations is the availability of data on actual transactions. (Of-
fers which were not consummated are not valid because they do not reflect market actions.)
The information on the transaction must be reliable and reasonably complete. Fortunately,
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in the banking industry the information about change of control prices available through
regulatory agencies and private sources usually meets both these criteria.

The second consideration is the number of comparable transactions that can be identi-
fied. Information may be reliable and complete, but if statistics on only one or two trans-
actions are available, use of the market approach is effectively eliminated. Normally, four
or five truly comparable transactions are the minimum number necessary for a valid appli-
cation of the market approach. In general, it is desirable to have as many comparable trans-
actions as possible.

The degree of similarity between the subject property and the comparables is the third
consideration. Ideally, all comparables would be identical, not just similar, to the subject
property. In the real world, however, this will never happen. Nonetheless, the greater the de-
gree of similarity between the subject property and the comparables, the more meaningful
the information on the transaction. In the context of a bank valuation, this means the com-
parable transaction should involve a bank of roughly the same size, market type, and bal-
ance sheet composition.

The fourth consideration in identifying comparables are the conditions and terms of the
transaction. The transaction must reflect arm’s length negotiations and sale, with no insider
influence. Also, the form of payment must be known. Prices can vary significantly with dif-
ferent forms of payment—for example, all cash, cash and notes, or stock.

Once comparable transactions are identified and they meet the four considerations
above, it is necessary to adjust the comparables to match the subject property. The factors
considered when making these adjustments are described below.

6.3.2 Adjusting for Lack of Comparability

Comparables are never identical to the subject property; therefore, adjustments are nearly
always necessary. Such adjustments can be made either to the actual sales price of the com-
parable, or to a meaningful financial ratio. For example, using comparable bank sale data,
the selling price could be adjusted up or down, depending on the situation, or adjustments
could be made to ratios, such as price-to-earnings or price-to-book.2 In either case, the ad-
justments are based on the informed opinion of the valuation professional.

With respect to a single tangible asset, the types of factors for which adjustments might
be required include:

• age of the asset;

• timing of sale;

• physical condition;

• functional obsolescence; and

• possible amenities or extra features.

When estimating the value of an entire business, the factors that usually lead to adjust-
ments in sales transaction data include:

• size of the business;

• form of ownership (for example, closely held versus publicly held);
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• degree of liquidity and marketability;

• degree of profitability;

• liability and capital structure;

• market position and location;

• fixed assets; and

• past growth rates.

Whether adjustments to the comparables are made up or down will depend on the particu-
lar situation. Ideally, the comparables used should require a minimal amount of adjustment.

6.4 THE INCOME APPROACH TO VALUATION

The income approach to valuation is based on the principle that the worth of a property is
equal to the net present value of future economic benefits—the income—it will bring to the
owner. This approach views a property in terms of its ability to generate income. Conse-
quently, it is applicable only for income-producing assets (e.g., a business, rental property,
etc.). Nonincome-producing assets such as special use property, furniture, and fixtures can-
not be valued properly by the income approach. In the context of bank mergers and acqui-
sitions, the income approach can be used effectively to value a bank as a total business. It
can also be used to value selected individual assets of the bank, such as loans, investments,
core deposit base, loan servicing rights, and safe deposit box contracts.

The income approach is most relevant when valuing a business as an acquisition target.
This approach examines the particular business, its unique circumstances, and its ability to
generate income in the future. As described in Chapter 5, value can be defined as the dol-
lar amount that would be paid for a property or the right to receive future benefits from use
of such property. The income approach bases value on these future economic benefits.

The income approach estimates the future income generated by a property, determines
the appropriate relation between future income and value, then converts that future income
to an estimate of value. As with the other approaches to valuation, the concept is fairly
straightforward, but the application can be difficult.

Mathematically, the income approach is derived from the simple concept that the amount
of income from an investment is equal to the invested amount multiplied by the rate of re-
turn; or in equation form:

annual income � invested amount � Annual Rate of Return

For example, if $12,500 is invested at 8 percent, the annual income is $1,000 ($12,500 � .08).
The equation can be rewritten as:

invested amount � annual income3/Annual Rate of Return

If the annual income is again $1,000, and the annual rate of return is 8 percent, the
amount invested would be $12,500, calculated as $1,000/.08. In terms of valuation, this for-
mula can be interpreted as answering the question: “What is the value of a property gener-
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ating $1,000 annually to an investor requiring an 8 percent annual return?” The value of
that property to that investor would be $12,500. This process is known as capitalization and
is simply the conversion of a stream of future income to a single value. In equation form,
capitalization is:

value of a property �
annual income from property/appropriate capitalization rate

The mathematics of capitalization are simple. The difficulty of applying the approach lies
in determining the future annual income and identifying the appropriate capitalization rate.
To use the income approach properly, these two inputs must be determined carefully and
only after thorough analysis.4

The selection of a capitalization rate can be especially difficult, as it must reflect the risk-
iness of the future income as well as the long-term growth of that income. Therefore, the
capitalization rate and required rate of return are not necessarily equivalent, as would be
implied by the example shown. The differences are discussed later in this chapter along with
techniques for the selection of the capitalization rate.

Two variations of the income approach are typically used. They differ only in complex-
ity, not in concept. The two variations are:

• the stabilized income method

• the discounted future income method

6.4.1 The Stabilized Income Method

The stabilized income approach uses a single measure of annual income (that is, the stabilized
income) and a single capitalization rate to determine value. The example used previously—
in which income was $1,000, rate was 8 percent, and value was $12,500—is an application
of the stabilized income approach.

To use this approach, a level of stabilized income that is representative of the asset is es-
timated. The term stabilized does not mean that income is stagnant and will not increase in
the future. The projected annual growth of the income is reflected in the capitalization rate,
as discussed in the next section of this chapter.

One common method used to estimate the stabilized income level is to compute a
weighted average of the last five years’ income, with more recent years’ income weighted
most heavily. An example is shown in Exhibit 6.2. In this example, the stabilized level of
income to be used in the valuation process would be $631.

The next requirement is the selection of the appropriate capitalization rate. This rate re-
flects the return a prudent investor would expect on an investment in the property, given its
risk characteristics and the long-term income growth prospects of the property. For exam-
ple, assume that the appropriate capitalization rate is 11 percent. The value would then be:

value � stabilized income/capitalization rate
or

$631/.11
� $5,736
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The process used to determine the stabilized level of income in this example is just one of
a number of possibilities. Other ways to determine income and techniques used to select a
capitalization rate are described in detail later in this chapter.

6.4.2 The Discounted Future Income Method

The second variation of the income approach involves projecting income and converting the in-
come to a present value through the process of discounting. This process is central to the appli-
cation of the discounted future income approach. A simple example will illustrate the technique.

Assume an income-producing asset with a five-year life, at which time it will be worth
zero (that is, it will have no scrap or salvage value) with projected income as shown in Ex-
hibit 6.3. The value of this asset can be computed as:

value of asset �
year 1 income � year 1 discount factor

� year 2 income � year 2 discount factor
� year 3 income � year 3 discount factor
� year 4 income � year 4 discount factor
� year 5 income � year 5 discount factor

The computation of the discount factor is accomplished by the following formula:

discount factor for year “N” � 1/(1 � discount rate)N

184 Approaches to Measuring Value

Exhibit 6.3 Projected Income for Five-
Year Asset

Year Income

1 $ 900
2 1,050
3 1,200
4 1,450
5 1,600

Exhibit 6.2 Calculation of Weighted Historical Income

Historical Weighted
Year Income Weight Income

1995 $500 1 $ 500
1996 580 2 1,160
1997 620 3 1,860
1998 620 4 2,440
1999 700 5 3,500

Total 15 9,460

Weighted Average: $ 631
(9,460/15)



The discount rate is a percentage that reflects the yield a prudent investor would require to
purchase the asset, given that asset’s risk characteristics. (As discussed later in this chapter,
discount rate and capitalization rate are not the same.)

If the discount rate was assumed to be 13 percent, the discount factor for each year would
be as shown in Exhibit 6.4. Under these assumptions, the value of the asset would be about
$4,200, calculated as shown in Exhibit 6.5.

The preceding example has the unrealistic assumption that the income will be produced
by the asset over a finite and predictable period of time, and then will be worth nothing.
Such conditions rarely exist. More typically, income is produced over a long period, the ex-
tent of which is not known exactly at the date of the valuation.

A business is a good example of this situation. The life of a business is unknown and
with proper management can exist, for all intents and purposes, into perpetuity. Valuation
in this circumstance is accomplished using the discounted future income approach for a de-
fined period of time (usually five to ten years) then using the stabilized income method to
compute the residual value of the business at the end of the finite period.

Continuing with the preceding example, suppose that the stabilized level of future earn-
ings after Year Five is estimated to be $1,750 and a capitalization rate of 11 percent is de-
termined to be appropriate. The value of the asset would then be about $11,850, calculated
as shown in Exhibit 6.6.

6.4.3 Discounted Cash Earnings

Discounted cash earnings stream is a commonly used method of determining the value 
of financial institutions. This method assesses an institution’s value as a function of two
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Exhibit 6.5 Calculation of Present Value of Future Income

Discount Present Value
Year Income Factor of Income

1 $ 900 .885 $ 796.5
2 1,050 .783 822.2
3 1,200 .693 831.6
4 1,450 .613 888.9
5 1,600 .543 868.8_______

$4,208.0

Exhibit 6.4 Calculation of 
Discount Factor

Discount
Formula Factor

Year 1: 1/(1 � 1.3)1 .885
Year 2: 1/(1 � .13)2 .783
Year 3: 1/(1 � .13)3 .693
Year 4: 1/(1 � .13)4 .613
Year 5: 1/(1 � .13)5 .543



variables: (1) an estimate of continuous cash earning power, and (2) a discounted rate, usu-
ally the weighted average cost of capital (WACC) to capitalize cash flow earnings. Assess-
ment of cash flow earning power is the most essential and difficult component in the valu-
ation process because it is a function of a number of internal and external factors. Internal
factors that may influence the cash flow earning power are, among others, (1) the mix of
assets and liabilities; (2) management’s philosophy and operating style regarding composi-
tion, maturity, yield, and costs of debt and equity instruments; (3) the credit, business, and
financing risks inherent in the loan portfolio; and (4) the institution’s ability to generate fee
income determined by customer base as well as products and services offered. External fac-
tors are industry specifications, competitive environment, fluctuations in interest rates, reg-
ulatory laws and regulations, market conditions, and general economic conditions.

Most recently (February 2000), the Financial Accounting Standards Board (FASB) is-
sued the Statement of Financial Accounting Concepts No. 7 (SFAC), which provides a
framework for using present value to estimate fair value of assets and liabilities.5

SFAC No. 7 establishes guidelines for using future cash flows as the basis for account-
ing measurements at initial recognition or fresh-start measurements and for the interest
method of amortization. SFAC No. 7 provides a framework for using present value, espe-
cially when the amount of future cash flows, their timing, or both are uncertain. Present
value captures the economic difference between sets of estimated future cash flows by re-
flecting the uncertainties inherent in the estimated cash flows. If a price for an asset or lia-
bility or identical one can be determined in the marketplace, there is no need to use present
value primarily because the marketplace assessment of present value is already embodied
in such prices. However, in most cases, the present value of expected future cash flows can
be used to estimate fair value. The present value formula [Pv � Fv/(1 � I)n, where Pv �
present value, Fv � future value, i � interest rate, and n � number of periods] is a tool used
to incorporate the time value of money in a measurement to capture the present value of the
amount that will be received in the future.

6.4.4 Selecting the Type of Income to Use

In the preceding examples it was assumed, for purposes of illustrating the concept, that the
type of income, the income levels, and capitalization and discount rates all were known.
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Exhibit 6.6 Calculation of Present Value of Future 
Income with Residual

Discount Present Value
Year Income Factor of Income

1 $ 900 .885 $ 796.5
2 1,050 .783 822.2
3 1,200 .693 831.6
4 1,450 .613 888.9
5 1,600 .543 868.8

Residual $1,750 .480 $ 7,636.4*__________
Total $11,844.44

*Assumes residual income is capitalized at 11%, then discounted to present
value.



These are the essential elements in using the income approach, and in real life must be com-
puted before applying the income approach.

In the context of a bank valuation analysis, the most appropriate type of income meas-
ure to use is available cash flow. This is the amount of cash that is available each year to
the owner in the form of dividends. In the context of bank valuations, available cash flow
usually means the cash which can be distributed to owners as dividends or proceeds of a
sale. The accounting definition of cash flow is not as meaningful for valuation purposes.
Calculation of available cash flow from dividends is discussed in detail in Chapter 14.

For purposes of presenting the concept and mechanics of the income approach to valu-
ation, the term income is used.

6.4.5 Estimating the Stabilized Level of Income

Once the type of income is selected, it is necessary to determine the stabilized level of in-
come and/or to project that income for a five- to ten-year period. There are four basic char-
acteristics of the income which need to be considered in the projection process.

1. Amount of Income: The first consideration examines the amount of past income, care-
fully assessing whether the amounts are realistic compared with the size of the prop-
erty or business, the market environment, and competitive conditions. The major fac-
tor is whether abnormal circumstances have skewed historical income performance so
that it is not indicative of the future.

2. Regularity of Income: In this case, the pattern of income must be considered. The crit-
ical aspect is the volatility of past income trends. If a property, especially a business,
exhibits excessive income variations, it is more difficult to forecast the income, unless
those variations were a result of predictable market phenomena (for example, it might
be a seasonal business). Occasionally, the volatility of income is so great that the in-
come approach to valuation is not appropriate, and other approaches are required.

3. Duration of Income: Occasionally, the income will have a known and finite life. An of-
fice building leased at a fixed rate for a fixed term is an example of such a situation. In
such a case, the stabilized income approach would not be the valid valuation technique.
In cases of a business enterprise valuation, it is not necessary to assume that income
goes on forever, but only that it will continue for a substantial number of years. This is
a reasonable expectation with most healthy banking institutions.

4. Certainty of Income: Future income is never certain, but some sources of income have
greater certainty than others. In most cases, the greater the degree of certainty, the less
risk involved (a factor that affects the discount and capitalization rates).

When determining a stabilized income level or when projecting future income levels, the
process and results will be influenced by the four above-mentioned characteristics of the in-
come. To assess these characteristics, the historical income of the subject property or busi-
ness must be analyzed carefully. Depending on the situation, it may be necessary to adjust
the actual reported income if it has extraneous or unusual elements. For example, a busi-
ness may have had an unusual, one-time event that raised or lowered income (sale of prop-
erty, legal costs, and so on) or excessive salaries may have been paid that would not con-
tinue into the future under prudent management. In certain cases it may be necessary to
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adjust past earnings to gain a true picture of the past. In the examples used in this chapter,
the income figures exclude any abnormal occurrences.

A stabilized income level to be capitalized into value can be determined by way of analy-
sis of past income trends. There are typically three patterns that historical income trends can
follow, each affecting the way that stabilized income level is estimated.

The steady trend pattern is the easiest method. In such a circumstance, income is in-
creasing (or decreasing) at a more or less steady rate, in either dollar or percentage terms.
The most straightforward way to deal with this situation is to use the latest year’s income
as being a representative, stabilized level of income. For example, if the income pattern
shown in Exhibit 6.7 is being valued, the 1999 income could be considered a stabilized level
of income.

The appropriate level of stabilized income to use in this example would be $1,216. (The
5 percent annual increase in earnings, which is expected to continue, will be reflected in the
value estimate through the selected capitalization rate, as discussed in the next section of
this chapter.)

The next type of income pattern is the growing erratic trend, which is typical of busi-
nesses in a cyclical but expanding market. In this case, the best way to determine the stabi-
lized level of income is usually a simple average of historical income as in Exhibit 6.8. In
this example, a stabilized income level of $1,164 would be appropriate. (Again, the growth
rate and instability of earnings will be reflected in the selected capitalization rate.)

The third type of income is the erratic trend. In this case, a careful assessment must be
made of whether the income is too erratic to use. If so, it may not be possible to use the in-
come approach. Otherwise, the simple average techniques used in the growing erratic case
may be appropriate.
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Exhibit 6.7 Stabilized Income Trend Example

Year Income Percent Change

1995 $1,000 —
1996 1,050 5%
1997 1,103 5%
1998 1,158 5%
1999 1,216 5%

Exhibit 6.8 Erratic Income Trend Example

Year Income Percent Change

1995 $1,000 —
1996 1,200 20.0%
1997 1,080 (10.0%)
1998 1,290 19.0%
1999 1,250 (3.0%)
Average $1,164



6.4.6 Projecting Future Income Levels

Projecting income for use in the discounted future income approach requires an in-depth
analysis of past financial trends to identify the steadiness or instability of the income and
the reasons for the pattern.6 The income is usually projected for a five- to ten-year period,
and can be forecasted in one of three ways.

The most straightforward method to forecast income is the development of a time series
equation of past income, then assuming a continuation of the time series. Exhibit 6.9 illus-
trates a time series calculation and the resulting equation used to forecast income. The sta-
tistical technique regression analysis is used to compute the equation based on historical in-
come data. That equation is then used to calculate the unknown variable, future income,
based on the known variable, the year. The time series approach is appropriate when past
income has exhibited a reasonably steady growth pattern.

A second method to forecast total income is to project the individual components of in-
come, then aggregate to a total. This approach is appropriate when the subject property has
more than one major source of income, such as a business with multiple product lines. Each
such source may have different growth characteristics and future potential. If each income
source is reasonably steady, the time series technique could be used on each individual
source.

Exhibit 6.10 illustrates the forecasting of total income for a business that has three prod-
uct lines. The approach is the same as forecasting total income, except that each component
is analyzed separately. In the example, Product A is a small, slow growth product and has
more risk. Product B is a rapidly growing product and has more opportunity. Product C is
the large, modestly growing cash cow, which is more stable and predictable. The advantage
of separating the components is in the identification of the different opportunity and risk
characteristics associated with each source of income.

The third method is an indirect way to forecast income. Underlying drivers of income
and expenses are first identified, then the quantitative relationships between income and
those drivers are established, the income drivers are forecasted, and finally income based
on the future levels of the drivers is estimated. In a bank, the principal drivers of net income
include loans and investments (which create interest income), deposits (which create inter-
est expense), loan loss provision, operating expenses, and noninterest income. It is usually
more accurate to project loans, investments, and other income drivers (based, for example,
on market potential) than it is to project income directly. The relationship among loans, in-
vestments, deposits, and the associated income and expenses is then calculated to derive in-
come for valuation purposes.

This indirect approach to forecasting income is probably the most difficult because it re-
quires an in-depth analysis of income and expense drivers. In the application of valuation
techniques to bank mergers and acquisitions described in Chapter 14, this indirect approach
is used as it is a more realistic basis of estimating future income levels.

6.4.7 Selecting the Capitalization and Discount Rates

The second crucial area of decision making in the income approach is the selection of cap-
italization and discount rates. It should be noted that these rates are related, but they are not
the same.
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Exhibit 6.9 Using Time Series Equation to Forecast Total Income of a Business



Exhibit 6.10 Using Time Series Equations to Forecast Components of Total Income of a
Business



The mathematical relationship between the discount rate and the capitalization rate is:

capitalization rate �
discount rate � annual future growth of income

The capitalization rate converts a single estimate of annual income into a current capi-
talized value of that income, whereas the discount rate converts a flow of future income to
present value.

Future income flows must be converted to present value because “a dollar tomorrow is
worth less than a dollar today,” and the farther into the future one projects, the less that dol-
lar is worth in today’s terms. This is the fundamental principle of the time value of money. If
income is received today, it can be invested in an interest-bearing asset, resulting in interest
plus the original balance. This basic financial concept has a significant impact on valuation.
Since the valuation date is normally at the present, and the income is in the future, it is nec-
essary to compensate for the time value of that income. This compensation is accomplished
through the process of discounting. The calculations of discounting are shown below:

present value of income to be received in year N �
income to be received in year N � [1/(1 � year N discount rate)N]

where year N is the future year corresponding to the receipt of the income. The fraction 
1/(1 � discount rate)N is the discount factor used previously in the illustration of the income
approach. For example, if $500 is to be received in three years, its present value, discounted
at 9 percent, is $386, calculated as:

$500 � [1/(1 � .09)3] � $386

Income that is to be received in multiple years is discounted in exactly the same way. The
income in each year is converted to present value, then the individual results are totaled. For
example, if $400 is to be received in one year, $550 in two years, and $775 in three years,
the present value of that stream of income discounted at 9 percent is $1,386, calculated as:

[$400 � 1/(1 � .09)1] � [$500 � 1/(1 � .09)2] � [$775 � 1/(1 � .09)3] � $1,386

The discount rate can be thought of as the rate of return required to invest in the income
flow, taking into account alternative investments and the riskiness and uncertainty of the in-
come. The following two components constitute a discount rate:

• A risk-free rate of return: The return an investor could earn without risk. (All investments
have risk, but a risk-free rate reflects the safest investment possible, usually a United
States Government security.)

• A risk premium: The additional return an investor would require to invest in the particu-
lar property being valued.

The capitalization rate also reflects the risk-free rate and a risk premium. In addition, how-
ever, the capitalization rate reflects the long-term income growth prospects of the asset. The
mathematical comparison between the discount rate and the capitalization rate is shown as:
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discount rate � risk-free return � risk premium
capitalization rate � discount rate � annual growth rate

The annual growth rate of income is subtracted because faster growth, all other things being
equal, has higher value (that is, a lower capitalization rate). The only time the discount rate
equals the capitalization rate is when the long-term growth of income is expected to be zero.

Theoretically, a potential problem can exist if the growth rate exceeds the risk-free rate
plus the risk premium. In practice, however, this problem will not be encountered for two
reasons. First, it is unlikely that any business can be expected to sustain very rapid income
growth into perpetuity. Second, faster growth usually implies greater risk, thus requiring an
increase in the risk premium.

An illustration of the discount rate and capitalization rate is shown below. Assume the
risk-free return is 7 percent, the risk premium for the particular investment is 8 percent, and
the long-term growth is 4 percent per year. The calculations would be:

discount rate � .07 � .08 � .15
capitalization rate � .15 � .04 � .11

If the stabilized income method is used, the single measure of income is capitalized at
11 percent. If estimates of future income—the discounted future income method—are used,
those estimates are discounted at 15 percent.

The critical step is to select the proper discount rate, which can then be used as a basis
to calculate the capitalization rate. There are three principal approaches which can be used
to determine an appropriate discount rate:

1. summation;

2. weighted cost of capital, and

3. market comparison

The summation approach builds up the discount rate by component parts. The weighted
cost of the capital approach creates a discount rate based on the costs of debt and equity,
which is based on the capital structure associated with the subject property. The market
comparison approach estimates the discount rate in total by comparing the subject property
with other similar investments.

The summation method is based on the view that a discount rate can be thought of as
comprising two parts, the risk-free rate of return and a risk premium. Each component can
be dealt with separately, then they can be added together to arrive at the discount rate. A
risk-free rate is the return an investor can be more or less certain to receive on an invest-
ment that has a ready market. United States Government securities are typically used as a
proxy for measuring a risk-free return. These rates are reported in a variety of business pub-
lications and are easily obtainable. Rates for United States Government securities in late
2000 are shown in Exhibit 6.11. Short-term United States Government securities (for ex-
ample, three-month T-bills) are often viewed as the most risk-free investment. However, for
purposes of valuation, it is normally better to use the rate on government securities of longer
maturities (one year or more) as a base rate. Long-term securities have greater risk of not
selling at par, but because valuations usually involve value based on long-term income
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trends, the rate on longer maturity securities is often a more comparable and relevant proxy
for a risk-free rate.

The risk premium portion of the discount rate must reflect the risk associated with the
particular property or business being appraised and the risk associated with the market.
Some factors that should be considered in the risk premium are shown in Exhibit 6.12.

The actual determination of the risk premium, after due consideration of the above-
mentioned factors, can be a difficult process and will differ among various potential buy-
ers. To establish a starting point, it is useful to analyze the rates on various investments less
the risk-free rate, the difference being the risk premium. A good starting point is the rate
charged by a commercial bank for a loan on a similar asset. For example, if a bank will
charge 13 percent to finance the purchase of a property similar to that being appraised and
the risk-free rate is 8 percent, then a starting point for the risk premium would be 5 percent.
Additional risk with a particular property may require additional risk premium.

Another technique that can be used to quantify the risk premium portion of the discount
rate is the Capital Asset Pricing Model. This model is an analytical approach that uses ac-
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Exhibit 6.11 Yields on Selected U.S.
Government Securities

(As of October 30, 2000)

3-month treasury bill 6.31
6-month treasury bill 6.35
1-year treasury bill 6.12
Long-term treasury securities 5.73

Exhibit 6.12 Factors Impacting
Level of Risk Premium

Risks Associated with Subject Property*

• Type of product/service
• Size of business
• Financial condition
• Quality of management
• Quality and quantity of income
• Market position
• Liquidity of investment in business
• Location
*Using a business as an example.

Risk Associated with Market

• General outlook for industry
• Conditions of overall economy
• Availability/cost of credit
• Condition of local economy
• Outlook for customers of the business
• Legal or regulatory restrictions



tual data on publicly traded equity instruments to describe the way prices of individual as-
sets are determined in efficient markets. The Capital Asset Pricing Model theorizes that the
expected rate of return on an asset is equal to the risk-free return plus an overall risk pre-
mium that reflects risk associated with the specific industry and the specific company. In
equation form, the Capital Asset Pricing Model is applied to discount rate determination as:

discount rate � risk-free rate � (risk premium � beta factor)

where the risk premium equals the systematic market risk for all businesses in the industry,
and the “beta” factor reflects the risk associated with the specific business being valued rel-
ative to all other businesses. This model is most applicable to businesses that have widely
traded stocks. A good history of stock sales is usually necessary to have an historical basis
for estimation of the beta factor.

Essentially, use of the Capital Asset Pricing Model to determine a discount rate is a vari-
ation of the summation approach. An added enhancement of this approach is that it reflects
the historical volatility of the specific business being valued. Practically speaking, however,
this methodology is applicable only for fairly actively traded, publicly held businesses.

A second technique used to establish a discount rate is the weighted cost of capital ap-
proach. A weighted average of the cost of debt and required return on equity is computed
as in the example shown in Exhibit 6.13. In this illustration, an investor requires 20 percent
pretax return on equity, with debt costs at 11 percent for senior debt and 13 percent for sub-
ordinated debt, resulting in a discount rate of 13.84 percent. This figure is simply a weighted
average based on the mix and cost of capital.

The third technique used to establish an appropriate discount rate is the market compar-
ison approach. With this technique, discount rates are examined for situations similar to the
subject asset, in terms of type of sale, income levels, riskiness, and liquidity. A rate is then
selected, as opposed to the summation method where the rate is built up from components.

For business valuations, data on publicly traded stocks provide a surrogate measure of a
discount rate, assuming the publicly traded businesses are similar to the one being valued.
The widely reported price/earnings (P/E) ratios provide a general idea of the yield the mar-
ket requires. The deficiencies of the P/E ratio are, unfortunately, substantial: price reflects
investors’ expectations for the future while earnings are historical; the P/E is for one par-
ticular company which may or may not be comparable to the business being valued; and the
quoted price used in the P/E is usually for a minority position.

Notwithstanding these deficiencies, the P/E ratio can be a useful way to begin the de-
termination of a discount rate. The P/E ratio is based on reported earnings; therefore, it
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Exhibit 6.13 Calculation of Weighted Cost of Capital

Component of Percent of Pre-tax After-tax
Capital Capital Cost Cost

Senior debt 30% 11% 7.15%
Subordinated debt 20% 13% 8.45%
Equity 50% 20%* 20.00%

Weighted Cost of Capital 13.84%

*Often estimated using the capital asset pricing model described above.



cannot be applied directly to cash flow measures. The best way to apply the P/E is to use
an average P/E for a sample of comparable businesses. The calculations would be as
shown below.

initial discount rate estimate �
(1 � control premium)/average P/E for companies

� projected income growth rate for companies

The control premium factor must be applied to the inverse of the P/E ratio because the P/E
reflects a minority position in the company. The expected growth of the sample companies
must be added because the inverse of the P/E actually computes a capitalization rate and,
as described earlier, the discount rate is the capitalization rate plus annual growth. An ex-
ample of the P/E method is shown as follows. Assume that:

Average P/E for sample companies: 13
Control premium: 37%
Projected growth of sample companies: 4% annually

Initial discount rate estimate is:

(1 � .37)/13 � .04 � .105 � .04 � 14.5%

The business being valued may have unusual risk characteristics, which would require
an increase in the initial 14.5 percent rate estimate. This is a subjective factor based on a
case-by-case analysis.

Public company P/Es should be used very cautiously in deriving an initial discount rate
estimate. The problem with using public companies is somewhat theoretical, but valid
nonetheless. The control premium percentage is used to adjust the P/E to a majority posi-
tion that is then used as a proxy for the required rate of return. Such a relationship implies
that greater control allows greater influence over the systematic risks of the business. This
is probably not true because systematic risks are, by definition, beyond the control of the
owner. Control premium is more directly related to the ability of the majority owner to in-
fluence future cash flow and earnings.

One solution to this problem is to use acquisition P/Es rather than stock trade P/Es. This
approach avoids the control premium adjustment problem. The formula to use is:

discount rate estimate �
earnings of sample companies/price paid for companies

� projected growth rate of companies

An example of the calculations is shown below.

Average earnings of sample companies: $3,100,000
Average price paid for sample companies: $30,000,000

Projected annual growth of sample companies: 4.0%
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Initial discount rate estimate is:

$3,100,000/$30,000,000 � .04 � .103 � .04 � 14.3%

As before, the business being valued may have more or less risk associated with it, result-
ing in the need to adjust the 14.3 percent upward or downward.

Once the discount rate has been estimated, by one or more of the techniques described
above, it is possible to calculate the capitalization rate. To reiterate the formula:

capitalization rate � discount rate � growth rate of income

The expected annual growth rate of the income stream of the property being valued is sub-
tracted from the discount rate to arrive at the appropriate capitalization rate. Exhibit 6.14 il-
lustrates how the discount, capitalization, and growth rates work together to value a pro-
jected income stream.

6.4.8 Dividend Capitalization Model

A variant of the income approach that can be used to value businesses is the dividend cap-
italization model. This approach can be used whether or not the business actually pays div-
idends to stockholders. The easiest case is valuation of a business which has a record of pay-
ing dividends. Instead of capitalizing total income, income per share is capitalized to derive
a per share value. This value is on a minority basis, with a majority position determined by
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Exhibit 6.14 Valuation of an Income Stream to Illustrate Discount, Capitalization, and
Growth Rates

Year 1 Year 2 Year 3 Year 4 Year 5 Residual

Income
(rounded) $1,000 $ 1,050 $1,180 $1,300 $1,400 $ 1,500

Annual growth — 5.0% 12.4% 10.2% 7.7% 5.0%
Discount rate 15% 15% 15% 15% 15% 15%
Discount factor .870 .756 .657 .571 .497 .432
Capitalization

rate — — — — — 10%*
Capitalized value

(rounded) — — — — — $15,000
Present value $ 870 $ 794 $ 775 $ 742 $ 696 $ 6,480
Sum of present

values $10,357______________
The income stream for years one through five is converted to present value by multiplying the
income in a given year by the discount factor for that year (e.g., for Year 3, the income of $1,180 is
multiplied by the discount factor of .657 to equal $775). The residual income level is capitalized at
10% (to equal $15,000), then converted to present value by multiplying by the discount factor of
.432 (to equal $6,480). The individual present value figures are summed to arrive at a value estimate.

*15% discount rate less 5% expected growth of the $1,500 level of residual income.



adding a control premium. An example is shown in Exhibit 6.15. This approach can be used
to value publicly held, widely traded stock.

The dividend capitalization model can also be used when the business does not pay div-
idends, but has the financial capacity to do so. This is often the case with closely held busi-
nesses. The key is to evaluate comparable companies to determine the industry average for
dividends (expressed as a percent of net income or as a return on book value of equity). The
next step is to assess whether the business being appraised has the financial capacity to pay
the industry average dividends. If so, the dividends can be imputed, and value assessed as
if the company had actually paid dividends.

The dividend paying capacity concept plays an extremely important role in the valuation
of a bank for acquisition purposes. The basis of the income approach described in Chapter
14 is that the available cash flow to the owner of a bank is equal to the bank’s dividend pay-
ing capacity.

6.4.9 The Effects of Inflation

As every businessperson knows, inflation can have a devastating and uncontrollable effect
on the value of a property. Consequently, it would seem logical to value an income-
producing property using estimates of real future income, excluding any inflationary
growth. If real income is used, however, the capitalization and discount rates would have to
be reduced by an amount equal to the expected rate of inflation. This adjustment is needed
because the various measures of return on investment already reflect the market’s consen-
sus on expected inflation. Therefore, if real income is to be used, real rates of return must
be the basis for discounting. Valuations by the income approach usually are made with pro-
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Exhibit 6.15 Valuation of a Business Using Dividend
Capitalization Model

Dividends per share* $2.50
Capitalization rate** 15%
Control premium 40%
Shares outstanding 100,000
Per share value on minority basis

(Dividends per share/capitalization rate)
($2.50/.15) $16.67

Aggregate minority value
(Per share value on minority
basis � shares outstanding)
($16.67 � 100,000 shares) $1,667,000

Per share value on control basis
(Per share value on minority
basis � control premium)
($16.67 � 1.4) $23.34

Value of business on control basis $2,334,000

*A “stabilized” level of dividends, analogous to stabilized income
used earlier.
**Selected using techniques described earlier, with consideration
of dividend yields on stocks of comparable risk.



jected income (including whatever level of inflation is expected) and discounted by a rate
that includes the market’s assessment of inflation.

6.5 SPECIAL TOPICS—APPROACHES TO INTANGIBLE ASSET
VALUATION

Intangible assets are those that have no physical substance, but are positive contributors to
the success of a business.7 Such intangibles include among others customer lists, patents,
proprietary computer software, assembled work force, copyrights, brand names, and good-
will. Intangible assets often constitute a large portion of the total value of a business, which
by definition is:

total value of a business �
tangible asset value

� intangible asset value
� liabilities assumed

Intangible asset value, in turn, is made up of several components:

intangible asset value �
amortizable identified asset value

� nonamortizable identified asset value
� goodwill

The segregation of the three components of intangible assets is important for tax reasons
rather than for pricing, except if tax attributes will have a significant impact on cash flows.
The term amortizable means that the intangible asset is allowed a deduction from taxable
income, similar to the way tangible assets are depreciated. An identified intangible asset is
one that can be valued separately. Goodwill and other intangibles are part of important tax
issues and are discussed in Chapter 8. General approaches to intangible asset valuation are
described below.

6.5.1 Cost of Replacement of Intangible Asset

The cost of replacement approach to valuing an intangible asset is based upon the current
costs that would be incurred to replace the asset with one of comparable utility. An exam-
ple of an intangible that can be valued by this technique is proprietary computer software.
The person-hours required to create the software are multiplied by an hourly rate (salary,
consultant’s fees, etc.) to arrive at a replacement cost. This approach does not consider any
income benefit to the business as a result of having the intangible asset.

6.5.2 Income from Intangible Asset

If an intangible asset generates income, the various income approaches described in the pre-
ceding section can be used. Copyrights and patents are examples of intangible assets that
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can be valued based on the income generated to the owner. For example, assume a business
owns a special process patent that it has licensed to other companies, the income (fees, net
of administrative expenses) from which is $500,000 annually and increasing at 8 percent
per year. Also assume the patent has seven years remaining on its seventeen year life. The
value of that patent can be calculated as shown in Exhibit 6.16.

This approach is applicable if the intangible has a known and finite life. For intangibles
without a definite life, or a life so long it is virtually indefinite (such as a copyright that runs
for the author’s life plus 50 years), the capitalization of income approach may be more ap-
propriate. This technique estimates the stabilized income from the intangible asset, and cap-
italizes it to a value (exactly as described earlier in the Income Approach to Valuation). For
example, assume that the income from a copyright is estimated at $750,000 annually and
projected to increase at 5 percent per year. If the risk-free return and the risk premium to-
tal 14 percent (the discount rate), the capitalization rate is 9 percent (14 percent minus 
5 percent). Therefore, the value of the copyright is $8,333,333 ($750,000/.09).

If ownership of an intangible asset results in tax benefits from amortization, the value
should also reflect the net present value of those tax savings. The calculations become very
complex because the value of the intangible is influenced by the tax savings, but the tax sav-
ings are influenced by the value. The value of the intangible including tax benefits of amor-
tization can be estimated by this formula:

present value of cash flow/[1 � (tax rate � annuity factor)/remaining life]

The present value of cash flow factor excludes amortization. The tax rate is the marginal tax
rate of the business owning the intangible. The annuity factor is based on an interest rate equal
to the cost of capital and a term equal to the remaining life of the asset. This formula provides
for the valuation of the intangible based on income and tax savings from amortization.

6.5.3 Cost Savings from Intangible Asset

Occasionally, a business is able to avoid costs because it owns an intangible asset. The cost
savings approach can be illustrated using the patent process example again. If the company
not only licenses the process, but also uses it, the value of that patent would be the income
received plus the savings to the company from not having to pay a license fee to someone
else. If this were the case, the valuation would be as shown in Exhibit 6.17. The cost sav-
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Exhibit 6.16 Valuation of a Patent with Income

Year Income Discount Rate Discount Factor Present Value

1 $500,000 10% .909 $454,500
2 540,000 10% .826 446,040
3 583,200 10% .751 437,983
4 629,856 10% .683 430,192
5 680,244 10% .621 422,432
6 734,664 10% .564 414.351
7 793,437 10% .513 407,033

Value of patent � $3,012,531



ings adds about 11 percent to the value of the patent compared to the valuation under an as-
sumption of income only.

6.5.4 Excess Earnings Method

The excess earnings method is a technique that was originally used by the IRS to estimate
the value of the goodwill of a business. The technique has evolved, however, into one way
to estimate the value of the total business by valuing net tangible assets and calculating the
value of excess earnings attributable to intangibles.

The excess earnings method requires the following five steps.

1. Value net tangible assets of the business (that is, the market value of tangible assets less
market value of liabilities of the business).

2. Determine a stabilized total income level.

3. Select a rate of return on net tangible assets and compute income attributable to net tan-
gible assets.

4. Subtract income attributable to tangible assets from stabilized total income, and capitalize
the difference, which equals the value of excess earnings (the value of the intangible assets).

5. Add net tangible asset value to the value of “excess” earnings to estimate total value of
the business.

An example of the excess earnings method is shown below.

Net tangible asset value $1,000,000
Stabilized total income $ 200,000
Rate of return on net tangible assets 13%8

Earnings attributable to net tangible assets (.13 � $1,000,000) $ 130,000
Excess earnings ($200,000 � $130,000) $ 70,000
Capitalization rate on excess earnings 20%
Value of excess earnings ($70,000/.20) $ 350,000
Value of business ($1,000,000 � $350,000) $1,350,000

The excess earnings method generally is not used in determining the value of intangible assets.
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Exhibit 6.17 Valuation of a Patent with Income and Cost Savings

Year Income Cost Savings Discount Rate Discount Factor Present Value

1 $500,000 $55,000 10% .909 $504,495
2 540,000 60,000 10% .826 495,000
3 583,200 64,800 10% .751 486,648
4 629,856 69,984 10% .683 477,991
5 680,244 75,580 10% .621 469,367
6 734,663 81,629 10% .563 459,573
7 793,437 88,160 10% .513 452,259_________

Value of patent � $3,345,933



6.6 SPECIAL TOPICS—BUSINESS VALUATION

Most property types can be valued by using one, two, or all three of the approaches to valua-
tion. Businesses, whether publicly or privately held, can also be valued using the three basic
approaches. There are, however, some special aspects of business valuations that would not
apply to other types of property. These special aspects are discussed on the following pages.

6.6.1 Market-to-Book Value Method

The ratio of market-to-book value method is another method that can be utilized to assess
the value of financial institutions. The excess capital or equity should be taken into consid-
eration when using the market-to-book value method. Typically, during favorable economic
periods (e.g., 1990s) financial institutions may generate favorable return, which if retained
(e.g., no increase in dividends, no stock buy-backs, no expansion or acquisition) can result
in higher than the industry norm or benchmark for equity-to-asset ratio. Investors do not
typically capitalize excess equity, but they are willing to pay dollar-for-dollar for it.

6.6.2 Total Enterprise Value Versus Value of Equity

From a technical standpoint, the phrase value of a business is somewhat ambiguous. What
is usually meant is the “fair market value of the equity of the business as a going concern.”
Another term commonly used is total enterprise value. This term is often erroneously used
interchangeably with value of a business and value of equity. The difference is that total en-
terprise value is based upon a debt-free financial structure, while value of equity is based
upon the income considering the debt structure. The relation between total enterprise value
and value of equity is shown below:

value of equity �
total enterprise value � long-term debt

Or conversely:

total enterprise value �
value of equity � long-term debt

Throughout this book, value of a business means the value of the equity of that business.
The objective in most business valuations is to value the equity. This can be accomplished
directly or indirectly.

The direct approach to valuing equity uses historical financial performance as it actu-
ally exists for a business, given whatever long-term debt structure was in place during the
period under analysis. Determination of future income and selection of comparable trans-
actions for use in the valuation are done directly. This approach is appropriate in two main
instances:

• when the company has little long-term debt relative to equity; or

• when most comparable businesses have very similar long-term debt/equity structure.
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The other method to valuing equity, the indirect approach, uses historical financial per-
formance without cost of long-term debt, and projects future income without debt. This cal-
culation provides the value of the business on a debt-free basis. Subtraction of any long-
term debt produces the value of the equity. Exhibit 6.18 illustrates the calculation of the
value of equity directly and indirectly. These examples illustrate that slightly different re-
sults will be obtained depending on which method is used.

A situation where the total enterprise value rather than the value of equity would be of
more interest is when a business is being acquired but long-term debt is not to be assumed
by the buyer. If that debt is not to be assumed and is a substantial part of the capital struc-
ture, it is usually more appropriate to value the entity on a debt-free basis and then subtract
the long-term debt to arrive at value of the equity.

6.6.3 Existence of Preferred Stock

When the equity of a company consists only of common stock, the value of the stock is syn-
onymous with the value of the equity of a business. When preferred stock is involved, the
value of the business consists of the value of both types of stock. The equation below illus-
trates the relationship:

value of the equity of business �
value of common stock � value of preferred stock
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Exhibit 6.18 Illustration of Direct and Indirect Approaches to Valuing Equity of a Business

Direct Valuation of Equity

Year 1 Year 2 Year 3 Year 4 Year 5 Residual

Income (after debt $1,000 $1,075 $1,200 $1,350 $1,525 $1,650
service)*

Capitalization rate — — — — — .11%
Discount rate 15% 15% 15% 15% 15% 15%
Discount factor .870 .756 .657 .571 .497 .432
Present value (rounded) $ 870 $ 813 $ 788 $ 771 $ 758 $6,480

Value of Equity by Direct Approach � $10,480______________ 

Indirect Valuation of Equity

Year 1 Year 2 Year 3 Year 4 Year 5 Residual

Debt-free income* $1,045 $1,120 $1,245 $1,395 $1,570 $ 1,695
Capitalization rate — — — — — 11%
Discount rate 15% 15% 15% 15% 15% 15%
Discount factor .870 .756 .657 .571 .497 .432
Present value (rounded) $ 909 $ 847 $ 818 $ 797 $ 780 $ 6,656

Enterprise Value $10,807
� Long-term Debt � 500
� Value of Equity by Indirect Approach � $10.307______________ 

* Assumes business had $500 in long-term debt at 9 percent annual interest cost.



When the objective is to value the common stock only, it is necessary first to value the busi-
ness in total and then to value the preferred stock, with the difference being the value of the
common stock. Under most circumstances, ownership of preferred stock does not entail
control. Therefore, when the value of preferred stock is subtracted from the total value of
the business (by definition a majority position value), the result is the value of the common
stock on a majority basis.

Preferred stock represents a portion of ownership of a company, and therefore is similar
to common stock. Preferred stock can also be like perpetual debt if it is not convertible to
common stock. Basically, preferred stock is a security that generates income (that is, a
yield) to the holder. Consequently, it can be valued as an entity separate from the total busi-
ness or the common stock. The income approach, specifically the capitalization of expected
dividends, is normally used to value preferred stock. The formula for the value of a pre-
ferred issue with a fixed-rate dividend is:

per share value of preferred stock �
(dividend rate � par value)/capitalization rate

The equation becomes more complex with adjustable dividend rates, but is conceptually the
same.

The most significant factor in preferred stock valuation is the selection of the capital-
ization rate. The usual way to estimate this rate is to examine the current yields on similar
types of preferred stock. These yields, which can be thought of as proxies of capitalization
rates, reflect the dividends of the stock, the current market price, and investors’expectations
of the issuing company’s growth and performance. The key is to analyze preferred stock is-
sues that are comparable to the issue being valued. Factors that indicate comparability of
preferred stock issues are described below:

1. Similarity of Businesses: If possible, the preferred stock should be issued by a com-
pany in the same line(s) of business as the company being valued. Preferred stock
yields are driven by the credit worthiness of the issuing company as well as the over-
all risk associated with the industry. Therefore, companies in different industries of
comparable risks could be used. Assessing such industry risk can be difficult. Conse-
quently, selecting companies in the same industry can provide for a more certain se-
lection of equal risk companies.

2. Rating: The assessment of risk provided by a rating agency such as Moody’s or
Standard & Poors should be similar. If, however, the preferred issue being valued is
not rated, it is necessary to focus on leverage ratios, fixed charge coverage ratios,
business risk levels, and other measures of creditworthiness to determine appropri-
ate yields.

3. Cumulative versus Noncumulative: If a preferred issue is cumulative, all dividends
owed to date must be paid to preferred shareholders prior to any common stock divi-
dends. The cumulative provision is a protective device that ensures preferred stock-
holders will be paid before any common stock dividends are declared. If the preferred
stock is noncumulative and a dividend was omitted in a quarter (or year), the holder
has no priority claim to that omitted dividend. Few, if any, preferred stock issues are
noncumulative.
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4. Dividend Policy: A major comparison factor is whether the dividend is a fixed per-
centage of par or a variable based upon some market index. All other things being
equal, yields on variable rate preferred stock are typically less than fixed rate issues.

5. Convertibility: If preferred stock can be exchanged for common stock at a preset for-
mula, it is a convertible issue.

6. Participation: This refers to the right of preferred stockholders to participate in the
profits of the company, usually based on a formula.

7. Call Provision: This is the right given to the company to require preferred stockhold-
ers to redeem their shares for par value plus a stated call premium.

8. Voting Rights: Occasionally, preferred stockholders have limited voting rights, typi-
cally activated when preferred dividends have not been paid for a stated period of time.
These voting rights usually have little impact on value on a minority basis.

Other types of comparisons could include the size of the issue (hence its marketability), re-
demption provisions, and whether it is listed on an exchange or traded over the counter.
Once the preferred stocks have been identified which generally are comparable to the stock
being appraised, the yields can be analyzed to compute a capitalization rate for the subject
preferred stock. Exhibit 6.19 illustrates the valuation of a preferred stock issue. In this par-
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Exhibit 6.19 Illustration of Preferred Stock Valuation
(All comparable preferred issues are cumulative, adjustable rate, nonconvertible,
nonparticipating, perpetual, nonvoting.)

Company S&P Rating* Yield

Comparable A A� 5.3%
Comparable B A� 6.2%
Comparable C AA� 9.3%
Comparable D BBB 9.0%
Comparable E NR 6.5%
Comparable F A� 7.1%
Comparable G A� 7.5%
Comparable H NR 5.9%
Comparable I NR 8.2%
Comparable J NR 7.1%

Average 7.2%
Par value of subject preferred stock $100.00/share
Stated dividend rate 7%
Expected annual dividend $7.00/share
Capitalization rate 8%**
Value per share ($7.00/0.8) $87.50/share
Total value of preferred stock (500,000 shares) $43,750,000____________________

* The assessment of the capacity and willingness of an issuer to pay preferred stock dividends and any applicable
sinking fund obligations as provided by Standard & Poors Corporation. These ratings range from AAA 1 to BBB
2 for investment grade preferred issues, BB 1 to CCC 2 for speculative grade issues, and CC 1 to D 2 for issues in
arrears or default.
** Used rate higher than the 7.2% average to illustrate situation where subject preferred stock is felt to be slightly
riskier on average than comparables.



ticular example, the value of the preferred stock is $43,750,000. If the total value of the
business was calculated to be $90,000,000, the value of the common stock would be
$46,250,000 ($90,000,000 � $43,750,000).

6.6.4 Adjusted Book Value to Compute Market Value of Equity

Another way to value the equity of a business is to calculate its adjusted book value (some-
times called net asset value). This approach adjusts the tangible assets from book value to
fair market value, values the intangible assets, then subtracts liabilities. The result is the fair
market value of equity. This approach is useful for valuing a business that has had very er-
ratic earnings, or has had successive years of losses, both situations that could render the
income approach inapplicable. It is also used when market comparables are unavailable.

To compute the adjusted book value, it is necessary to convert the value of each asset from
its book value to its fair market value. Technically, this process requires that each asset of the
company be appraised individually, which is rarely done. More often, the substantial assets are
individually valued, the market values of minor assets are estimated, the values of any intangi-
ble assets are established, and the liabilities are subtracted. Exhibit 6.20 illustrates the adjust-
ments to book value of each asset to compute fair market value of the equity of a bank. The ad-
justed book value approach as applied to banks is discussed more fully in Chapter 14.

6.6.5 Liquidation of Business

Occasionally, a business is worth more as a collection of assets to be sold individually than as
an ongoing entity. In this case, valuation of the business would require the liquidation approach.
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Exhibit 6.20 Illustration of Adjustments to Book Value of a Bank
to Compute Market Value of Equity
(Off-Balance Sheet Items Excluded for Simplicity, $000)

December 31, 1999 December 31, 1999
Assets Book Value Fair Market Value

Cash and due forms $ 4,190 $ 4,190
Investments 6,000 6,000
Fed funds sold 9,250 9,250
Total loans 46,940 44,950
(Loan loss reserves) (6,520) (6,520)_______ _______
Net loans 40,420 38,430
Premises & fixed assets 5,710 7,520
Real estate owned 10,490 9,210
Other assets 1,050 1,050
Core deposit base — 3,040_______ _______
Total assets $77,110 $78,690
Liabilities
Deposits $75,970 $75,970
Other liabilities 770 770
Total liabilities $76,740 $76,740_______ _______
Equity $ 370 $ 1,950_______ ______________ _______



Conceptually, the liquidation value whether orderly or forced is simple:

liquidation value of a business �
liquidation value of tangible assets � liabilities

This is virtually identical to the adjusted book value approach just described, except that
adjustments are made from book value to liquidation value, not to market value. The liqui-
dation value of the assets should reflect the costs associated with the liquidation such as bro-
ker’s fees and legal costs. Estimating liquidation value can be useful even when there is no
immediate danger of actual liquidation. The liquidation value provides a lower limit of the
company’s value. With respect to a bank acquisition, the liquidation value approach may
have relevance if a bank is considering a regulatory assisted takeover.

6.7 VALUATION AND BUSINESS CONCENTRATIONS

Business concentration is an important factor that should be considered during the valua-
tion process. It is typically determined in terms of the institutions’ dependence on (1) a sin-
gle customer or a small group of customers for all or a major portion of offered financial
products and services; (2) customers within a narrow industry segment for all or a major
portion of financial products and services provided; (3) operations within a narrowly de-
fined geographic territory; or (4) domination by a small group of management with no ad-
equate oversight board or audit committee. Concentrations adversely affect the institution’s
value in two ways: (1) increased risk of potential decline in earning-generating power re-
sulting from the possible inability to provide financial services or substantial decrease in
demand for financial services, and (2) perception of a possible limit on future earnings
growth due to lack of ability to satisfy customers’ financial services needs. Appraisers
should identify all relevant business concentrations and examine their impact on valuation
by adjusting the discount rate, capitalization factor, and future earnings growth.

6.8 SPECIAL TOPICS—CLOSELY HELD STOCK

Companies that are closely held generally have a number of recognizable characteristics:

• They are privately held by a few stockholders, sometimes all members of the same family.

• There is a close relationship between ownership and management.

• There is little, if any, trading and that is usually among existing stockholders.

• The entity is publicly held, but with very narrow ownership, and it is thinly traded.

Closely held corporations (CHC, also known as close corporations, family corporations,
or incorporated partnerships), while enjoying many advantages of corporations such as lim-
ited liability and tax benefits, maintain the internal attributes of a non-incorporated busi-
ness. Stock of a CHC is held by a relatively small group of people, a family, or a single in-
dividual and is not available to the public. Thus, there is normally no established market for
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the CHC’s stock. The valuation of a CHC’s stock is a challenge when it is sold, exchanged,
liquidated, or involved in mergers, buy-sell agreements, or stock options, and especially
when the stock is held for estate and gift tax purposes. Since stock of a CHC is not publicly
traded and has no readily available trading value, there is often conflict between the IRS
and taxpayers in determining its fair market value.

The Congress and the Treasury Department have addressed the issue of determining fair
market value for CHCs’ stock by issuing Revenue Ruling 59-60, 1959-1 CB 237, code Sec-
tion 2031. Revenue Ruling 59-60 states that the valuation process is distinctly different for
sales/service companies than for holding/investment companies. The valuation standard of-
ten used in appraising stock in closely held corporations for estate and gift tax purposes is
“fair market value.”

Reg. Sec. 20.2031-1 states:

The fair market value is the price at which the property would change hands between
a willing buyer and a willing seller, neither being under any compulsion to buy or sell
and both having reasonable knowledge of relevant facts.

The application of this definition in valuing stock of CHCs involves at least two prob-
lems. First, stock of CHCs is not easily traded because often no rules have occurred and any
change that may have occurred was probably within a family relationship. Second, the cri-
terion of objective and independent willing buyer, willing seller does not exist in estate and
gift tax situations. Exhibit 6.21 shows relevant estate and gift tax regulations.

It is important to understand special aspects of closely held stock when undertaking a
valuation. Several of these aspects are described below.

6.8.1 Revenue Ruling 59-60

The Internal Revenue Service originally issued Revenue Ruling 59-60 to be the guideline
in the valuation of closely held capital stock for estate and gift tax purposes. The consider-
ations in that ruling have subsequently been extended to cover all types of business inter-
ests for all income and other tax purposes. Revenue Ruling 59-60 defines fair market value
and suggests that all relevant factors and available financial information should be consid-
ered in determining fair market value. More specifically, Revenue Ruling 59-60 describes
eight general factors which should be used in calculating the value of stock for which mar-
ket quotations are either unavailable or are so scarce that they would not be useful in de-
termining value. The eight specified factors outlined in Revenue Ruling 59-60 are almost
applicable to all valuation assignments requiring determination of fair market value. These
eight factors have been considered in official opinions of the tax court while some factors
(e.g., earnings, book value, dividend-paying capacity) are emphasized more than others.

The eight factors listed in Revenue Ruling 59-60 that should be taken into account when
valuing closely held business interests are:

1. the nature of the business and the history of the enterprise from its inception;

2. the economic outlook in general, and the condition and outlook of the specific indus-
try in particular;

3. the book value and the financial condition of the business;
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4. the earning capacity of the company;

5. the dividend-paying capacity;

6. whether or not the enterprise has goodwill or other intangible value;

7. sales of the stock and the size of the block of stock to be valued; and

8. the market price of stocks of corporations engaged in the same or a similar line of busi-
ness having their stocks actively traded in a free and open market.

6.8.2 Discounts for Minority Position/Premium for Control

Currently, business owners have created a new class of non-voting recapitalizations in Sub-
chapter S corporations for use in succession and estate planning by giving away this class
of non-voting shares and taking valuation discounts for minority interest status, lack of vot-
ing rights, and lack of marketability. Non-voting recapitalizations enable the founder
(owner) of the company to remain in control until successors (e.g., next generation) are
ready, willing, and able to effectively operate the business. The following discounting op-
portunities may be available for these types of non-voting shares.
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Exhibit 6.21 Estate and Gift Tax Regulations

Regulations Description

Estate Tax
1. Reg. § 20.3031-1(b) Defines fair market value as the value a willing buyer and willing 

seller would agree upon given both parties have a reasonable
knowledge of the relevant facts.

2. Reg. § 20.2031-2(a) States that the fair market value is determined on the applicable 
valuation date.

3. Reg. § 20.2031-2(c) Explains how to value securities when selling prices or bid and ask 
prices do not reflect fair market value.

4. Reg. § 20.2031-2(f) Describes salient factors for determining stock value for unlisted 
securities where selling prices or bid and asked prices are
unavailable.

5. Reg. § 20.2031-2(h) States that restrictive agreements (e.g. option or contract to purchase 
stock at a stated price) may not be given any tax effect.

6. Reg. § 20.2031-3 Emphasizes the importance of valuing all assets both tangible and 
intangible and other relevant factors (e.g. earning capacity) to
determine fair market value.

Regulations Description

Gift Tax
1. Reg. § 25.2512-1 Specifies that the value of a gift is determined as the date of the gift 

the same as for estate taxes which is the fair market value that a
willing buyer and a willing seller would agree upon, both having
a reasonable knowledge of the relevant facts.

2. Reg. § 25.2512-2(c) Provides information for valuing securities when the selling prices 
or bid and asked prices do not represent a true fair market value
(e.g., sale between family members).

3. Reg. § 25.2512-2(f) Describes important factors for determining value of the gift.



1. Minority Discount. Minority interest is typically discounted for lack of control.

2. Non-voting Discount. Non-voting shares generally are worth significantly less than the
equivalent voting shares.

3. Lack of Marketability Discount. Non-readily tradable and marketable shares are often
discounted for lack of marketability and liquidity.

Minority and marketability discount is often available for a small, limited partner inter-
est in the Family Limited Partnership (FLP). The person buying the limited partner interest
in FLP does not have the assurance or expectation to get at the underlying value of the as-
sets in FLP. When family members hold minority interests, the value of such shares may be
discounted for lack of control.

A fundamental principle of valuation is that a single share of stock is not worth its pro rata
value of the total company. In other words, if a company in total is valued at $1,000,000, and
it has 100,000 shares of common stock, the value of a single share is less than $10.00. Con-
versely, the total value of a company is worth more than the price of a single share of stock
multiplied by the shares outstanding. The reason for this anomaly is that control positions
command a premium (and conversely minority positions require a discount). Control com-
mands premiums because controlling interest involves such prerogatives as the power to:

• acquire or liquidate;

• select management;

• guide policy;

• declare and pay dividends; and

• set compensation.

Normally when a business is valued, it is on a 100 percent ownership basis; that is, the
value of the company if 100 percent interest is purchased. Once the total value is known,
the discount for a minority position is applied to arrive at the aggregate minority value. This
figure then is divided by the shares outstanding to derive per share value on a minority ba-
sis. Mathematically, the calculation is:

minority value per share �
[total value of business � (1 � minority discount %)]/shares outstanding

For example, if the total value of the business on a control basis is $1,000,000, there are
100,000 shares outstanding, and a minority discount of 40 percent is appropriate, the value
per share on a minority basis is:

minority value per share �
[$1,000,000 � (1 � .40)]/100,000 �

$6.00

This calculation also determines the premium for control, which is the percent increase
from per share minority value to per share control value; in this example 66.7 percent. In
general, the premium for control and minority discount are related as:
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control premium % �
[1/(1 � minority discount %)] � 1

minority discount % �
1 � [1/(1 � control premium %)]

The minority value of the stock also can be estimated directly if data on minority position
sales are available. Also, quoted stock prices for comparable companies can be used since
by definition they reflect minority positions.

6.8.3 Discount for Lack of Marketability

Closely held stocks are not as readily marketable as shares of widely held, actively traded
stocks. This lack of marketability and resulting lower liquidity has an adverse effect on the
value of the stock, especially if it is a minority position. Consequently, a minority position
in a closely held company would be valued with both minority and marketability discounts.
Marketability discounts as high as 30 percent to 40 percent are not uncommon for minor-
ity positions in small corporations.

6.9 SPECIAL TOPICS—VALUING WIDELY TRADED COMPANIES

An entire field of study has developed around the valuation of widely traded stock and other
equity instruments. This area of finance often involves the use of complex mathematical and
economic models to simulate the behavior of public equity markets.

When a widely traded bank holding company is an acquisition target, its quoted stock
price represents the per share value of the institution on a minority basis. The premium of-
fered for controlling interest will depend on the buyer’s assessment of the investment value
of the target. Therefore, when a widely traded bank is being targeted for acquisition, the
value measure relevant to the buyer is the value of a 100 percent interest. The market price
of a share of stock is of secondary importance. Consequently, the types of analyses and val-
uation approaches described in this chapter are essentially the same, irrespective of whether
the target is closely or widely held.

ENDNOTES

1. This is essentially the same as the principle of substitution described in Chapter 5.

2. The deficiencies inherent in using book value are discussed in Chapter 5.

3. If the income is received each year into perpetuity, or over a long period of time.

4. In discussing the income approach, the term income can apply to any measure of monetary re-
ceipts: earnings, cash flow, dividend capacity, and so on. The specific type of income used in a
given situation does not affect the conceptual basis. From a practical standpoint, however, proper
application of the income approach requires careful consideration of the type of income to be
used. The different types are discussed later in this chapter.

5. Financial Accounting Standards Board. 2000. “Statement of Financial Accounting Concepts 
No. 7: Using Cash Flow Information and Present Value in Accounting Measurement (FASB, Nor-
walk, CT).
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6. As mentioned at the beginning of this chapter, it was assumed for the sake of discussion of val-
uation principles that appropriate information on the subject asset and other data as necessary
have been gathered.

7. Chapter 7 contains a more thorough discussion of the legal, tax, and accounting aspects of in-
tangible assets.

8. The rate of return on net tangible assets must reflect a return on capital as well as a return of cap-
ital. The return on capital would be analogous to the discount rate. The return of capital would
be analogous to a sinking fund contribution to return the capital (less any salvage value). If the
net tangible assets are those that tend to increase in value, then return of capital is not a factor.
Depreciating and wasting assets, however, need to be reflected as a higher rate of return.
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CHAPTER 7

Valuations for Tax 
and Accounting Purposes

Various tax and accounting requirements drive the need for valuations. Valuations can pro-
vide both a basis for depreciation or amortization and a means to revalue the balance sheet
for purchase accounting transactions. This chapter addresses the pertinent tax and account-
ing aspects of mergers and acquisitions, and the role valuation can play.

7.1 TAX ASPECTS OF MERGERS AND ACQUISITIONS

A merger or acquisition will be either a taxable or a nontaxable transaction. In a nontaxable
transaction, the seller receives payment in a form that will not result in taxes paid on any
gain realized. In a taxable transaction, conversely, the seller is liable for tax on the gain. Val-
uations can be an important part of either transaction type. Before addressing the valuation
issues, it is beneficial to describe some of the basic characteristics of nontaxable and tax-
able transactions. This discussion is not intended to provide a comprehensive examination
of the tax attributes of various transactions. It is an overview of the basic tax nature of bank
merger and acquisition transactions.

7.1.1 Nontaxable Transactions

A common type of nontaxable transaction is the Type A reorganization (called a statutory
merger). In this type of transaction, the seller receives stock, cash, and/or securities of the
buyer equal to the purchase price. The seller’s shareholders can receive different types of con-
sideration (for example, one may receive stock, another cash) and still qualify as nontaxable,1

so long as the continuity of interest test is met. This test requires that the seller’s sharehold-
ers must have an equity position in the surviving company equal to at least 50 percent of the
value of their formerly outstanding stock. Any boot received is taxable to the seller’s share-
holders only to the extent of the value of the boot.2 In the case of a Type A reorganization,
boot is usually cash received by those shareholders who do not want stock or debt.

The Type B transaction (stock-for-stock) is one in which the seller’s shareholders receive
voting stock of the buyer in exchange for their shares. The buyer must acquire at least 80
percent of the voting and other classes of stock of the seller. No other consideration can be



paid to the seller’s shareholders (except cash for fractional shares) and still qualify as a Type
B nontaxable transaction.

A Type C transaction (stock-for-assets) is similar to a Type B except that the buyer is ex-
changing voting stock for the assets of the seller. Under a Type C reorganization, the buyer
may give the seller a limited amount of property in addition to voting stock; up to 20 per-
cent of the fair market value of the net assets received.

The Type D reorganization involves the transfer of the assets of one company to another,
and immediately thereafter the transferor and/or its shareholders are in control of the trans-
feree. The Type D reorganization is most commonly used for spin-offs, split-offs, and split-
ups. The requirements are extremely complex, but it can be a useful tool when a bank de-
sires to transfer certain of its assets to a new, separate company.

A Type E reorganization is a recapitalization and involves only one corporation. A re-
capitalization occurs when a corporation issues a new type of debt or equity in exchange
for its current debt or equity.

The last type of reorganization is a Type F and involves a change in identity, form, or
place of a corporation. This type of reorganization is used when banks desire to change their
legal status. It is not generally applicable to a merger transaction.

7.1.2 Taxable Transactions

Taxable transactions are relatively straightforward in their process: the stock or assets of a
corporation are acquired for cash or its equivalent. The seller of the stock or assets is sub-
ject to tax at the time of the sale on the excess of the purchase price received over their tax
basis in the stock or assets sold.

In a sale of assets, there are two layers of tax. The selling corporation recognizes any
gain on the sale, and pays tax on that gain. Then, when the net proceeds of the sale are paid
to shareholders, they will be taxed on the gain of the receipts over their basis in the stock.
Prior to the Tax Reform Act of 1986, the first layer of tax (at the corporate level of the seller)
could be avoided by adopting a complete plan of liquidation under Section 337. The result
of such a liquidation was that no tax at the corporate level was paid, except for certain tax
recapture items. However, under the rules established by the 1986 tax law, the so-called
General Utilities doctrine, which allowed the avoidance of double taxation, was repealed.
Now, double taxation is the rule rather than the exception. Additionally, if the buyer steps
up the tax basis, it is subject to recapture of depreciation on real and personal property and
investment tax credits. Although these recaptures were required under the old law, these,
along with repeal of General Utilities, has made a Section 337 asset acquisition even less
desirable.

In a taxable sale of assets, their tax attributes do not generally survive the transaction.
The buyer’s new tax basis in the assets will equal the purchase price. In a taxable sale of
stock, however, the tax attributes of the purchased company’s assets will survive. In other
words, the tax basis of the seller’s assets would not change after the transaction and would
carry over to the buyer.

Section 338 of the Internal Revenue Code allows a stock acquisition to be treated, for tax
purposes, as an asset acquisition if a corporation acquires 80 percent or more of the stock of
another corporation. The buyer elects to take this approach to step up the tax basis of the ac-
quired assets, thus generating higher depreciation to reduce future tax liabilities. Unfortu-
nately, under the 1986 tax law, the gain on the assets (that is, the purchase price over tax ba-
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sis) becomes a cost to the buyer because of the mechanics of a 338 election and repeal of
General Utilities described previously. To understand why the buyer of the assets becomes
liable for taxes on the gain in a sale, it is necessary to clarify the process of a 338 election.

1. On the day of the stock sale, the selling corporation is treated (for tax purposes) as hav-
ing sold all its assets at the close of business in a single transaction to a hypothetical
new corporation.

2. On the day after the stock sale, the selling corporation is treated (again, for tax pur-
poses) as the hypothetical new corporation which purchases the same assets. The gain
on the sale is now the responsibility of this new corporation.

3. This hypothetical new corporation is then liquidated into the buying corporation with
the tax attributes and liabilities of the new corporation becoming those of the buyer.
Consequently, the buyer now has responsibility for tax on the gain of the assets’ values.

The 338 election allows the buyer to achieve the tax objective of allocating the price paid
for stock to the underlying assets (that is, to step up the tax basis) without actual transfer of
assets or liquidation.

Prior to the 1986 tax law, Section 338 elections were very common in taxable bank ac-
quisitions. The buyer could acquire stock, step up the tax basis of depreciable assets, and
reduce future tax liabilities. Under General Utilities, the buyer could establish a new tax ba-
sis without incurring a tax liability on the gain. The 1986 law, however, makes this a much
less desirable alternative. In order for a 338 election to be economically sound, the net pres-
ent value of future tax savings from higher depreciation and amortization must be greater
than the immediate tax liability payable on the gain. For all practical purposes, the benefits
of a 338 election evaporated with the repeal of General Utilities.

7.2 TYPICAL TAX-ORIENTED VALUATIONS

Virtually all tax-related valuation requirements are driven by the need to establish a new tax
basis of an asset: for computing taxable gain, for determining depreciation, for allocating
purchase price among various assets, or for new property taxes. Even in nontaxable trans-
actions, however, there are often tax-oriented valuation requirements. For example, in a
Type A reorganization (statutory merger) it may be necessary to value the seller’s
(mergee’s) stock to confirm that the 50 percent continuity of interest test is met. Addition-
ally, if the buyer (mergor) is issuing new securities or a new class of stock, it may be nec-
essary to value them to determine the taxable gain of the seller.

Valuations can also be critical in the success of a Type C reorganization (stock-for-
assets). If the parties of the transaction seek to exchange boot, the parties must be very cer-
tain of their valuations. Items which must be valued include those listed below:

• the stock of the buyer;

• the boot if it is property other than cash;

• the property acquired; and

• the seller’s property that is not acquired.
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The last item can be a problem if the seller has widely scattered assets of which the buyer
has little knowledge. This can be a problem because the 80 percent voting stock require-
ment means 80 percent of the total value of all property of the seller, not just 80 percent of
the value of property acquired. If retained property is found to be such that less than 80 per-
cent of total value was exchanged, the transaction would be denied nontaxable treatment.

Valuation requirements are far more common and visible with taxable transactions, par-
ticularly cash-for-assets and cash-for-stock with a Section 338 election. In either of these
types of transactions a new basis in the assets must be established, thus requiring an esti-
mate of fair market value of the assets for determining future depreciation or amortization.

The most common reason for valuation in a taxable transaction is for purchase price al-
location. This is the process of allocating—distributing—the total purchase price paid
among the acquired net assets. Exhibit 7.1 illustrates how a purchase price allocation would
proceed in a bank acquisition.

In this example, the total fair market value of acquired assets is $210 million. Subtract-
ing the market value liabilities of $190 million, the net asset value is $20 million. Since the
buyer is paying $28 million for the stock, $20 million is allocated to the identified net as-
sets, with the balance of $8 million allocated to goodwill. The identified assets and liabili-
ties are put on the buyer’s books at their respective market values. The $8 million difference
is put on the buyer’s books as goodwill. This allocation to goodwill has significant tax ram-
ifications for the buyer because goodwill is a nonamortizable asset, thus no tax benefit is
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Exhibit 7.1 Tax-oriented Purchase Price Allocation ($000,000)

Fair Market
Tax Basis Value* Basis Difference

Assets of Selling Bank
Cash $ 10 $ 10 $ 0
Investments 50 52 2
Loans (net) 100 98 (2)
Premises 30 34 4____ ____ ___
Other 10 11 1
Core deposit intangible — 5 5____ ____ ___

Total $200 $210 $10____ ____ _______ ____ ___
Liabilities of Selling Bank

Deposits $175 $180 $ 5
Other 10 10 0____ ____ ___

Total $185 $190 $ 5____ ____ _______ ____ ___
Net Asset Value $ 15 $ 20 $ 5

Total Liabilities and Net $200 $210 $10
Asset Value

Transaction:
Buyer agreed to pay $28 million for 100% of seller’s stock. The assets and liabilities are 
revalued to market value. Identified assets less liabilities equals $20 million, leaving $8 million
($28 million purchase price less $20 million net identifiable assets) to be “allocated” to goodwill.
After the transaction, the buyer will have an $8 million intangible asset called goodwill on its
balance sheet.



realized, whereas other assets can be expensed against taxable income (through deprecia-
tion or amortization) over their useful life. Consequently, it is important that accurate and
supportable valuations be made of all assets of the seller.

7.3 ACCOUNTING ASPECTS OF MERGERS AND ACQUISITIONS

When two banks are combined, the transaction can be reflected, from an accounting per-
spective, as either a pooling of interests (pooling for short) or a purchase.

7.3.1 Pooling Versus Purchase Accounting

An acquisition that qualifies for pooling allows the balance sheets of the two banks to be
combined without adjustments to the values of assets or liabilities. In this type of transac-
tion, it is assumed that two shareholder groups mutually accept the risks and rewards of
combining their banks and agree to an exchange of their ownership interests. Exhibit 7.2 il-
lustrates how the pooling of interest results in a new balance sheet and income statement.

The other method of merger and acquisition accounting, the purchase method, is more
complex. Under purchase accounting rules, a new balance sheet is created that reflects the
current value of assets and liabilities of the seller rather than their historical book values.
The effect of this method on the resulting balance sheet, especially capital, can be signifi-
cant. Exhibit 7.3 illustrates the results of purchase method accounting on the balance sheet,
using the same facts as in Exhibit 7.2. In the purchase accounting example (an all cash sale),
the equity-to-asset ratio falls significantly, from 7.41 percent to 5.48 percent. If the trans-
action had been less than all cash (some stocks and notes), the effect on equity ratios would
not be quite as dramatic, but relative capital levels would still decline.

The only time purchase accounting does not cause a lower equity-to-asset ratio is when
the seller receives only equity instruments of the buyer as payment. In general, the greater
the percent of purchase price that is in cash and the higher the premium over book, the
greater the decline in the capital ratio.

7.3.2 Requirements for Use of Pooling Accounting

The determination of whether to use pooling or purchase accounting is not an option of the
bank. There are twelve very clear requirements that must all be met in order for the buying
bank to use pooling to account for an acquisition.

These twelve requirements are spelled out in paragraphs 46-48 of Accounting Principles
Board (APB) Opinion No. 16. The essence of these twelve requirements is summarized below:

1. Each of the entities must be autonomous and may not have been a subsidiary or divi-
sion of another company within two years before the plan of consolidation is initiated.

2. Each of the combining companies must be independent of each other from initiation to
consummation of the transaction. Independence means that the companies can hold no
more than 10 percent of each other’s stock.

3. The combination must be effected in a single transaction or in accordance with a spe-
cific plan within one year after the acquisition is initiated.
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4. One of the corporations offers and issues only common stock with rights identical to
those of the majority of its outstanding voting common stock in exchange for sub-
stantially all (90 percent or more) of the voting common stock interest of the other
company.

5. None of the combining entities may have changed the equity interest of the voting com-
mon stock in contemplation of effecting the combination either within two years be-
fore the plan of combination is initiated, or between the dates the combination is initi-
ated and consummated.

6. Each of the combining companies reacquires shares of voting common stock only for
purposes other than business combinations, and no company reacquires more than a
normal number of shares between the date the plan of combination is initiated and the
date it is consummated. Acquisitions of voting common stock of the issuing corpora-
tion by any of the combining corporations or their subsidiaries are treated as reacqui-
sitions by the issuing company.

218 Valuations for Tax and Accounting Purposes

Exhibit 7.2 Example of Pooling of Interest Accounting Where Bank “A” is Acquirer, Bank
“B” is Target ($000, Except Book Value Per Share)

Bank A Bank B Adjustments Combined

Assets
Cash and due froms $ 15,000 $ 6,000 — $ 21,000
Investments 75,000 45,000 — 120,000
Net loans 160,000 42,000 — 202,000
Premises & equipment 9,000 5,000 — 14,000
Other assets 11,000 2,000 — 13,000________ ________ ________

Total Assets $270,000 $100,000 — $370,000________ ________ ________________ ________ ________
Liabilities

Deposits $200,000 $ 80,000 — $280,000
Short-term debt 30,000 10,000 — 40,000
Other liabilities 17,000 5,000 — 22,000
Long-term debt 3,000 0 — 3,000________ ________ ________

Total Liabilities $250,000 $ 95,000 $345,000________ ________ ________________ ________ ________
Shareholders Equity

Common stock $ 5,000 $ 1,000 ($2,440)(1) $ 3,560
Surplus 6,000 1,000 2,440(1) 9,440
Retained earnings 9,000 3,000 — 12,000________ ________ ________

Total Equity $ 20,000 $ 5,000 — $ 25,000________ ________ ________________ ________ ________
Total Liabilities and Equity $270,000 $100,000 — $370,000________ ________ ________________ ________ ________
Common shares outstanding 150,000 40,000 — 206,000(1)

Book value/share $ 133 $ 125 — $ 121.36

Equity/assets 7.41% 5.00% — 6.76%
(1) Assumes an exchange ratio of 1.4:1 (about 1.5 times B’s book value), therefore Bank A must issue 56,000 shares
at $133 to issue to Bank B shareholders to redeem their 40,000 shares. Because Bank A is “buying” shares worth
$125 for 1.4 of its shares which are worth $186, there must be offsetting adjustments to common stock and sur-
plus equal to the difference in book value ($61) times shares redeemed (40,000). These entries do not affect the
total equity, only the relative composition of the equity account.



7. The ratio of the interest of an individual common stockholder to those of other com-
mon stockholders in a combining company must remain the same as a result of the ex-
change of common stock to effect the combination.

8. The voting rights to which the common stock ownership interests in the resulting com-
bined corporation are entitled must be exercisable by the stockholders; the stockholders
may neither be deprived of nor restricted in exercising those rights for a specified period.

9. The combination must be resolved at the date the plan is consummated and no provi-
sions relating to the issue of securities or other terms of consideration may be pending.
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Exhibit 7.3 Example of Purchase Accounting—100% Cash Acquisition Where Bank “A” is
Acquirer, Bank “B” is Target ($000, except book value per share)

Bank A Bank B Adjustments Combined

Assets
Cash and due froms $ 15,000 $ 6,000 $ 21,000
Investments 75,000 45,000 ($1,000)(1) 119,000
Net loans 160,000 42,000 ( 2,000)(2) 200,000
Premises & equipment 9,000 5,000 440 (3) 14,440
Other assets 11,000 2,000 13,000
Core deposit intangible — — 4,000 (4) 4,000
Goodwill — — 1,000 (5) 1,000________ ________ _______ ________

Total Assets $270,000 $100,000 ($5,000) $372,400________ ________ _______ ________________ ________ _______ ________
Liabilities

Deposits $200,000 $ 80,000 — $280,000
Short-term debt 30,000 10,000 — 40,000
Other liabilities 17,000 5,000 — 22,000
Long-term debt 3,000 0 $7,440 (6) 10,440________ ________ _______ ________

Total Liabilities $250,000 $ 95,000 $7,440 $352,440________ ________ _______ ________
Shareholders Equity

Common stock $ 5,000 $ 1,000 ($1,000)(7) $ 5,000
Surplus 6,000 1,000 ( 1,000)(7) 6,000
Retained earnings 9,000 3,000 ($3,000)(7) $ 9,000________ ________ _______ ________

Total Equity $ 20,000 $ 5,000 ($5,000)(7) $ 20,000________ ________ _______ ________
Total Liabilities and Equity $270,000 $100,000 ($5,000) $365,000________ ________ _______ ________________ ________ _______ ________
Common shares outstanding 150,000 40,000 (40,000)(8) 150,000

Book value/share $ 133 $ 125 — $ 133

Equity/assets 7.41% 5.00% — 5.48%
(1) Assumed market value of investments $1,000,000 less than book value.
(2) Assumed market value of loans $2,000,000 less than book value.
(3) Assumed market value of premises $440,000 more than book value.
(4) Value of core deposit base (described in Chapter 16).
(5) Excess of purchase price ($7,440,000) over market value of Bank B’s assets ($6,000,000 cash, $44,000,000 in
investments, $40,000,000 in loans, $5,440,000 in premises, $2,000,000 in other assets, and $4,000,000 core de-
posit value) less liabilities ($95,000,000).
(6) Debt incurred of $7,440,000 (equal to $186 per share as in pooling example in preceding exhibit).
(7) Since Bank B ceases to exist, the equity account is completely distributed and also ceases to exist.
(8) All of Bank B’s stock acquired for cash.



10. The combined corporation may not agree directly or indirectly to retire or reacquire all
or part of the common stock issued to effect the combination.

11. The combined corporation may not enter into other financial arrangements for the bene-
fit of the former stockholders of a combining company, such as guaranty of loans secured
by stock issued in the combination, which, in effect, negates the exchange of equity.

12. The combined corporation may not intend or plan to dispose of a significant part of the
assets of the combining companies within two years after the combination, other than
disposals in the ordinary course of business of the formerly separated companies to
eliminate duplicate facilities or excess capacity.

The requirements for pooling are complex and strictly enforced. If the transaction does not
pass all the tests, it will be accounted for as a purchase. If a bank is contemplating a trans-
action that is to be accounted for as a pooling, competent accounting and legal advice
should be sought.

7.3.3 Advantages and Disadvantages of Purchase and Pooling Accounting

The two methods of accounting for mergers and acquisitions each have their advantages and
disadvantages, some of which are summarized in Exhibit 7.4.

7.4 TYPICAL ACCOUNTING-ORIENTED VALUATIONS

If a transaction qualifies for pooling accounting, there are no accounting requirements for
valuation of assets. The balance sheets and income statements of the banks are combined
at their book values without adjustment.
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Exhibit 7.4 Pooling and Purchasing Accounting: Advantages and Disadvantages

Pooling Accounting Purchasing Accounting

Straightforward from an accounting
perspective

No borrowing or debt issuance
Advantages Avoids potential regulatory concerns

relating to debt issuance or
goodwill

Capital of both entities survives
transaction

Hard to qualify for (the twelve strict
rules)

Less flexibility in negotiations
Disadvantages Stock issuance can dilute earnings

Historical asset values retained
Merger costs are expensed in year of

transaction

Negotiations usually more flexible
Ownership dilution can be avoided
Opportunity to revalue assets
Opportunity to sell off major assets

Accounting more complex
Can adversely impact capital ratios

and future earnings
Goodwill and intangible asset

considerations
Reduces capital ratios in most cases



Exhibit 7.5 Relationship Among Book Value, Market Value, Purchase Price, and Goodwill
($Millions)



Valuations for accounting purposes are usually required when a transaction is treated as
a purchase. When purchase accounting is used, the seller’s assets are restated to current fair
market values. Liabilities assumed are recorded at their present value under current inter-
est rates. The value of the payment made (whether in cash, stock, or debt) becomes the ba-
sis of the transaction.

The purpose of the purchase accounting valuation is to allocate the price paid to the net
assets purchased (that is, to the net value of the acquired tangible and intangible assets less
liabilities assumed). The concept is similar to the tax-oriented valuations for a Section 338
election described earlier in this chapter.

The concept of allocating acquisition cost (including fees and expenses) to acquired net
assets is fairly straightforward: the fair market value of all assets acquired (both tangible
and intangible) less liabilities assumed must equal the acquisition cost. The basic steps in
this process are described below.

First, the tangible assets must be valued. Then the intangible assets are valued. This topic
is addressed in general in Chapter 8 and specifically for core deposits in Chapter 16. Then,
liabilities are valued. The bulk of a bank’s liabilities are in customer deposits. Short-term,
variable rate, or noninterest-bearing deposits are usually valued at their current levels. De-
posits that are long-term (over one year) and at fixed rates should be revalued to reflect a
premium, if current market rates exceed the deposit instrument’s rate, or to reflect a dis-
count if current rates are below the deposit instrument’s rates.

If the acquisition cost exceeds the value of tangible and identified intangible assets net
of liabilities, the difference is accounted for on the buyer’s balance sheet as goodwill. Ac-
counting Principles Board Opinions Nos. 16 and 17, and Statement of Financial Account-
ing Standards No. 72 deal with the accounting treatment of goodwill.

Exhibit 7.5 illustrates conceptually how various values interrelate to form the basis of a
purchase price allocation for accounting purposes. In this example, the composition of the
book assets and liabilities is shown on the left. On a book basis, the net asset book value
(the book value of equity) is $8 million. After the valuation, asset values total $108 million.
Liabilities are revalued from $92 million book to $93 million market. Therefore, the net as-
set value is $15 million. This example has a $20 million acquisition cost. Consequently,
there will be $5 million of goodwill (the $20 million purchase price less $15 million of mar-
ket value of net assets).

The valuation of acquired assets and assumed liabilities has a substantial impact on the
economics of the transaction. First, goodwill will be amortized in accordance with APB 17,
thus reducing future reported income. Second, goodwill cannot be used to reduce taxable
income (as discussed previously). Third, goodwill is excluded from calculation of Tier 1
capital. In general, a buyer usually wants to minimize the amount of the purchase price al-
located to goodwill. Consequently, a thorough identification and valuation of all assets,
both tangible and intangible, becomes critically important.

ENDNOTES

1. The overall transaction would be considered nontaxable, although shareholders receiving cash
would be taxed on their gain.

2. Boot is the designation for property which, transferred in an otherwise nontaxable transaction,
gives rise to taxable income.
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CHAPTER 8

Intangible Asset Valuation

Often it is necessary for tax and accounting purposes, as described in Chapter 7, to value
the intangible assets of an acquired company. This chapter addresses the unique character-
istics of intangible assets and their role in the acquisition process. Specific examples of
bank intangible assets are used where appropriate.

8.1 NATURE AND TYPES OF INTANGIBLE ASSETS

Intangible assets do not have physical substance, but are, nonetheless, integral components
of the overall value of a business. The value of an intangible asset is usually a result of eco-
nomic benefits that accrue to the owner. The fact that the purchase price of a business ex-
ceeds the net value of tangible assets confirms that intangible assets have benefits and the
buyer perceives them to have value.

8.1.1 Criteria for Defining Intangible Assets

By standards of common law, assets such as stocks, bonds, and loans are considered intan-
gible. For tax and accounting purposes in acquisitions, however, these types of assets are
not considered intangible. For tax and accounting purposes, an asset is intangible if it pos-
sesses two key characteristics:

1. Immateriality1: This criterion distinguishes an intangible asset from a nontangible as-
set. Intangible assets are considered immaterial noncurrent assets, which means they
have a relatively permanent nature and are not intended for sale. Nontangible assets,
however, are claims against other parties, such as notes and receivables, and could be
sold individually. It is for this reason that the loans of a bank are not considered intan-
gible assets even though they are incorporeal property. In the preceding chapter, these
were referred to as tangible financial assets.

2. Inseparability: Assets are considered intangible if they are inseparable from the active
business. In other words, the intangible asset, separated from the business, is usually
worthless or meaningless.

Under most circumstances, it is necessary to identify and value intangible assets only for tax
and accounting reasons. Substantial tax benefits can be derived from valuing the intangible



assets, and there are financial reporting requirements that need to be met. The common types
of intangible assets likely to be found in an acquired bank are described below. Not all of
these will or can be amortizable for tax purposes. Nonetheless it is useful to consider their
value when analyzing an acquisition.

8.1.2 Core Deposit Base

The core deposit base of a bank is composed of the funds associated with stable customer
deposit relationships. An intangible asset is created because the bank has a source of fund-
ing that is usually less costly than the market rate of alternative funds on the open market.

Deposits are a liability of a bank, and for many this has negative implications: How can
a liability be an asset? To understand this seemingly contradictory statement, it is necessary
to view deposits as the raw materials of banks. With them, banks invest in earning assets at
a spread to generate a profit. Deposits are so beneficial that banks are willing to pay to at-
tract them through branches, advertising, and premiums in addition to interest paid. Con-
sequently, when a bank and its deposits are acquired there is a definite economic benefit to
the buyer. Chapter 16 addresses the core deposit base as an intangible asset in detail because
it is such a crucial part of bank acquisition valuation.

8.1.3 Loan Servicing Contracts

Often a bank will sell a loan it has made but retain the right to service it—take payments, keep
records, and so on—for a fee. The buyer of the loan receives the interest and principal payments
without the responsibilities and costs of operations. The fee the bank receives for servicing the
loan in excess of the operations costs incurred is the economic benefit, and an intangible asset.

8.1.4 Safe Deposit Box Contracts

Banks that have safe deposit boxes rent these boxes to customers for specified monthly fees.
Often the book value of the boxes is minimal or nonexistent—the boxes have long since
been depreciated. Because they still have economic utility they continue to generate in-
come. The value of this future income stream in excess of the expenses associated with the
safe deposit boxes is an intangible asset.

8.1.5 Proprietary Computer Software

When a bank develops computer software for its own use, it does so at considerable expense
and consequently creates an asset that has value. The extent of that value is usually based
on the cost necessary to acquire similar software, or on the time that was required to de-
velop it originally. With the proliferation of packaged banking software, proprietary pro-
grams are becoming less common, especially in smaller community banks.

8.1.6 Trust Accounts

Banks that maintain trust departments manage assets for customers for a fee. Like a loan
servicing contract, the fees received for managing trust accounts, in excess of costs, create
an intangible asset.
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8.1.7 Leasehold Interests

Often, banks will operate branches in leased quarters or on leased ground. These leases are
often long-term in nature and sometimes at rental rates below the market for similar prop-
erties. The difference between the lease rate paid by the bank and the current market rate
over the life of the lease, discounted to present value, is an intangible asset.

8.1.8 Assembled Work Force

When a bank is acquired, the in-place staff represents an intangible asset. The costs to at-
tract, recruit, and train an equivalent staff—their replacement cost—would be substantial.
Consequently, there is value in the staff of the acquired bank.

8.1.9 Goodwill

Goodwill is a catch-all intangible asset. It reflects the difference between the price paid for
a bank (or any business) and the bank’s value of the tangible and identified intangible as-
sets, less the liabilities assumed. From a strategic valuation standpoint, separating goodwill
from other intangibles is not that critical. From a tactical standpoint, however, the separa-
tion can be very important for tax and accounting reasons as discussed in Chapter 7.

8.2 AMORTIZABLE VERSUS NONAMORTIZABLE INTANGIBLE
ASSETS

As discussed in Chapter 6, the total value of a business is the sum of the tangible and in-
tangible asset values less liabilities assumed. The intangible assets can be identified intan-
gibles (such as core deposit base and loan service contracts) or unidentified intangibles
(goodwill). Moreover, the identified intangibles can be either amortizable (enabling a 
depreciation-like deduction against taxable income to be taken) or nonamortizable (not el-
igible for the deduction). Consequently, the total value of a business could be described as:

total value of a business �
tangible asset value

� amortizable intangible asset value
� nonamortizable intangible asset value
� goodwill
� liabilities assumed

The ability to first identify an intangible asset and then prove it amortizable can yield sig-
nificant tax savings and result in increased postacquisition cash flow.

8.2.1 Benefits of Amortization

Amortization refers to the depreciation of an intangible asset. It is based on the concept of
the wasting or exhaustible asset, although an intangible asset does not waste away as a
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physical asset does. The wasting away of an intangible asset is a legal fiction, but is nec-
essary to consider in order to spread the recovery of a payment for that intangible asset
over its fixed or useful life.

If an intangible asset can be amortized, significant tax savings often can be realized. The
potential tax savings is equal to the amortization amount multiplied by the marginal tax rate.
For example, if intangible assets valued at $10 million are amortizable over, say, ten years,
and the marginal tax rate is 35 percent, annual tax savings to the acquiror of $350,000 ($10
million � 10 years � 35%) are possible.

8.2.2 Requirements for Amortization

The IRS has issued several rulings that relate to the issue of intangible assets amortization.
The two most significant are Revenue Ruling 68-483 and Revenue Ruling 74-456. In gen-
eral these rulings held that in order for an intangible asset to be amortizable for federal in-
come tax purposes, it must meet three tests:

1. it must be separated and isolated from goodwill; that is, it must be separately identifiable;

2. it must have a limited useful life; and

3. that limited life must be measurable with reasonable accuracy.

Separating intangible assets from nonamortizable goodwill should never be considered
easy. In general, the IRS has been very aggressive in its interpretation of goodwill, and tends
to allocate as many intangible assets as possible to that category. However, separate identi-
fication of intangible assets historically has not been the main cause for denial of the amor-
tization deduction. The more common reason for disallowance is the inability to establish
and measure a limited useful life. Consequently, it may be possible to identify an intangi-
ble asset, but not be able to life it (that is, to establish and measure its useful life). Then it
is classified as a nonamortizable identified intangible asset, and treated no differently than
goodwill for tax purposes.

The ability to life an intangible asset depends on first proving the asset has a limited life,
and second, on measuring that life. In determining whether an intangible has a limited life,
it is useful to ask these two questions.

1. Does the asset’s value to the business diminish progressively over time?

2. Is the availability of the asset to the business limited, irrespective of that asset’s current
or future value?

The first question applies to intangible assets that do not regenerate naturally. Core de-
posit accounts tend to be viewed as nonregenerative intangibles. In other words, over time
core deposit relationships will naturally dwindle as customers move and businesses close.

An example of the second question is the intangible asset created by a below-market
lease rate on a branch. The value may actually increase if market lease rates escalate, but if
the lease is in effect for only five years, its availability to the bank is limited and so it has a
limited useful life.

The second key aspect in lifing an intangible asset is measuring the length of that useful
life. Unless the intangible asset has a clear duration (like the branch lease example used
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above), estimating the life is usually the most difficult aspect of proving it to be amortiz-
able. The courts have indicated in numerous cases that the life need only be determined with
reasonable, not perfect, accuracy. In practice, the most supportable lives are based on in-
depth, comprehensive analysis of the experiences of the business owning the asset.

8.3 MEASURING THE USEFUL LIFE OF AN INTANGIBLE ASSET

Measuring the life of an intangible asset is relatively straightforward if there is a contractual
life without renewal possibilities. Unfortunately, few intangible assets as part of a bank acqui-
sition are this clear-cut. Most have lives that can be determined only by experience, such as
being based on the historical pattern of the availability and usefulness of the intangible asset
to the bank. For example, the core deposit base of a bank is composed of individual customer
relationships and could theoretically stay active in perpetuity. In reality, however, the deposit
base acquired at a given time has a finite life and eventually will diminish through the natural
process of customers moving and businesses closing. This same concept can be applied to
many other bank-related intangibles, such as safe deposit box contracts and trust accounts.

Intangibles without a stated contractual life are those most vulnerable to IRS attack and
potential disallowance of amortization deduction. Consequently, it is essential that the life
of intangible assets to be amortized be established from thorough, objective analysis. Two
factors appear to improve the supportability of a useful life calculation:

1. using the unique experience of the business being acquired relative to the intangible as-
set being lifed—in other words, not using industry averages or other businesses’ expe-
riences as the basis for the life; and

2. where possible, lifing each component of the intangible asset base or as small a com-
ponent as possible—for example with loan servicing contracts, estimating the average
life of each contract based on its characteristics, rather than an overall average.

Both of the factors are discussed below in more detail.

8.3.1 Unique Experience

The unique experience aspect necessitates a detailed analysis of the historical data of the
bank being acquired. This requirement often results in tedious data collection, especially in
smaller banks where historical records are not always in machine-readable form. The in-
vestment in such data gathering, however, is often justified by the potential tax savings.

The types of historical data to be gathered to measure useful life will vary depending on
the nature of the particular intangible asset. In most cases, however, it is desirable to deter-
mine a start date (when the account was opened or the contract started) and an end date
(when the account was closed or the contract terminated) for the various components of the
intangible asset. If these two dates can be identified for each component for a significant
historical time period (say, five years), the historical attrition rates can be gauged and an
overall average useful life measured.

Very few banks maintain the meticulous records necessary to determine the start and 
end dates for each component of an intangible asset over a five-year historical period. This
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information is especially difficult for components that are not active at the time of analysis
but are needed to establish the statistical base. For example, if the life of a core deposit base
is being measured, it is necessary to retrieve data on accounts opened and already closed,
as well as accounts opened and still active. It is the closed accounts that can be difficult to
analyze, since most banks purge them from their automated systems.

One technique used to compensate for this lack of data involves first identifying the ac-
tive accounts at the end of each year for, say, the past five years and at the date of the ac-
quisition. Then, starting with the first year, the account numbers (or contract numbers) are
tracked through each successive year to determine if it was still active at the end of the sec-
ond year, at the end of the third year, and so on to the time of acquisition. At some point,
the account or contract may disappear from the list, showing that its closing date was dur-
ing that year. This is not perfect accuracy because the exact end date is not known, but if
applied properly, this technique usually achieves the reasonable accuracy criterion for the
courts. A detailed discussion of the use of a bank’s unique experience to establish core de-
posit life is included in Chapter 16.

8.3.2 Individual Component Analysis

Tax law surrounding intangible assets involves a concept known as the mass asset rule. The
courts have defined a mass asset to be a group of intangible assets grouped together for the
convenience of the owner of the business. If one mass asset is acquired, and not a group of
individual intangible assets, the amortization deduction will not be allowed. The courts
have reasoned that a mass asset does not have a determinable or measurable useful life, even
though some of the individual components do. Consequently, to support an amortization de-
duction, it is necessary to prevent intangible assets from being classified as mass assets.

The mass asset rule was first applied in a 1925 court case when a buyer of a newspaper
subscription list was denied amortization of the list’s value.2 This case and a number of oth-
ers through the mid-1960s took a hard line on mass assets being in the nature of goodwill
and therefore nonamortizable. This rule was typically invoked when the intangible asset in
question was some type of customer or subscription list.

The first break in the hard line application of the mass asset rule came in the Seaboard
case.3 The taxpayer was allowed an amortization of the premium paid for loan servicing
contracts. The aggregate premium was valued based on an analysis of each loan and its
unique characteristics. In this case, the methodology led the court to conclude that each loan
contract had a separately identified value to the taxpayer and, therefore, the taxpayer ac-
quired separate loan contracts and not a mass asset.

After the Seaboard case, it appeared that amortization required each component to be
lifed and valued individually. This made the practical application difficult and expensive.
In 1969, however, in the Western Mortgage case, the taxpayer was allowed an amortization
deduction on mortgage loan servicing rights even though each loan was not lifed and val-
ued individually.4 The court held that the taxpayer properly measured an average service
life of the acquired mortgage portfolio. This important case expanded the practical appli-
cability of supporting intangible asset lives. The IRS was, however, still arguing that intan-
gible assets were inseparable from goodwill.

The most crucial case in the erosion of the mass asset rule was the First Pennsylvania
case.5 This 1971 case also involved loan servicing contracts and the estimate of the useful
life of these contracts which varied due to prepayment and refinancings by borrowers. The
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arguments in the case centered on the useful life estimate, not on whether the loan servic-
ing contracts represented an intangible asset separable from goodwill. The potential amor-
tization of the asset was conceded by the IRS by virtue of the fact that the IRS introduced
witnesses to dispute the taxpayer’s estimate of useful life. If the intangible asset had been
no different from goodwill there would have been no need to dispute the life estimate. Rev-
enue Ruling 68-483 (issued in 1968) stated “whether or not an intangible asset, or a tangi-
ble asset, is depreciable for Federal income tax purposes depends on the determination that
the asset is actually exhausting, and that such exhaustion is susceptible to measurement.”
Here the IRS explicitly states that if the intangible asset can be proven to be wasting (that
is, having a measurable and finite useful life), it can be amortized.

Revenue Ruling 74-456 (issued in 1974) stated that certain intangible assets, such as cus-
tomer and subscription lists, generally have indeterminable useful lives and are not amorti-
zable, except in unusual cases where the asset’s life can be measured and its value deter-
mined. The IRS, therefore, is on record as stating that unusual circumstances may exist to
justify intangible asset amortization even where the useful life is not known with certainty.

In general, given the history of the mass asset rule and the IRS position of requiring un-
usual circumstances, it is best to have a detailed analysis of the individual intangible assets.
The useful life estimation will be on more solid foundation with a detailed analysis.

8.4 ESTABLISHING VALUE OF INTANGIBLE ASSETS

Once the intangible asset has been identified (thus being separable from goodwill) and lifed
(avoiding the mass asset problem), it needs to be valued. Identifying and lifing an intangi-
ble asset establishes it as amortizable. The value is needed to arrive at the dollar amount of
that amortization deduction.

The general techniques used to value intangible assets are the same as those used to value
any asset: the cost, market, and income approaches. The particular situation and nature of
the asset will determine the best approach.

8.4.1 The Cost Approach

The cost approach values an intangible asset based on the cost necessary to replace it with
one of comparable utility. This approach can be used, for example, to value proprietary soft-
ware based on the cost to purchase or develop similar software. The cost approach could
also be applied to such intangible assets as the core deposit base, based on the cost to cre-
ate an equal level of deposits. This particular technique, however, is rarely applied to core
deposits because other techniques are available that are more supportable.

In general, in order to use the cost approach to value an intangible asset it is necessary
to estimate with reasonable accuracy the cost to purchase, develop, or create a similar as-
set. It is this requirement that causes the cost approach to be difficult to apply to many in-
tangible assets.

8.4.2 The Market Approach

The market approach to valuation requires comparable transaction data. Due to the nature
of intangible assets, especially their inseparability from the total business, they are rarely
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sold individually. Consequently, direct market comparables are virtually nonexistent. Even
indirect comparables are usually not available. Publicly reported data might show total
premium paid for an acquisition, but the allocation of that premium among various intan-
gible assets is not reported. Only in unusual circumstances can the market approach be used
to value an intangible asset.

8.4.3 The Income Approach

The most common technique used to value intangible assets is the income approach. This
technique is directly applicable because most intangible assets result from an economic
benefit (some level of income) that accrues to the asset’s owner. In simplest terms, the value
of an intangible asset is the income stream (less related expenses) over the useful life of the
asset, discounted to present value. A simple example using safe deposit box contracts can
illustrate the calculation. (For this illustration, tax benefits are assumed to be zero. As de-
scribed earlier in Chapter 7, however, when amortization of an intangible results in tax sav-
ings, those future tax savings should be reflected in the value.)

Assume that the average life of a safe deposit box contract is five years, the total safe de-
posit income to a bank is $100,000 a year, and annual costs associated with the safe deposit
boxes (depreciation, maintenance, salary for clerk, and so on) total $60,000. The value of
these safe deposit contracts is calculated as shown in Exhibit 8.1. The value of the safe de-
posit box contracts in force on the date of acquisition is about $155,000.

A variation of the income approach is the cost savings method. This method is used
when the intangible asset does not produce income but allows the owner to avoid costs that
otherwise might be incurred. The value is equal to the cost savings over the life of the as-
set, discounted to present value. A favorable lease can be valued using the cost savings
method. For example, suppose that a bank has a 2,500 square foot branch in the lobby of
an office building leased at a rate of $15 per square foot per year, but market rates for com-
parable space are $20 per square foot each year. Also, suppose the lease has seven years re-
maining before the bank must renew at market rates. The value of the intangible asset cre-
ated by a below-market rate leasehold interest is calculated as shown in Exhibit 8.2. The
value of the intangible asset created by the lease, because of cost savings, is about $64,000.

8.5 AMORTIZATION METHODS

Once the intangible asset has been valued, the annual deduction for taxes must be calcu-
lated to determine the annual amortization. The most common way to ascertain the annual
amortization deduction of an intangible asset is the time method. This method computes the
deduction as follows:

annual amortization deduction �
value of intangible � useful life in years

This method is analogous to straight-line depreciation used for tangible assets.
Another approach is the income forecast method, which measures the amortization in a

given year based on the percent of total income or cost savings from the asset likely to be
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generated in that year. This approach is used when the total benefit of an intangible asset is
not evenly distributed over its useful life. A good example, outside of banking, is film rights.
Typically the income from a film is higher in the first few years because it is most likely to
be popular when it is new. Consequently, the owner of the film rights would amortize more
of the value in early years than in later years of the useful life. Tax court rulings, especially
the C&S case (Citizens & Southern Bancorporation) described in Chapter 16, give support
to the possibility of using the income forecast method for core deposit base amortization.

The cost recovery method is a third technique of determining amortization deduction.
This approach uses the actual experience during a taxable year to determine the decline in
value of an asset. This method has been used to amortize magazine subscription lists based
upon the actual number of lost subscribers during a year.

8.6 SUPPORTING INTANGIBLE ASSET VALUATION AND
AMORTIZATION

Intangible asset valuation should not be an afterthought, but an integral part of the negoti-
ations and acquisition agreement.6 To improve the supportability of intangible asset amor-
tization, it is beneficial to follow these seven key guidelines.
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Exhibit 8.1 Valuation of Safe Deposit Box Contracts

Safe Deposit Boxes Discount Present
Year Net Income Factor @ 8.5% Value

1 $40,000 .9217 $ 36,868
2 40,000 .8495 33,980
3 40,000 .7829 33,316
4 40,000 .6650 26,600
5 40,000 .6129 24,516________

Net Present Value $155,280

Exhibit 8.2 Valuation of a Below-Market Rate Lease

Discount
Market Lease Rate Cost Factor @ Present

Year Rent* Rent** Savings 13% Value

1 $50,000 $37,500 $12,500 .885 $11,025
2 50,000 37,500 12,500 .783 9,728
3 50,000 37,500 12,500 .693 8,663
4 50,000 37,500 12,500 .613 7,663
5 50,000 37,500 12,500 .543 6,788
6 50,000 37,500 12,500 .480 6,000
7 50,000 37,500 12,500 .425 5,313_______

Net Present Value $55,340

* 2,500 square feet multiplied by $20, for simplicity, assumes market rate does not increase over lease period.
** 2,500 square feet multiplied by $15.



1. Be familiar with the latest IRS rulings. The acquiring bank and its counsel should be-
come familiar with cases involving intangible assets, especially financial institution re-
lated cases. Understanding the reasoning of the courts and the IRS positions is helpful
in designing a more supportable acquisition tax plan.

2. Include intangible asset value in acquisition agreement. The binding acquisition agree-
ment should state the classes of tangible and intangible assets being acquired and the al-
location of the purchase price among them. This will help support the separability of
amortizable intangible assets from goodwill and nonamortizable intangible assets.

3. Avoid the temptation to eliminate goodwill completely. Very seldom is there a bank ac-
quisition that does not involve some element of goodwill. Consequently, a portion of
the purchase price should be allocated to goodwill, and included in the contract.

4. Be meticulous when establishing useful lives. The establishment of a useful life is the
area the IRS is likely to find fault. Consequently, the best techniques, using the bank’s
own unique data and experiences when possible, should be employed. Perfect accuracy
is not required, only reasonable accuracy. In general, however, the closer to perfect, the
better it can be supported.

5. Establish intangible asset values professionally. The supportability of value is
strengthened when independent, qualified valuation professionals are used. Their ex-
perience and objectivity strengthen the taxpayer’s evidence if called upon to defend the
amortization deduction. Moreover, professionals will be aware of the best techniques
to use in a given situation.

6. Maintain good records. From the first step in the acquisition process, the buyer should
maintain complete records, especially related to the assets purchased and their value.
Consequently, it is often beneficial to have preliminary valuations of major intangible
assets early in the process.

7. Be reasonable and logical. Once all the research and analysis is completed, it should
be checked for reasonableness and logic. Consider how the IRS might attack assump-
tions and techniques used.

By following these seven guidelines, the likelihood increases that intangible asset amorti-
zation will be supportable.

ENDNOTES

1. Immateriality as used here is a legal term meaning the assets do not have material—physical—
substance. It does not mean immaterial in the economic or accounting sense.

2. Danville Press Inc. v. Comr., 1 B.T.A. 1171 (1925).

3. Comr. v Seaboard Finance Co., 367 F.2d 646 (9th cir. 1966), cert. denied, 372 U.S. 935 (1963).

4. Western Mortgage Corporation v. Comr., 308 F.Supp. 333 (C.D. Cal. 1969).

5. First Pennsylvania Banking & Trust Co. v. Comr., 56 T.C. 677 (1971), acq. 1972-1 C.B. 2.

6. See discussion of C&S case for core deposit amortization in Chapter 16.
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PART III

Assessment of Financial
Institutions





CHAPTER 9

Financial Analysis of Banks and
Bank Holding Companies

The analysis of the financial performance of a bank to be valued is one of the most essen-
tial parts of the valuation research process. The financial performance, however, is only the
quantified reflection of the management of the institution. In other words, the financial sta-
tistics are not the bank, but they represent a scorecard of how well the bank is organized and
operated. Consequently, a thorough analysis of the financials provides an objective assess-
ment of performance.

9.1 TYPES AND SOURCES OF FINANCIAL DATA

Banks, because of their regulated nature, are required to submit substantial amounts of fi-
nancial data to regulators. Much of the financial information is made available to the pub-
lic. The format of reporting is identical, which allows for apples-to-apples comparisons
across banks of different sizes and in different locations with the knowledge that the infor-
mation is probably 99 percent consistent.

Financial information on banks and bank holding companies is available on an individ-
ual basis, or in total for various peer groups. In a typical valuation, information at both lev-
els is beneficial; it is then possible to analyze the bank directly and to compare it with its
peer group.

9.1.1 The Uniform Bank Performance Report

One of the more useful reports available is the Uniform Bank Performance Report (UBPR)
prepared by the Federal Financial Institutions Examination Council. This report presents a
comprehensive profile of a bank for a five-year period, along with comparisons to peer groups.
The statistics presented in a UBPR for a given bank are divided into four broad sections.

The first section of the UBPR presents summary ratios that provide an overview of the
bank. Key ratios are shown in the areas of income and expenses as percents of average as-
sets, nonperforming loans, liquidity and rate sensitivity, capitalization, and overall growth
rates. Ratios for banks in the peer group are also shown. This allows for easy comparison
between Example Bank and its peers.



The second section of the UBPR presents a wide variety of statistics relative to income
performance. A summary five-year income statement is shown, along with ratios of ex-
penses to assets, margins, yields on earning assets, cost of funds, noninterest income, and
overhead expenses as a percent of both assets and total income.

The UBPR’s third section is a dissection of the bank’s balance sheet. A detailed break-
down of loans and investments is shown, along with nonearning assets. The liabilities are
also shown, with core and noncore deposits listed separately. The capital levels and com-
position are analyzed in great detail. This section also presents in-depth statistics on loans
and loan losses, asset/liability management, and liquidity.

The fourth and final section of the UBPR presents a variety of ratios for banks in the
same state as the subject bank, and those in the same peer group. Also presented are statis-
tics on any foreign offices of the subject bank.

9.1.2 The Bank Holding Company Performance Report

A report similar to the UBPR is the Bank Holding Company Performance Report
(BHCPR). This is an essential report if the banking organization being analyzed is a hold-
ing company. The Federal Reserve System provides this report to the public.

The BHCPR contains four major sections. The first section contains various ratios of
profitability, loan losses, liquidity, and debt and equity on a consolidated basis (that is, for
the parent company and all subsidiaries). The ratios for the peer group are also shown.

The second section is a summary of various income and expense levels and ratios. In-
come and expenses are shown as a percent of assets, with margins and yields also computed.
These statistics are presented on a consolidated basis.

The third section is a detailed balance sheet analysis, including a five-year summary of
assets, liabilities, and capital, along with a multitude of balance sheet ratios. Special tables
are produced for loan losses, liquidity, and capital. As in the preceding two sections, the sta-
tistics are presented on a consolidated basis.

The last section presents the balance sheet and income statement of the parent company
only, and selected ratios with peer group comparisons. Unless the holding company has sig-
nificant nonbanking activities, the parent company statistics should be relatively minor in
relation to the consolidated total.

9.1.3 Other Public Sources

The UBPR and BHCPR are invaluable sources of financial data on a bank or bank holding
company. If specific call reports—the financial statements banks submit to regulators—are
desired, these can be obtained from the National Information Center (NIC) Web site
(http://www.ffiec.gov/nic/). The NIC provides comprehensive information on banks and
other financial institutions including both domestic and foreign institutions operating in the
United States in which the Federal Reserve has a supervisory, regulatory, or research interest.

In recent years, the various regulatory agencies have used the same format for every bank
and bank holding company irrespective of whether it is state, national, Federal Reserve Sys-
tem member, or non-Fed member. There are, however, degrees of detail in the call reports
depending on the size of the bank and whether it has non-U.S. offices. For banks, there are
four call reports:
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• FFIEC 031—for banks with domestic and foreign offices;

• FFIEC 032—for banks with assets over $300 million, and domestic offices only;

• FFIEC 033—for banks with assets between $100 million and $300 million, and domes-
tic offices only; and

• FFIEC 034—for banks with assets below $100 million and domestic offices only.

These reports are all in the same basic format, with slightly less detailed reporting require-
ments for smaller banks.

Bank holding companies, which report consolidated and parent company financial data
to the Federal Reserve, also have several different forms:

• FR Y-9C—consolidated financial statements for bank holding companies with more than
$150 million in assets, and all bank holding companies with two or more subsidiary banks;

• FR Y-9LP—parent only financial statements for bank holding companies with more than
$150 million assets and all bank holding companies with two or more subsidiary banks; and

• FR Y-9SP—financial statements for one-bank holding companies with assets less than
$150 million.

If stock of the bank or bank holding company is widely traded, a copy of its annual re-
port can provide a wealth of financial data as well as other information on operations. If the
institution is registered with the SEC, a copy of its 10-K report provides extremely benefi-
cial information.

9.1.4 Private Sources

A number of private companies have been preparing and marketing specialized reports, us-
ing the public data as input. Most of these private sources are quite good and prepare a prod-
uct that is often more readable than data from public sources. Two such sources of data are
Sheshunoff Information Services, Inc. of Austin, Texas, and the investment banking firm of
Keefe, Bruyette & Woods. These companies also offer bank data on computer disk that al-
lows for easy manipulation and analysis.

9.1.5 Internal Data Sources

If access to the subject bank’s internal records is possible, there is a wealth of potential data.
However, reports produced by banks differ widely. Some banks are very sophisticated and
generate excellent management reports in a wide variety of areas. Others produce very min-
imal data. Consequently, each situation must be assessed individually. Nonetheless, there
are some basic reports that are likely to exist in every bank.

The most common is the “daily statement of condition,” which is a detailed balance sheet
and income statement created after the close of every business day. This report is useful be-
cause of its detailed nature, but it rarely follows the same format as the regulatory reports.
Therefore, some rearranging of the daily statement is usually necessary if comparison with
historical call reports is desired.
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The delinquent (past due) loan report should also be reviewed. This report will usually
show the loans which have not received payment within seven days of the due date. The re-
port will segregate the loans by length of delinquency (for example, 7–30 days, 31–60 days,
61–90 days, and so on).

The bank should also have records regarding the loans charged off and those that have
had reserves established but not yet completely charged off. This information provides de-
tail with respect to the recognition of problem loans and any possible future losses likely to
surface.

Another excellent source of information, financial and otherwise, is the bank’s exami-
nation report. The report issued by the bank’s regulatory agency will contain detailed analy-
ses of nonperforming loans, foreclosed property, investment risks, and a wide variety of in-
sights into the operations and organization. This report is highly confidential and is not
available through public sources. If, however, the bank is cooperating in the valuation, it
may be possible to view this report.

The annual budgets of the bank can also be beneficial. Depending on the sophistication
of the institution, the budget can be a detailed forecast of financial performance based on
strategic plans or it can be a simplistic extrapolation of the preceding year’s performance.
The particular situation will determine the usefulness of budgets in the valuation research
process.

Asset/liability (A/L) management reports are also beneficial if the bank has a formal A/L
system. Such a system monitors the repricing opportunities for all interest-earning assets
and interest-bearing liabilities. From these reports it is possible to assess the interest rate
risk the bank faces. For example, a bank may have $500 million in commercial loans, with
some adjustable at 30 days, some at 60 days and some at 90 days. Consequently, the $500
million would be allocated into time groups depending on their “rollover” date. This is
called a repricing opportunity because the bank can adjust the interest rate (that is, reprice
it) during that time period. The same process is undertaken on the liability side, except that
repricing is based on the deposits or other funding sources’ maturity dates.

The internal information sources described here are just a few of those likely to be avail-
able in any given bank or bank holding company. Each situation must be assessed individu-
ally to determine the applicability and availability of financial data beyond the basic reports.

9.2 OVERVIEW OF FINANCIAL STATEMENTS

Banks and bank holding companies are required to maintain financial records and reports
for regulators, in addition to the normal financial information kept by any prudent business.
The format and level of detail of various financial reports will differ from bank to bank. The
conceptual framework, however, will be similar. This framework is described below.

9.2.1 Income Generation and Income Statement

Exhibit 9.1 illustrates how income is created by a bank. The major source of income is in-
terest, which is generated mainly by loans and investments. Subtracted from that figure is
the interest expense (mostly interest paid on deposits). The resulting difference is called
“net interest income.” The noninterest income (mostly from service charges and fees) is
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Exhibit 9.1 Schematic of Bank Income Generation



added, which results in total income. Overhead expenses include such costs as personnel,
office occupancy, data processing supplies, utilities, and insurance. The provision for loan
losses is a charge against income to reflect bad loans. The resulting figure, after subtract-
ing operating expenses and loan loss provision, is pretax income. With taxes subtracted, the
final figure is net income.

The internal financial reports and/or annual reports of a bank or bank holding company
may not be in the same format as regulatory reports. Occasionally, the income statement
will be in the general format shown below.

interest income
� interest expense
� net interest income
� loan loss provision
� net interest income after loan loss provision
� noninterest income
� noninterest expense
� securities gains (or minus losses)
� pretax income
� taxes
� net income

Consequently, it is sometimes necessary to rearrange either the internal or regulatory
reports to allow comparison between the two types.

9.2.2 Balance Sheet

The major items shown on a bank or bank holding company balance sheet are listed below:

• cash, cash balances at other depository institutions, and due from accounts

• securities (investments) held by the bank

• fed funds sold (short-term loans to other banks) and securities purchased under agree-
ment to resell (also called “reverse repos”)

• total loans and lease financing receivables (net of unearned income)

• loan loss reserves

• net loans (total loans less loan loss reserves)

• assets held in bank’s own trading account

• bank premises and fixed assets

• other real estate owned (property temporarily owned by the bank, usually as a result of
loan foreclosure)

• investment in subsidiaries or other companies not consolidated in financial statements

• customer liabilities on acceptances outstanding

• intangible assets (as a result of acquisitions)

• other assets
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Assets can be either earning or nonearning. Earning assets are principally the loans and in-
vestments held by the bank, with Fed funds sold and interest-bearing balances at other
banks usually being a smaller part. Earning assets are about 91 percent of the total assets of
all banks. Of the earning assets, loans comprise about 57 percent, investments about 34 per-
cent, Fed funds sold about 6 percent, and interest-bearing balances at other banks about 3
percent. Of the nonearning assets, most were in noninterest balances at other banks and due
from accounts. About one-fifth of nonearning assets were in premises and equipment.

The liability side of the balance sheet is arranged in order of priority claim on the bank’s
assets (from highest to lowest). The categories typically listed include:

• customer deposits;

• Fed funds purchased (short-term borrowings from other banks) and securities sold under
agreement to repurchase (“repos”);

• demand notes issued to the U.S. Treasury;

• miscellaneous borrowed funds;

• mortgages and capitalized leases;

• the bank’s liability on customer acceptances outstanding

• notes and debentures subordinated to depositors; and

• other liabilities.

Deposits account for about 97 percent of banks’ liabilities.
Another entry on the liability side of the balance sheet is limited-life preferred stock.

This type of preferred stock has a stated maturity (or it is redeemed at the option of the
holder, not the bank) and is not convertible to perpetual preferred or common stock. Lim-
ited-life preferred stock is technically not debt, therefore not a liability, but it is not counted
fully as equity. Limited-life preferred stock is addressed in greater detail later in this chap-
ter as part of the discussion of bank capital.

The equity portion of the balance sheet represents the owners’ interest in the bank. Eq-
uity consists of:

• perpetual preferred stock;

• common stock;

• surplus;

• undivided profits and capital reserves; and

• cumulative foreign currency translation adjustment.

Equity is about 8 to 9 percent of assets at all U.S. banks.

9.3 COMPOSITION OF BANK ASSETS

The assets of a bank represent the uses of funds. Each major category of assets is discussed
on the following pages. Unless otherwise noted, the asset items are equivalent for a bank or
bank holding company.
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9.3.1 Cash and Due Froms

The cash and due froms category accounts for about 8 percent of all assets. There are five
major types of assets in this category:

• actual vault cash;

• cash items (usually checks) in process of collection;

• deposits at banks in the United States;

• deposits at foreign banks; and

• deposits at the Federal Reserve Bank.

Cash items in process of collection is usually the largest component of the cash and due
from total. This represents the value of checks that have been deposited by customers but
not yet collected from the bank on which those funds are drawn.

9.3.2 Investment Securities

Investment securities comprise about 29 percent of all bank assets. Banks hold a variety of
investment securities, the most common of which are:

• Treasury Securities such as T-Bills, Treasury Notes, and Treasury Bonds;

• obligations of U.S. Government agencies and corporations; and

• securities issued by states and municipalities.

Historically, banks were able to record the value of investments at the purchase price,
adjusted for amortization of premiums and accretion of discounts. Two new accounting
rules, Statement of Financial Accounting Standards (SFAS) 107 and SFAS 115, impact how
banks report the value of investments on their balance sheets.

SFAS 107 requires business entities, including financial institutions, to disclose the fair
value of investments where it is practicable to estimate such fair value. The definition of fair
value for SFAS 107 is “the amount at which the instrument could be exchanged in a current
transaction between willing parties other than in a forced or liquidation sale.” From a prac-
tical standpoint, most investments held by banks have quoted market prices. Therefore, the
estimation of fair value is reliable and consistent.

SFAS 115 requires banks to classify each investment security into one of three types:
trading account, held to maturity (HTM), and available for sale (AFS). Most banks will
have a very small portion of their portfolio, if any, in the trading account category. This new
reporting gives greater insights into the nature of the bank’s balance sheet.

9.3.3 Fed Funds Sold and Reverse Repos

Fed funds sold are excess reserves of the bank which are loaned to other banks on a short-
term basis, usually overnight. Reverse repurchase agreements (or reverse repos) provide an-
other use for excess funds. To create a reverse repo, the bank purchases an investment se-
curity from another bank for a short period of time under an agreement to resell. At the end
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of that time period, it sells the investment back to the bank from which it was purchased.
This action allows the bank to earn a market rate of interest, or close to it, on excess funds
that may be available only for a day or two. About 5 percent of total bank assets are in Fed
funds and reverse repos.

9.3.4 Loans and Lease Financing Receivables

Loans and lease financing receivables are extensions of credit made directly to bank cus-
tomers, or the purchase of such assets from other financial institutions. Loans, net of re-
serves, constitute approximately 52 percent of total assets of all banks.

Total loans, as reported by banks, is not the aggregate face value of those loans. The dif-
ference between the amount reported as total loans and the face value of all loans is the un-
earned income of those loans. A simple example illustrates the difference.

If an individual borrows $10,000 for three years at 11 percent annual interest with
monthly payments, the total payback will be $11,786. The actual note amount (the total
loan) is $11,786, but that figure includes unearned income of $1,786 at the beginning of the
loan. Consequently the amount recorded at the inception of the loan is $10,000, not the
$11,786 note amount. As the borrower makes payments, the principal owed is reduced as
is the amount reported in the balance sheet. Not all loan types are structured like a consumer
loan. Some loans, most commonly real estate, do not include future income in the note
amount. For example, a $10,000 real estate loan has a face value of $10,000 and is reported
as such. As the principal is repaid, the face value and reported amount decreases.

Loans and leases are generally reported in these categories:

• secured by real estate;

• to depository institutions;

• agricultural;

• commercial and industrial;

• acceptances from other banks;

• to individuals;

• to foreign governments;

• to state and local governments; and

• other loans.

The allowance for loan and lease losses is subtracted from total loans and lease fi-
nancing receivables. This is a reserve account to cover anticipated losses on loans and
leases.

Another subtraction from loans is the allocated transfer risk reserve. This is a special re-
serve account used by banks that have loans to specific countries which have not been able
to make payments on external debt and where no definite prospects exist for orderly restora-
tion of debt service. This is a minor amount in virtually all nonmoney center banks.

Loans and lease financing receivables less the reserves (both loss and allocated transfer
risk) results in net loans and lease financing receivables. For simplicity, throughout this
book the term loans is used for this asset group unless otherwise stated. Also, the term loan
loss reserves is used for all types of loan, lease, and allocated transfer risk reserves.
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9.3.5 Assets Held in Trading Accounts

Securities and other investments held by banks for their own trading account are recorded on
the balance sheet at market value. Trading account assets include most of the same types of
investments banks hold for the securities portion of their balance sheet. This asset type is
found almost exclusively in larger banks with full-time trading departments that regularly deal
in securities. Banks with over $10 billion in assets have about 1.5 percent of their assets in
trading account securities. The figure was 0.26 percent for banks with $3 to $10 billion of as-
sets, 0.2 percent for banks with $1 to $3 billion, and virtually none for banks under $1 billion.

9.3.6 Premises and Fixed Assets

This asset category includes the buildings, furniture, fixtures, and equipment used by the
bank in its normal business. Overall, less than 2 percent of the total assets of all banks is
made up of premises and fixed assets. These assets are reported at original cost less accu-
mulated depreciation. Included in this category are any loans to, or investments in, groups
that will purchase premises and lease them back to the bank. Other leased premises and/or
equipment are carried at their capitalized value net of depreciation. The requirements for a
capitalized lease are complex; they are specified in Financial Accounting Standards Board
Statement Number 13 (FASB 13). Essentially, most arm’s length long-term leases are cap-
italized. The bank’s assets appear as if the bank purchased the premises with the corre-
sponding liability being obligations for capitalized leases.

Specifically excluded from the premises and fixed assets account are valuable art objects
(recorded as other assets) and favorable leases (recorded as intangible assets).

9.3.7 Other Real Estate Owned

Real estate owned by the bank, but not used in its normal business, is part of the ORE port-
folio (also called OREO, or REO). It is usually property the bank has acquired through fore-
closure, although there are other reasons for ORE (for example, there may be closed but un-
sold branches or land originally purchased for expansion but no longer needed). Overall,
about 0.5 percent of banking assets are in ORE.

ORE is reported at book value (not to exceed fair market value) less accumulated de-
preciation and any loss reserves established for the properties. If a bank owns only a por-
tion of a property (perhaps as a result of participation loan foreclosure) its pro rata share of
the property’s value is recorded as ORE.

9.3.8 Investments in Unconsolidated Subsidiaries and Associated Companies

This asset category is a minor entry on most banks’ balance sheets. It includes the amount
of a bank’s investment in the stock of all subsidiaries that have not been consolidated into
the financial statements.

9.3.9 Customer Liabilities to Bank on Acceptances Outstanding

This asset category includes the full amount of customers’ liabilities to the bank for the
bank’s guarantee of certain drafts and bills of exchange, usually for financing of imports
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and exports. There is an offsetting liability entry for the bank’s obligation to honor the ac-
ceptance, usually for the same amount as the asset. The liability is called a bankers accept-
ance and is a marketable investment for the holder, much like a large certificate of deposit
issued by a bank would be marketable.

9.3.10 Intangible Assets

Intangible assets are recorded on a buying bank’s balance sheet as a result of a business
combination under the purchase method of accounting. The typical types of identified in-
tangible assets in a bank are:

• core deposit base;

• computer software;

• mortgage servicing rights; and

• favorable leases.

The primary unidentified intangible is goodwill.
When intangible assets, especially goodwill, are high it usually means that the bank or

bank holding company has acquired another institution at a significant premium over book
value. Since most acquisitions are by bank holding companies, intangibles are usually
found on their books, rather than on the books of individual banks.

9.3.11 Other Assets

Other assets is a catchall category for assets that do not fit the other categories and are not
large enough to warrant a separate line item.

9.4 COMPOSITION OF BANK LIABILITIES

The liabilities of the bank represent the sources of funds used to invest in assets. The major
liability groups of a bank are described below. These liabilities are virtually the same for
both banks and bank holding companies.

9.4.1 Deposits

The most prevalent liabilities of a bank are customer deposits. Overall, deposits represent
about 97 percent of all bank liabilities. The types of deposits reported are shown in Exhibit
9.2. Deposit levels are also segregated by IPC (Individuals, Partnerships and Corporations)
and public funds.

One other deposit segregation reported in the UBPR is a core versus noncore deposit.
The core deposits of a bank are generally considered to be those that are the result of a sta-
ble customer relationship and are not likely to be volatile. About 75 to 80 percent of bank-
ing deposits are usually in the core deposits category. Noncore deposits are usually consid-
ered to be certificates of deposit of $100,000 or more (called jumbo CDs), public funds, and
brokered deposits.
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9.4.2 Fed Funds Purchased and Repos

Fed funds purchased are the opposite of Fed funds sold. The bank that “purchases” Fed
funds—borrows excess reserves from another bank—is satisfying a temporary deficiency
in its reserve position. By using Fed funds, the bank is able to satisfy its reserve needs with-
out liquidating part of its security holdings. (If the Fed funds transaction involves funds that
are immediately available but mature in more than one business day, they are called term
Fed funds and are recorded as other borrowings.)

Repos serve the same basic purpose as Fed funds purchased; the bank sells a security to
a third party with the agreement to repurchase it within a short period of time, sometimes
overnight. The selling bank receives needed short-term funds without actually liquidating
securities.

9.4.3 Demand Notes Issued to U.S. Treasury

Banks involved with the Treasury Tax and Loan note program from time to time receive
funds that are to be credited to the U.S. Government. The day after such funds are received,
they are recorded as demand notes of the U.S. Treasury and constitute a liability of the bank.
This liability is essentially a special type of deposit.

9.4.4 Other Borrowed Money

Banks and bank holding companies have a variety of techniques for borrowing money for
short-term or long-term needs. A bank can borrow funds:

• on its promissory notes (if it is a holding company);

• on notes and bills rediscounted (including commodity drafts rediscounted);

• through loans sold with agreement to repurchase;

• by creation of due bills (an obligation that results when a bank sells a security or asset
and receives payment, but does not deliver the security or asset);

• from the Federal Reserve Bank;

• by overdrawing correspondent accounts;

• on purchase of term Fed funds;
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Deposit Type Approximate % of All Deposits

Demand 9%
Savings, NOWs 16%
CDs under $100,000 41%
CDs over $100,000 11%
Super NOW/MMDAs 16%
Foreign Office Deposits 7%_____

Total 100%



• by selling assets short (in other words, selling an asset it does not actually own); and/or

• by issuing notes and debentures.

The liability category “all other borrowed money” comprises only one-tenth of one percent
of total liabilities.

9.4.5 Mortgage Indebtedness/Capitalized Leases

This liability encompasses the debt a bank has incurred for purposes of building or acquir-
ing premises and fixed assets. This category also includes any obligations for long-term
capitalized leases.

9.4.6 Bank’s Liability on Acceptances Executed and Outstanding

This balance sheet category reflects the bank’s liability from customers’ drafts and bills of
exchange which the bank has agreed to pay. This liability is an offset of the customers’ lia-
bility to the bank on acceptances outstanding asset described in the preceding section.

9.4.7 Subordinated Notes and Debentures

A subordinated note or debenture is a type of debt issued by a bank or bank holding com-
pany which is subordinate to depositors’claims on the bank’s assets. When issued by a bank
directly, a subordinated note or debenture is not insured and matures in seven or more years.
When issued by a bank holding company, it is considered unsecured long-term debt. Banks
report mandatory convertible securities with subordinated notes and debentures, while
holding companies record them separately.

9.4.8 Other Liabilities

The last liability group includes all miscellaneous liabilities of the bank, including:

• accrued but unpaid expenses;

• deferred income taxes;

• dividends payable;

• accounts payable; and

• deferred gains.

9.5 OFF-BALANCE SHEET ITEMS

In addition to items that are recorded on the balance sheet of a bank, there are off-balance
sheet items. These are contingent liabilities such as letters of credit and interest rate swaps.
In large money center banks, off-balance sheet commitments can be substantial, sometimes
more than the value of recorded assets. Most of these commitments are related to futures
and options contracts and foreign exchange dealings.
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The area of off-balance sheet commitments, and the risk associated with such commit-
ments, is very complex. Risk-based capital guidelines discussed later in this chapter attempt
to factor in that risk in determining capital adequacy. Where off-balance sheet commitments
are substantial, in-depth research by a knowledgeable professional is necessary.

9.6 COMPOSITION OF BANK CAPITAL

The capital of a bank or any other business serves three basic purposes:

• to absorb unanticipated losses;

• to provide operating funds; and

• to measure ownership.

Banks are unique in that they have equity capital and regulatory capital. The equity capital
of a bank is measured the same way as the equity of any business—assets less liabilities.
The principal components of equity capital are:

• par value of stock (common, limited life preferred and/or perpetual preferred);

• surplus;

• undivided profits; and

• capital reserves.

Regulatory capital is a measure used by regulatory agencies to assess the financial con-
dition of a bank under their supervision. The components of equity capital are described in
this section, and regulatory capital definitions and guidelines in the following section.

9.6.1 Par Value of Stock

The aggregate par value of common, limited life preferred, and/or perpetual preferred stock
is simply the par (or stated) value of the stock multiplied by the number of shares out-
standing. Par value bears no relation to the market value of the stock.

9.6.2 Surplus

Surplus is the net amount of funds that have been formally transferred to this account as a
result of capital contributions and any amount received for common stock and perpetual
preferred stock in excess of par value. The allocation to the surplus account is a bookkeep-
ing entry and does not affect financial performance. This capital account is more pertinent
for various legal and accounting requirements than for understanding the capital base of the
bank. For example, the surplus account is considered part of permanent or legal capital in
virtually all states and is not returned to owners through cash dividends or purchase of their
shares unless creditor claims are adequately protected. In order to provide some measure of
protection to creditors, most states designate a minimum level of permanent capital. From
an accounting standpoint, the surplus account is used to keep track of this permanent capi-
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tal and to meet various state incorporation laws. From a valuation and financial analysis
standpoint, the delineation between aggregate par value and surplus is not important.

9.6.3 Undivided Profits

The undivided profits of a bank are the accumulated net income, gains, and losses less div-
idend distributions to shareholders and amounts transferred to the surplus account. The un-
divided profits account increases through net income, including any extraordinary gains.
This account can decrease through net losses, including extraordinary losses, and dividends
paid to shareholders. The issuance or retirement of stock does not affect the undivided prof-
its accounts. These transactions affect the surplus account as described above.

9.6.4 Capital Reserves

The last component of equity capital is capital reserves or accounts established to prepare
for future uses such as:

• reserves for undeclared dividends, either stock or cash (although each would have a sep-
arate reserve account);

• retirement of limited life preferred stock or notes and debentures subordinated to de-
posits, if the issues called for such a reserve; and

• reserves for contingencies such as lawsuits or other claims against the bank.

Capital reserves are in reality segregations of the retained earnings account and normally do
not show on publicly available financial data as separate items. Therefore, without access to
a bank’s internal records, it may be hard to determine the existence of special capital reserves.
From a valuation standpoint, separating out capital reserves is not of critical importance.

9.7 REGULATORY CAPITAL COMPONENTS

Banking regulators take a much more complex view of capital than the simple accounting
definition described above. The details of regulatory capital and definitions of components
vary from time to time, but the major elements are consistent. The discussion below is based
on regulations in effect as of April 2000.

Regulators categorize bank and bank holding company capital as core capital elements
(Tier 1), supplement capital elements (Tier 2), and total capital (Tier 1 plus Tier 2) for risk-
based capital purposes described in Chapter 4. The components of each tier differ slightly
between banks and bank holding companies. Each is discussed below separately.

9.7.1 Capital Components—Banks

The foundation components for banks to use for Tier 1 capital are the following:

• Common stock

• Surplus
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• Undivided profits (also called retained earnings)

• Capital reserves

• Cumulative foreign currency translation adjustments

• Minority interest in consolidated subsidiaries

• Perpetual preferred stock that is noncumulative (means that if dividends are not paid they
do not accumulate to the next period)

• Mortgage servicing rights up to 50 percent of Tier 1 capital

• Purchased credit card relationships up to 25 percent of Tier 1 capital

• Intangible assets that have been grandfathered for regulatory capital purposes

Items that must be subtracted from the above components to calculate Tier 1 capital are:

• Intangible assets

• Unrealized holding losses in the available-for-sale equity portfolio

• Deferred tax assets disallowed for regulatory capital purposes

Tier 1 capital represents the highest form of capital and is generally defined as the sum of
core capital elements less intangible assets including goodwill, unrealized holding losses in
the available-for-sale equity portfolio, and any investment in subsidiaries that the Federal
Reserve determines should be deducted from Tier 1 capital.

Tier 2 capital includes these components:

• Allowance for loan and lease losses, up to 1.25 percent of gross risk-weighted assets

• Perpetual preferred stock not qualifying as Tier 1 capital

• Mandatory convertible debt, net of common or preferred stock, set aside to redeem such debt

• Subordinated debt, intermediate term preferred stock, and other limited-life capital in-
struments with value qualifying as Tier 2 capital based upon remaining maturity:

Over five years: 100% qualifies
Four to five years: 80% qualifies
Three to four years: 60% qualifies
Two to three years: 40% qualifies
One to two years: 20% qualifies
Under one year: 0% qualifies

• Intermediate-term preferred stock

• Unrealized holding gains on qualifying equity securities

Total regulatory capital in a bank is simply Tier 1 plus Tier 2 capital, with the restriction
that Tier 2 may account for no more than 50 percent of total capital. The sum of Tier 1 and
Tier 2 capital less any deductions makes up total capital, which is the numerator of the risk-
based capital ratio discussed in Chapter 4. Bank’s risk-based capital ratio is the ratio of
qualifying capital to assets and off-balance-sheet items that have been “risk weighted”
based on perceived credit risk.
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9.7.2 Capital Components—Bank Holding Companies

For a bank holding company (BHC), the foundation components of Tier 1 capital are these:

• Total equity capital

• Minority interests in consolidated subsidiaries

• Intangible assets recorded before February 19, 1992, except goodwill, purchased mort-
gage servicing rights, and purchased credit card relationships

From these amounts, the following items must be subtracted to calculate Tier 1 capital for
a BHC:

• Auction rate preferred stock and any other perpetual preferred stock deemed by the
Federal Reserve to be eligible for Tier 2 capital only

• Cumulative preferred stock in excess of 25 percent of Tier 1 capital

• Goodwill

• Identified intangible assets recorded February 19, 1992 or later

• Purchased credit card relationships in excess of 25 percent of Tier 1 capital

• Mortgage servicing rights plus purchased credit card relationships in excess of 50 per-
cent of Tier 1 capital

Components eligible for Tier 2 regulatory capital in a BHC include:

• Intermediate preferred stock with a weighted average maturity of five years or more, subor-
dinated debt with a weighted average maturity of five years or more, and subordinated debt
with an original maturity of five years or more based on the remaining term of the instrument:

Over five years: 100% qualifies
Four to five years: 80% qualifies
Three to four years: 60% qualifies
Two to three years: 40% qualifies
One to two years: 20% qualifies
Under one year: 0% qualifies

• Unsecured long-term debt issued by the BHC prior to March 12, 1988, with the remain-
ing time to maturity impacting the percent that qualifies as Tier 2 capital:

Over five years to maturity: 100% qualifies
Four to five years to maturity: 80% qualifies
Three to four years to maturity: 60% qualifies
Two to three years to maturity: 40% qualifies
One to two years to maturity: 20% qualifies
Under one year to maturity: 0% qualifies

• Auction rate preferred stock and any other perpetual preferred stock deemed by the
Federal Reserve to be eligible for Tier 2 capital only
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• Cumulative perpetual preferred stock in excess of 25 percent of core capital

• Total perpetual debt

• Mandatory convertible securities, both equity contract notes and equity commitment notes

• Long-term preferred stock based upon remaining term to maturity:

Over five years: 100% qualifies
Four to five years: 80% qualifies
Three to four years: 60% qualifies
Two to three years: 40% qualifies
One to two years: 20% qualifies
Under one year: 0% qualifies

• Allowance for loan and lease losses, up to 1.25 percent of gross risk-weighted assets, lim-
ited to 100% of Tier 1 capital amount

From these Tier 2 qualifying amounts for BHCs, these must be subtracted:

• Common or perpetual preferred stock set aside to retire or redeem outstanding equity
contract notes or equity commitment notes

• Capital investments in unconsolidated companies controlled by the BHC

• Reciprocal holdings of banking organizations’ capital instruments

9.8 RISK-BASED CAPITAL

In evaluating the financial strength of a bank or bank holding company, regulators evaluate
the capital level (Tier 1 and Tier 2 as described above) relative to risk-weighted assets. The
calculation of risk-weighted assets is done to reflect the fact that not all assets are of the
same risk of loss and, therefore, do not need the same capital cushion.

In calculating risk-weighted assets, the “true” assets on the balance sheet and off-bal-
ance sheet items are assigned a risk weight of 100 percent, 50 percent, 20 percent, or zero
percent. Total risk-weighted assets is the sum of all assets and off-balance sheet asset equiv-
alents times their respective risk weight.

The major balance sheet items that have a zero percent risk weighting (that is, riskless
and not requiring capital) are:

• Cash

• Federal Reserve Bank balances

• U.S. Government guaranteed debt

• U.S. Government securities

• Book value of paid-in-stock at the Federal Reserve Bank

Significant items that have a 20 percent risk weight are:
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• Cash items in process of collection

• Claims on domestic and OECD banks

• Claims on any other bank maturing in less than one year

• Claims guaranteed by U.S. financial institutions

• Securities issued or guaranteed by U.S. Government agencies, and state and local gov-
ernments

• Portions of loans or other assets collateralized by securities issued by U.S. Government
agencies, U.S. Treasury, OECD countries, or cash

• Local currency claims on foreign central governments up to value of local liabilities in
that country

• Privately issued mortgage-backed securities representing indirect ownership or mort-
gage-related U.S. Government agency or U.S. Government sponsored agency

• Portion of securities and loans conditionally guaranteed by the U.S. Government

The 50 percent risk-weight assets are:

• U.S. state or local government revenue bonds or similar securities

• Residential real estate mortgage loans representing first liens on 1–4 family dwellings

• Credit equivalent amounts on interest rate and foreign exchange rate contracts, unless as-
signed to a lower risk-weighting category

The 100 percent risk-weight assets are:

• Loans and other claims on private obligors except residential real estate first liens

• Claims on non-OECD banks with over one year maturity

• Claims on foreign central governments not included elsewhere

• Obligations of state and local governments repayable solely by a private party or enter-
prise

• Fixed assets

• Investments in unconsolidated subsidiaries, joint ventures, or associated companies (if
not deducted from capital)

• Instruments used by other banking organizations that qualify as capital

• All other tangible or intangible assets not deducted from capital

Off-balance sheet items are also taken into account in calculating regulatory capital re-
quirements. These off-balance sheet items also carry a 100 percent, 50 percent, 20 percent,
or zero percent weighting.

The off-balance sheet items with a zero percent risk weight are unused commitments with
original maturity under one year or which can be unconditionally cancelled at any time.

The only 20 percent weighted items are short-term, self-liquidating, trade-related con-
tingencies which arise from the movement of goods.
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The 50 percent weighted items are:

• Transaction-related contingencies

• Unused commitments with original maturity over one year

• Revolving underwriting facilities and not issuance facilities where the borrower can is-
sue short-term paper in its own name on a revolving basis and the underwriting banks
have a legally binding commitment to either purchase notes not sold by the borrower or
to advance funds to the borrower

The 100 percent weighted items are:

• Direct credit substitutes

• Sales and repurchase agreements and asset sales with recourse not already on the balance
sheet

• Principal amount of assets to be purchased as part of forward agreements

• Securities lent where bank is at risk

An example of calculating risk-weighted assets is shown in Exhibit 9.3.
In determining the capital adequacy of a bank or BHC, the risk-adjusted capital ratio is

calculated. In general, regulators look for at least an eight percent total risk-adjusted capi-
tal ratio. The ratio is calculated as:
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Exhibit 9.3 Illustration of Calculation of Risk-Weighted Assets

Risk-Weighted
Balance Sheet Book Value Weight Amount

Cash and Equivalents $ 100 0% $ 0
Cash Items 200 20% 40
Securities 700 20% 140
Revenue Bonds 50 50% 25
Residential Mortgage Loans 500 50% 250
Other Loans 2,000 100% 2,000
Revenues and Fixed Assets 60 100% 60
Other Real Estate Owned 12 100% 12
Other Assets 78 100% 78______ ______

$3,700 $2,605

Notional Conversion Balance Sheet
Off-Balance Sheet Value Factor Equivalent
Loan Commitments

(under 1 year) $ 100 100% $ 100
Standby Commitments 160 100% 160
Loan Commitments

(over 1 year) 80 50% 40______ ______
$ 340 $ 300

Total Risk-Weighted Assets $2,905____________



• Bank total risk-adjusted capital ratio:

Total capital (Tier 1 and Tier 2)
Gross risk-weighted assets—loan and 
lease loss allowance over 1.25% of risk-weighted 
assets—allocated transfer risk reserve

• BHC total risk-adjusted capital ratio:

Total capital (Tier 1 and Tier 2)
Gross risk-weighted assets—mortgage servicing 
rights over 50% of Tier 1 capital—purchased credit 
card relationships over 25% of Tier 1 capital—
all other identified intangible assets—goodwill—loan 
and lease loss allowance over 1.25% of risk-weighted 
assets—allocated transfer risk reserve

The valuation implications of these capital requirements is that the required annual con-
tribution of capital from earnings must be sufficient enough to maintain at least the regula-
tory minimums.

9.9 VALUE-AT-RISK (VAR) MODELS

Banks’ regulatory capital changes and requirements for the market risk exposure in the
United States are in conformity with an amendment to the 1988 Basle Capital Accord. Cur-
rently, the three methods employed in determining regulatory capital changes for market
risk exposure1 are: standardized approach, precommitment approach, and internal models.
The standardized approach is based on standard risk management procedures consistent
with regulatory rules that assign capital charges to specific assets in estimating the selected
portfolio effect on banks’ risk exposure. The precommitment approach suggested by the
Federal Reserve Board of Governors is another method that can be used. The third method
is based on banks’ internal models utilizing the standardized regulatory parameters of a ten-
day holding period and 99 percent coverage.

Recently commercial banks have used time-series Value-at-Risk (VAR) models to de-
termine their regulatory capital requirements for market exposure.2 VAR estimates, gener-
ated by banks’ internal VAR models, are forecasts of the maximum portfolio value that
could be lost over the specified time horizon with a specified precision and confidence level.
VAR estimates are crucial and relevant to banks and their regulators in assessing regulatory
capital requirements. Thus, the reliability of these forecasts and the accuracy of their un-
derlying VAR models are essential.

Bank regulators have utilized four statistical methods, suggested in the literature3,4 for as-
sessing the accuracy and reliability of VAR models. Banks often report their specified VAR
internal estimates to the regulators who assess whether the trading losses are less than or
greater than these estimates. This regulatory assessment is conducted by evaluating 
VAR estimates based on (1) the binomial distribution; (2) internal forecasts; (3) distribution
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forecasts; and/or (4) probability forecasts. These statistical assessment methods determine
whether the VAR forecasts in question exhibit a specified property of accurate VAR forecasts
using a hypothesis-testing concept. The binomial distribution assessment method is based on
the assumption that the VAR estimates are independent across time and determined from in-
dependent binomial random variables. The VAR interval forecasts valuation method consid-
ers VAR estimates as interval forecasts of the lower left-hand interval at a specified probabil-
ity level. The VAR distribution forecasts assessment method determines whether the observed
quantities derived under the interval model’s distribution forecasts exhibit the properties of
observed quantities from accurate distribution forecasts. The VAR probability forecasts eval-
uation method is based on standard forecast evaluation tools that measure the accuracy of
VAR interval models in terms of how well their generated probability forecasts of specified
regulatory actions minimize a loss function relevant to regulators. The loss functions relevant
to regulators are determined based on proper scoring rules of probability forecasts.

9.10 COMPOSITION OF BANK INCOME

The income of a bank is primarily derived from interest and fees. Interest income is earned
from various earning assets (for example, loans and investments) while fee income can be
a result of many different activities (such as service charges, safe deposit box rental, for-
eign exchange transactions, and trust fees). Larger banks can also generate significant in-
come through trading gains.

9.10.1 Interest Income

Interest income represents about 90 percent of gross income of all banks in the United States
and about 85 percent of bank holding company income. Nearly two-thirds of that amount is
derived from loans. The bank call reports identify interest income from these sources:

• loans to businesses, individuals, and governments;

• lease financing receivables;

• deposit accounts at other financial institutions;

• treasury and U.S. agencies securities;

• other municipal securities;

• other domestic securities (debt and equity);

• foreign securities;

• assets held in trading accounts; and

• Fed funds sold and securities purchased under agreements to resell.

Every earning asset on the balance sheet generates some level of income. In general, the
income associated with an earning asset is equal to:

interest income from earning asset �
average balance of earning asset � interest rate on earning asset
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If an earning asset has an average balance during the year of $1,000 at a rate of 9 percent,
about $90 in income for the year would result. It is “about” $90 because there are different
techniques of accruing interest income, especially on loans. For example, the “rule of 78s”
is a technique for recognizing interest income that gives slightly greater interest in the early
periods. Therefore, if the example used above is a $1,000 loan at 9 percent that is being ac-
crued by the rule of 78s, the income earned may be slightly over $90 in the early years, and
slightly less than $90 later on. On average, however, the formula used above is a good ap-
proximation of interest income based on the level of earning assets.

9.10.2 Noninterest Income

The noninterest income of a bank is reported in these categories:

• income from fiduciary (trust) activities;

• service charges on deposit accounts;

• securities gains and losses;

• trading gains and fees from foreign exchange transactions;

• other foreign transaction gains (or losses);

• gains (or losses) and fees from assets held in trading accounts; and

• other noninterest income.

The last category, other noninterest income, covers a wide variety of income generating
activities including:

• fees for services provided to others (such as data and correspondent services);

• safe deposit box rentals;

• gains on sale of assets;

• all service charges, commissions, and fees not related to deposit accounts and foreign
exchange transactions;

• rental income;

• credit card fees; and

• teller overages.

The relationship is indirect between the magnitude of noninterest income and the size of
the balance sheet. Some banks are more fee-oriented than others. On average, noninterest
income represents about 8 percent of gross income (interest income plus all other income)
of all U.S. banks. In the largest banks (with over $10 billion in assets), noninterest income
represents over 15 percent of gross income. In general, smaller banks have greater reliance
on interest income rather than fees and service charges.

The area of securities gains (or losses) is one that should be examined carefully in a bank,
especially in times of volatile investment markets. Because banks hold securities in their in-
vestment portfolio, there is buying and selling of such securities as a normal part of the fi-
nancial management of the institution. When securities are bought there is always the possi-
bility that a gain (or loss) over the carrying value will be realized if the security is ultimately
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sold. This can be a relatively unpredictable part of the bank’s income, especially if it holds
long-term investments in its portfolio. In general, however, securities gains represent a very
small portion of a bank’s gross income.

9.10.3 Extraordinary Gains (Losses)

Like any business, banks can realize nonrecurring gains or losses on transactions that are
unusual and infrequent. Both the unusual and infrequent criteria must be met for a transac-
tion to be classified as extraordinary. To be unusual, an event or transaction must be highly
abnormal or obviously unrelated to the normal operations of the bank. To be infrequent, the
event or transaction should not be reasonably expected to recur in the foreseeable future.

The rules are very strict for reporting a gain or loss as extraordinary. If a bank sells an
asset, for example a branch office, and realizes a gain (that is, if sales proceeds exceed book
value), the amount would not be considered an extraordinary gain even if the bank had
never before sold a branch. Such a transaction would not pass the unusual test because
banks buy and sell branches routinely, even though that particular bank had not done so in
the past. If, however, a natural disaster destroyed a branch, thus causing a net loss, this
amount would be an extraordinary loss and would be reported as such. Such an occurrence
would be defined as both unusual and infrequent.

As would be expected, extraordinary items are an insignificant portion of all bank in-
comes, less than 0.1 percent of total income. However, for a given bank during a given year
the impact can be significant.

9.11 COMPOSITION OF BANK EXPENSES

The expenses incurred by a bank or bank holding company usually fall into four main 
categories:

1. interest expense—paid on deposits and other sources of funds;

2. noninterest expense—normal expenditures for personnel, facilities and other overhead,
amortization expense, and all other functional expenses which are not related to inter-
est, loan losses or taxes;

3. provision for loan and lease losses and allocated transfer risk—set aside in anticipation
of losses from loans; and

4. taxes—on income at federal, state, and local level as applicable.

Interest expense constitutes about 54 percent of total expenses; noninterest expenses, 38
percent; provisions for loan and lease losses and allocated transfer risk, 4 percent; and taxes,
4 percent.

9.11.1 Interest Expense

The interest expenses of a bank reflect the price paid to attract and keep funds. The annual
interest expense associated with a liability is equal to the average balance of that liability
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during a year multiplied by the annual interest rate. The most significant funding source is
customer deposits, which represent about 97 percent of all bank liabilities. The expenses
associated with these deposits are segregated into two groups:

• interest on certificates of deposit of $100,000 or more (jumbo CDs), and public funds;
and

• interest on other deposits.

This separation is made because jumbo CDs and public funds usually are not considered to
be core deposits, and it is beneficial to separate the cost of attracting these more volatile
funds.

The next major interest expense category is expenses of Fed funds purchased and secu-
rities sold under agreements to repurchase. Expenses in this category reflect the cost of bor-
rowing short-term funds from other banks to meet reserve requirements.

Interest on demand notes issued to U.S. Treasury and other borrowed money is the third
category of interest expense. The costs in this area are a result of normal borrowings of a
bank that do not fall into other categories, as well as the cost of demand notes (part of the
Treasury Tax and Loan program described earlier in this chapter).

Any interest paid by the bank on mortgage indebtedness and capitalized leases is also
shown separately on the income statement. The interest portion of a mortgage payment (for
example on funds borrowed to build a branch) would be determined by the amortization
schedule of the debt. On a capitalized lease, the interest payment is imputed from the total
lease payment. In other words, the capitalized lease is viewed as financing and is reported
as such, with a portion of the lease payment imputed to interest and a portion to equivalent
principal reduction.

The last category of interest expense is interest on notes and debentures subordinated to
deposits. These costs reflect the issuance of such debt instruments by the bank. Included
with these costs are the fees incurred to issue the notes, amortized over the life of the note.

9.11.2 Noninterest Expense

The noninterest expenses of a bank include operating and overhead expenses. The major
classification of expenses are salary and employee benefits, premises and fixed asset ex-
pense, and other noninterest expenses.

The expense category of salary and employee benefits includes virtually all costs asso-
ciated with the staff: salaries, overtime pay, bonuses, social security, unemployment tax, in-
surance, pension plans, and other direct employee benefits. The only employee-related ex-
penses not included are training and professional organization dues, which are both
included in other noninterest expense.

Premises and fixed asset expenses include the costs associated with the operation and
maintenance of facilities, equipment, vehicles, furniture, and fixtures used by the bank in
the normal course of business. Both direct out-of-pocket costs and depreciation expenses
are included in this category. Expenses associated with property owned by the bank, but not
used in the normal course of business, such as foreclosed real estate, are included in other
noninterest expenses.
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Other noninterest expense is a catchall category for expenses not applicable elsewhere.
Examples of expenses in this category include:

• director fees;

• fidelity insurance premiums;

• regulatory assessment fees;

• legal and other professional fees;

• net losses on sale of assets;

• expenses associated with ORE;

• management fees paid to parent bank holding company;

• intangible asset amortization;

• advertising and public relations fees;

• office supplies and telephone; and

• data processing.

9.11.3 Provision for Loan and Lease Losses and Allocated Transfer Risk

The provision for loan and lease losses and allocated transfer risk is an expense item in that
it is a charge against current income. The allocated transfer risk is a reserve for bad loans
made to certain countries that appear unable to resume debt repayment. This is a minor ex-
pense item even for large international banks.

The amount of the provision for normal loans and leases is based on anticipated losses
on loans, including any accrued, but unpaid, interest. When a provision for a loan loss is
made, the destination of the expense is the loan loss reserve described earlier in this chap-
ter in the asset discussion. Any subsequent actual loan charge-off is applied against the loan
loss reserve, never directly against retained earnings. Conversely, recoveries of loans pre-
viously charged off are credited to the loan loss reserve.

The provision for loan loss expense is an item that is reported differently for accounting
and income tax purposes (where it is called reserve for bad debts). The difference is referred
to as a timing difference. The tax effect of such a timing difference is accounted for and re-
ported as a deferred income tax credit or debit on the income statement, and in the balance
sheet as an other liability (if a credit balance) or an other asset (if a debit balance). Any dif-
ference between the bank’s loan loss reserve and its reserve for bad debts for tax purposes
can be eliminated only through subsequent differences between the bad debt deduction for
taxes and the provision for loan losses.

9.11.4 Income Taxes

The last category of expenses is income tax at federal, state, and local levels. The income
tax expense shown in a bank’s call report is the applicable income tax of the bank based on
the reported income. The calculation of the actual income tax liability to be paid is based
on rules prescribed in the regulations of the various taxing authorities. These rules are usu-
ally different from those used to prepare call reports. Therefore, the tax liability arising from
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the pretax income on a call report will probably be different from the actual taxes paid. The
differences arise from two primary sources:

• Timing differences caused when a bank reports an item of income or expense in one pe-
riod for call report purposes but in another period for income tax purposes. An example
is a bank that uses straight-line depreciation for book purposes and accelerated depreci-
ation for tax purposes. The total depreciation is the same, but the reported amount in any
one period will be different because of timing.

• Permanent differences caused when a bank reports an item of income or expense for call
report purposes that will never be reported for tax purposes. An example is goodwill
amortization, which is an expense for book purposes but not for tax purposes.

The income tax figures reported in a bank’s call report are generally determined by these steps:

1. Determine income before taxes and extraordinary items and other adjustments (equal
to total bank income less interest expense less noninterest expenses less provision for
loan loss).

2. Adjust for any permanent differences in book versus tax income by adding back ex-
pense items not eligible for tax deductions (e.g., amortization of goodwill and premi-
ums paid on officer life insurance where the bank is the beneficiary) and subtracting
income not taxable (e.g., qualifying municipal bond interest and 85 percent of cash div-
idends received on the stock of U.S. corporations).

3. Apply the combined federal, state, and local income tax rates to the results of steps one
and two.

4. Reduce the amount from step three by any tax credits expected to be taken on the
bank’s tax return.

The resulting figure in step four is the applicable income tax line on a bank’s call report. If
this figure is different from the actual taxes to be paid by the bank during the year, the dif-
ference is shown as deferred portion of applicable income taxes. If applicable taxes are less
than actual taxes, the deferred portion is a debit balance and is carried in other assets, sub-
ject to certain limitations. If the applicable taxes are greater, it is a credit balance and car-
ried as an other liability.

9.12 BALANCE SHEET ANALYSIS ILLUSTRATION

A key component in the understanding of a bank for valuation purposes is the analysis of
historical balance sheet trends. This is an important part of the financial analysis and is es-
sential to establishing value accurately. The primary sources of balance sheet data are the
call reports, the UBPR, and other internal reports as available.

Exhibit 9.4 shows the balance sheet items and selected ratios for Example Bank. The
analysis described in the balance of this chapter is based on these statistics. These statistics
were used in the example of valuation by the income approach described in Chapter 14.
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9.12.1 Asset Growth Rates

Example Bank’s total assets have grown rapidly from $197 million at year end 1994 to over
$388 million at year end 1999. The year-to-year increases are shown in Exhibit 9.5. This
rate of growth has generally been consistent with the bank’s aggressive philosophy, espe-
cially in the lending areas. While asset growth averaged 14.5 percent compounded annu-
ally, loans grew at over 17 percent each year. When valuing Example Bank it would prob-
ably be overly optimistic to assume such growth could continue. This is especially true
given the fact that much of the asset growth was supported by funding other than core de-
posits (as discussed later).

9.12.2 Asset Composition

From 1994 to 1999 loans consistently increased as a percent of total assets; from 61.0 per-
cent to 70.3 percent. In 1999, however, that ratio declined to 67.8 percent reflecting a more
conservative balance sheet management policy. Also, Example Bank has improved on its
noninterest bearing cash and due froms, reducing to 6.9 percent of assets in 1999 from 8.3
percent in 1994. In general Example Bank has significantly reduced its level of nonearning
assets relative to total assets between 1994 and 1999, from 13.9 percent of assets to 11.0
percent.

9.12.3 Asset Composition—Peer Group Comparison

Also shown in Exhibit 9.4 are various ratios for Example Bank and a peer comparison.
From these statistics it is clear that the bank is an aggressive lender; 68 percent of its assets
are in loans versus 55 percent for peers. Most of the other asset categories are generally con-
sistent with the peer group, except Example Bank appears to have less of an REO problem.

The one area where Example Bank compares unfavorably is in its funding base; core
deposits are significantly lower than its peers on a percentage of deposits basis, as are
smaller CDs. The danger sign is that the bank may be susceptible to volatile funding costs.
The rapid growth in assets was funded by a variety of liabilities which are not necessarily
stable.

This potential weakness in the balance sheet must be considered in the valuation process.
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Exhibit 9.5 Example Bank Asset Growth Rates

Change in 
Total Assets

1994–1995 15.6%
1995–1996 19.2%
1996–1997 15.7%
1997–1998 9.0%
1998–1999 13.1%
Compounded 1994–1999 14.5%



9.12.4 Liability Growth Rates

Between 1994 and 1999, liabilities at Example Bank grew at a 14.7 percent compounded
annual rate. Core deposits grew at a 12.8 percent rate, while other deposits increased at 14.4
percent per year on average. Other interest-bearing liabilities grew at a 23 percent rate, fur-
ther indicating the bank’s reliance on volatile funding sources.

9.12.5 Liability Composition

Example Bank’s liabilities are clearly oriented toward customer deposits, although that ori-
entation has decreased in recent years. At year end 1999, 74.3 percent of all the bank’s lia-
bilities were in customer deposits, and 59.4 percent in core deposits. The other major cate-
gory of liabilities is Fed Funds Purchased and Securities Sold with Repurchase Agreements,
accounting for 23.3 percent of liabilities in 1999 versus 15.5 percent in 1994.

9.12.6 Liability Composition—Peer Group Comparison

Example Bank has relied more on volatile funding sources during the past few years than
has its peers. This is evidenced by the fact that core deposits are lower as a percent of as-
sets at the bank than for the peer group. Within the core deposit base, Example Bank tends
to have a much lower small CD base than its peers.

9.12.7 Capital Levels and Trends

Despite fairly good levels of net income, Example Bank’s equity and primary capital posi-
tion declined slightly between 1994 and 1999. This has been a direct result of the rapid
growth in the asset base, which has made it more difficult to grow capital at the same rate.

In general, Example Bank has been adequately capitalized since 1994, but below peer
group averages on a capital ratio basis. However, good income growth has enabled the bank
to grow the absolute level of capital at an impressive rate; 12 percent per year between 1994
and 1999. Net income to average equity has been above peer group averages, except for
down years in 1995 and 1996. The price for internal generation of capital has been a low
level of dividends. Dividends paid have been below peer averages, measured by both divi-
dends to average equity and dividends as a percent of net income. From 1994 to 1999, Ex-
ample Bank paid dividends equal to 31.7 percent of net income, whereas peer groups aver-
aged 50.4 percent of net income—60 percent more.

9.13 INCOME STATEMENT AND PROFITABILITY ANALYSIS
ILLUSTRATION

Once the trends and composition of the balance sheet have been analyzed, the next analy-
sis focuses on the income statement and related measures of profitability. The purpose of
this analysis is to understand fully the sources and nature of all income and expenses. Each
major type of analysis needed for valuation is described below. Exhibit 9.6 presents income
statement components and summaries.
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9.13.1 Overall Income and Expenses

Along with assets, income and expenses at Example Bank have grown rapidly. Total inter-
est income on a tax equivalent basis grew at an annual rate of 9.17 percent between 1994
and 1999. Over the same period, interest expense grew at an 8.8 percent rate. Tax equiva-
lent net interest income increased at a 9.5 percent annual rate. Noninterest income increased
at a 16.1 percent annual rate, and increased from 24.6 percent of total tax equivalent income
in 1994 to 30.4 percent in 1999. Total income increased at an annual rate of 11.2 percent.

Overhead expenses grew at a 9.6 percent annual rate, slower than asset increases and to-
tal income. It appears that Example Bank is improving its cost effectiveness.

The expenses associated with loan losses were extremely high in 1998, reflecting a
cleaning up of the loan portfolio. Before that time and in 1999, loan loss provision expense
has generally been a relatively constant percent of loans.

Net income has been strong except for a decline in 1995. Since then, however, Example
Bank has achieved returns on equity above its peers. As discussed below, the higher return
on equity is due more to higher leverage than to stronger earnings.

9.13.2 Sources of Profitability

The best way to examine the sources of profitability is to calculate the performance of the
bank in the key areas that drive income. There are four key measures examined for Exam-
ple Bank:

• Net interest margin (usually expressed as a percent of average earning assets, sometimes
shown after loan loss provision to arrive at a “loss-adjusted” margin).

• Noninterest income to total income (the proportion of total income accounted for by non-
interest sources).

• Operating expenses per dollar of total income (the outlays made by the bank to generate
a dollar of income).

• Loan loss provision to average loans (measures the credit quality and risks).

Clearly, there are other measures that can be used to assess performance. A focus on these
four, however, provides an excellent overview of a bank’s performance.

Example Bank’s net interest margin has been declining since 1994 (as has those of its
peers), reflecting the overall squeeze on margins felt by all depository institutions. Of more
concern, however, is the fact that Example Bank’s margins are much smaller than those of
its peers, and the gap appears to be widening. Much of this is due to the fact that Example
Bank is using higher cost noncore deposits as a significant source of funding.

On the other hand, Example Bank is doing an excellent job of generating noninterest in-
come. Over 30 percent of total income in 1999 was from noninterest sources, versus 18.1
percent for its peers. Moreover, the proportion of income from noninterest sources has in-
creased from 1994.

A major weakness of Example Bank is operating expense control, although it has improved
in that area. In 1999, the bank required nearly 71 cents to generate one dollar of income, ver-
sus 65 cents for peers. Example Bank has improved dramatically since 1995 when it required
76 cents, but improvement is still needed, particularly because margins are low and declining.
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The last area, loan loss provision to average loans, is something that Example Bank does
very well. Despite aggressive loan growth, its rate of losses (measured by the provision
made to loan loss reserves) has been consistently below that of its peers.

The end result is that Example Bank has had a return on assets below its peer group every
year except 1998. The major cause of this low level of profit is the small margins on earn-
ing assets. High operating expenses have compounded the problem.

9.14 LOAN RISK ANALYSIS ILLUSTRATION

The analysis of the loan position of a bank being valued is of critical importance. Loans are
usually the major source of income and potentially the major source of losses. The danger to
a buyer who is valuing a bank for acquisition purposes is that the loan portfolio may not be as
strong as historical financial statements would indicate. In other words, substantial and ab-
normal losses may be looming on loans already on the books. A bank with expected future
loan losses of, say, $500,000 is clearly valued higher than if those loan losses were $1 million.

Like many other aspects of valuation, estimating future loan losses requires judgment.
Determining the percent of a loan that ultimately will be collected is difficult, especially
with turbulent domestic and international economic conditions.

Before discussing strategies to assess a loan portfolio, it is beneficial to demonstrate why
an accurate estimate of loan quality is essential. The analysis below illustrates how loan
losses dramatically affect future income and consequently value.

9.14.1 The Magnified Impact of Loan Losses

Using Example Bank as an illustration, consider its 1999 income under two scenarios: ac-
tual conditions and with an additional and unexpected one-half of one percent of loans go-
ing bad. This would result in a loan loss provision of $830,000 more than the actual level
as shown in Exhibit 9.7. With just an additional 0.5 percent of the loan portfolio going bad,
income declined by nearly 35 percent.

9.14 Loan Risk Analysis Illustration 273

Exhibit 9.7 Illustration of Impact of Loan Losses on Net Income:
Example Bank—1999 Income ($000)

With Additional
1/2 of 1%

Actual Loans Going Bad

Total interest income $35,994 $35,994
Total interest expense 23,111 23,111
Net interest income 12,883 12,883
Provision for loan losses 1,377 2,708
Noninterest income 5,807 5,807
Total operating expenses 13,484 13,484
Securities gains (losses) 28 28
Pretax income 3,857 2,526_______ _______
Taxes 850 557_______ _______
Net income 3,007 1,969



Another way to view the impact of loan losses is to calculate the new good loans Exam-
ple Bank must make to offset the impact of the unexpected additional one-half of one per-
cent of the portfolio going bad—in other words, the dollars in new loans needed to replace
the $1,038,000 decrease in pretax income. Example Bank would need to make just over $12
million in new good loans to equal $1,038,000 pretax income. Stated alternatively, about $19
in new loans are needed to generate sufficient income to offset $1 of loans that go bad.

Clearly, the future level of loan losses has a substantial impact on financial performance.
It is imperative that these losses be quantified as accurately as possible before a valuation
of the bank is made. One systematic technique to quantify future loan losses is described in
the following section.

9.14.2 Delinquent and Classified Loan Analysis

When a loan portfolio is being analyzed as part of an overall bank valuation, the loans of
particular interest are those that are delinquent and those that are classified. Delinquent
loans are late in payment (anywhere from a few days to a few months), whereas classified
loans are those that are beyond delinquent and are no longer accruing income. Depending
on the bank’s and the regulatory examiner’s judgment, reserves may be established to cover
losses for a given classified loan, at a rate of 10 to as much as 90 percent. When a loan is
charged off, this is, in effect, reserving 100 percent of the outstanding balance.

There are two alternatives to projecting the loss level on delinquent and classified loans.
The easiest way is to use the historical experience of the bank to estimate future losses on
a group of loans. For example, the bank’s experience may indicate that 75 percent of the
principal balance of delinquent loans and 25 percent of the principal balance of classified
loans eventually are recovered. These rates could be applied to loans in those categories as
of the date of valuation. This approach works reasonably well when there are large num-
bers of fairly small loans, such as auto loans and credit card receivables.

The more difficult approach is to assess each delinquent and classified loan individually.
This can be a tedious process, but often appropriate where the loans are large and complex.
For most banks, larger commercial and real estate loans would fit these criteria.

Exhibit 9.8 presents a tabular format that can be used to analyze individual delinquent
loans. This tabular format lists the loan (by name, number or other relevant description), the
amount outstanding, the days past due, reserves established to date (if any), any comments
on the loan’s outlook, the future loss percentage on book value, and the dollar amount of
loss. The total dollar amount of loss for all delinquent loans is the figure of interest in the
valuation process.

Exhibit 9.9 illustrates a format that can be used to analyze classified loans. This form is
slightly different from that used for delinquent loans. The reason is that classified loans usually
have some reserves already established—that is, some loss has been recognized and reflected
in past net income. For example, a $100,000 original balance loan may have already had a 25
percent reserve established. Therefore, on date of valuation $75,000 is the potential loss amount.
A $25,000 expense item to loan loss reserves is already reflected in past net income figures.

Another difference in the form is in accrued but unpaid interest. This situation occurs
when a borrower stops payments but the bank continues to accrue the interest income and
reverse income accrued but not received. After ninety days, most banks will discontinue the
accrual of interest-income. If the loan eventually becomes a total loss, the principal must be
charged off, as well as whatever interest income was accrued but never actually received.
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9.14.3 Historical Loan Risk Analysis

Exhibit 9.10 contains several loan risk analysis measures for Example Bank. Except for
1999, Example Bank has had a very good loan portfolio performance. Its losses as a per-
cent of loans have been below those of its peers since 1995. The reasons appear to be dili-
gent collection efforts and superior assessment of credit risk. This conclusion is based on
the fact that Example Bank’s net loan losses and past due loans are below peer levels. Re-
serves for future losses may be somewhat low for 1999, as it dipped below 100 percent of
nonaccruals for the first time since 1995.

9.15 LIQUIDITY AND INVESTMENT PORTFOLIO ANALYSIS
ILLUSTRATION

Any banking organization must ensure that adequate liquidity is maintained in order to meet
customer withdrawal requirements, satisfy contractual liabilities, fund operations, and pro-
vide funds for loans. Sources of liquidity include those assets readily convertible to cash.
These usually include investments and other securities maturing in one year or less, inter-
est-bearing balances at other banks, and short-term debt that is money market related.

Exhibit 9.11 shows that Example Bank seems to be relatively illiquid in that it has a high
loan volume relative to its stable funding base (loans exceeded core deposits every year
since 1994). However, this high level of loans has been balanced somewhat by the fact that
the investment portfolio is overwhelmingly short-term. In the last four years, Example Bank
has had about 90 percent of its investment portfolio in short-term instruments.

In general, Example Bank does not seem to face a major problem in liquidity. The 
high level of loans is offset by a short-term investment portfolio. However, if the bank 
could replace some of its higher cost liabilities with core deposits, its margins would likely 
increase.
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Exhibit 9.10 Example Bank Loan Risk Analysis

1999 1998 1997 1996 1995

Loan loss provision/average loans
Bank .54% .86% .65% .51% .30%
Peer .43% 1.15% .78% .61% .53%

Net loan losses/average loans
Bank .41% .70% .32% .42% .27%
Peer .58% .81% .61% .65% .58%

Loan loss reserves/nonaccruals
Bank 95% 158% 277% 181% 140%
Peer 173% 182% 198% 173% 197%

Past due loans/assets
Bank 0.33% 0.31% 0.21% 0.28% 0.47%
Peer 1.18% 1.22% 1.22% 1.29% 1.32%



9.16 PORTFOLIO EQUITIES ANALYSIS (REALM MODEL)

REALM is a duration-analysis model designed to predict changes in market value of port-
folio equities by determining how different interest-rate scenarios would affect the market
value of an institution’s portfolio equity. REALM is currently being used by some banks
such as Easter Bank in Boston and was originally developed by Chase Financial Tech-
nologies.5 REALM can assist financial institutions in taking a proactive approach to their
asset/liability management process by determining the impact of different interest-rate
scenarios on the market value of equity portfolio. REALM enables banks to download all
their loan-and-deposit portfolios, item by item, into the model rather than using aggre-
gated information and then analyze the effect of fluctuations in interest rates on each 
asset/liability item.

9.17 SPECIAL BANK HOLDING COMPANY CONSIDERATIONS

Many banks are owned by bank holding companies. The financial statements of a holding
company can differ from those of a bank in several respects. First, the holding company re-
ports its financials on a consolidated basis. This means that the financial statements of the
individual banks, and any other owned businesses, are added together along with any as-
sets, liabilities, income, and expenses at the parent company level. Second, because non-
bank entities can be part of a holding company, some of the income and expenses will be
attributable to activities other than traditional banking. Third, because the holding company
is usually the vehicle for acquisitions, any associated debt and intangible assets are nor-
mally found at the holding company level.

In most cases, the difference between the format and content of holding company fi-
nancials and bank financials will be minor. In terms of valuation, establishing value of a
bank or a bank holding company will, in nearly all cases, involve the same types of analy-
ses. It is useful, however, to understand the major differences.
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Exhibit 9.11 Example Bank Liquidity and Investment Portfolio Summary

1999 1998 1997 1996 1995 1994

Loans/core deposits
Bank 122.1% 124.7% 118.4% 107.3% 103.2% 102.6%
Peer 84.9% 85.2% 85.8% 81.4% 76.1% 80.1%

% of securities � 1 year
Bank 88.2% 86.4% 86.6% 100.0% 69.3% 46.0%
Peer 32.7% 30.1% 33.6% 33.0% 30.2% 26.5%

% of securities 1 to 5 years
Bank 6.0% 7.2% 6.5% 0% 5.3% 30.2%
Peer 40.4% 42.7% 41.1% 41.3% 42.2% 30.2%

% of securities � 5 years
Bank 5.8% 6.4% 6.9% 0% 25.4% 23.8%
Peer 26.9% 27.2% 25.3% 25.7% 27.6% 43.3%



The consolidated financial statements of a holding company reflect all the subsidiaries
added together, plus any assets, liabilities, income, and expenses at the parent company
level. The parent in a bank holding company structure is usually just a legal entity that is
not directly engaged in income-generating businesses. The income of the parent is mainly
the dividends paid by the subsidiaries. Miscellaneous parent company income might in-
clude interest income from miscellaneous investments owned by the holding company or
interest-bearing deposits it has. In general, the income reported on a consolidated basis will
be the aggregate of the subsidiaries’ incomes.

Expenses of the holding company can vary widely. Some holding companies are shells
and have no expenses outside of miscellaneous legal and accounting fees for filing regula-
tory statements, and preparing annual reports. Other holding companies, conversely, are
complete service centers for their subsidiaries, offering diverse services such as operations,
audit, courier, data processing, check clearing, and investment management. In this case,
expenses are incurred at the holding company level which would otherwise be incurred by
the bank. The bank is charged a management fee for these services.

With assets, the main difference between a bank holding company and a bank is in the
area of intangible assets. In nearly all instances, intangibles created by an acquisition are
“booked” at the parent company. Also, the stock of the subsidiaries is an asset of the parent
company. These two assets account for 90 to 95 percent of the assets of the parent company
in a typical bank holding company structure.

For most parent companies the only liability of any consequence is debt, usually in-
curred to acquire subsidiaries. The stockholders’ equity account of the parent is essentially
the same as a bank—that is, stock, surplus, and retained earnings.

In general, the existence of a holding company as owner of a bank does not complicate
the financial analysis. There are a few differences, as described above, which are useful to
bear in mind during the analysis. The techniques of analysis and eventual valuation of a
holding company are essentially the same as those for an individual bank. The exception
would be a holding company that has many nonbank businesses. Such a situation would
require different valuation research, analysis, and techniques.
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CHAPTER 10

Internal Characteristics
Assessment

The financial analysis described in the preceding chapter provides extensive insight into the
characteristics of the banking company being valued. The numbers, however, do not tell the
full story. To understand the bank completely, it is necessary to analyze the internal char-
acteristics of the institution. It is these internal characteristics that create the financial per-
formance. Consequently, an assessment of the business behind the numbers is essential to
a thorough and accurate valuation.

The requirements for a proper internal characteristics assessment are fairly easy to iden-
tify but more difficult to achieve. They are:

• A complete financial profile: Based on publicly available data, a financial profile (as de-
scribed in the preceding chapter) should be developed prior to internal investigation.

• Access to the bank being analyzed: Proper analysis cannot be undertaken without access
to staff and records. Consequently, it is unlikely that the assessment can be undertaken
much before the due diligence review.

• A work plan to follow: Because acquisitions are time-critical, it is necessary to have a def-
inite plan of action including: areas to be analyzed, priorities, responsibilities, data re-
quired, and schedules.

• Knowledge analysts: Banks are unique types of businesses, and the people undertaking
an internal characteristics assessment should be experienced in bank analysis and termi-
nology. The pressured time of an acquisition is not the proper forum for training.

Assessing the internal characteristics is a more difficult task than analyzing the financial
performance. With financial data, there are rules and definitions that allow an objective
comparison of a bank over time and with its peers. Internal characteristics, however, are of-
ten less objective and require greater creativity and intuition. There are some techniques
that can be used to organize the research and ensure that important internal characteristics
are not overlooked.



10.1 OBJECTIVES AND BENEFITS OF AN INTERNAL
CHARACTERISTICS ASSESSMENT

The primary reason for undertaking an assessment of internal characteristics of a bank is to
provide a greater understanding of the institution, thus allowing better assumptions to be
made in the valuation process. As discussed in Chapter 5, valuation is an inexact science at
best, and requires a variety of assumptions about future performance. The more background
information considered, the more accurate are the assumptions of future performance. Con-
sequently, the main benefit of a thorough internal characteristics assessment is a better es-
timate of the bank’s value.

Another reason for an internal characteristics assessment is a more complete due dili-
gence review. Too often, due diligence reviews focus on the loan and investment portfolio,
almost to the exclusion of other critical factors. Obviously, loans and investments are ex-
tremely important aspects of the bank, but other aspects should also be analyzed carefully.
The internal characteristics assessment described in this chapter helps provide for a more
complete due diligence review.

Identifying potential integration problems is a third reason for a thorough internal char-
acteristics assessment. Knowledge gained during the analysis often uncovers weaknesses
that must be addressed in order to integrate the two entities. Executives who have been in-
volved with acquisitions say that 80 percent of the value is created after the transaction is
closed during the integration period. The most creative, well-priced acquisition usually will
not realize its full benefit potential without proper integration. The earlier problems are
identified, the easier it will be to resolve them with minimum disruption.

The fourth reason for an internal characteristics assessment is profit improvement. In
every bank there are opportunities to increase income and/or decrease expenses. If under-
taken properly, the assessment of internal characteristics can result in ideas for improving
profits after the acquisition.

10.2 THE “TEN P FACTOR” FRAMEWORK

Because banks are complex business entities, it is useful to have a framework for assessing
the internal characteristics. Such a framework allows better organization of the analysis and
delegation of blocks of research to appropriate staff and outside consultants.

For a complete assessment, research should be undertaken in ten areas labeled the Ten P
Factors for convenience. Each of these factors covers a relatively distinct portion of a com-
plete internal characteristics analysis. The Ten P Factors are:

1. Profits

2. People

3. Personality

4. Physical Distribution
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5. Portfolio

6. Products

7. Processes

8. Property

9. Planning

10. Potential

The types of analyses appropriate in each of these ten areas are described below and on the
next several pages.

10.2.1 Profits

The financial analysis described in Chapter 9 addressed in great detail the quantity of the
profits. The Profit Factor considers the quality of the profits. Quality refers to the likelihood
of the profits continuing or growing from historic levels. To assess quality, it is necessary
to go beyond the financial statements. The nature and sources of profit performance must
be assessed. It is critically important to determine whether abnormal business conditions
affected past profits. The publicly available financial statistics are seldom sufficient to make
this assessment. Some key factors to consider when assessing profit quality include sources
of net interest income, sources of noninterest income, importance of nontraditional activi-
ties, and expenses.

The basis of interest income should be investigated to determine whether the sources are
stable over the long term. For example, interest income may be abnormally high due to high
risk loans made by the bank. Also, the basis of interest expense should be identified, par-
ticularly any reliance upon purchased funds, which may indicate a need to replace those
funds at an even higher cost.

The noninterest income generated by fees, service charges, and trading gains can pro-
vide significant revenue to the bank without a corresponding increase in overhead. To a
buyer, it is essential to determine whether those sources of noninterest income can continue.
Service charges on deposit accounts are relatively stable and predictable, as are service
charges and commissions on such routine items as money orders, credit life insurance, and
safe deposit boxes. However, other gains are transitory, such as sale of assets, trading ac-
count activities, and foreign currency transactions. If the bank generates income from non-
traditional activities, it is important to assess the stability of that income and of the outlook
for the future.

Expense trends should also be scrutinized. The most likely area of potential window
dressing by a seller is expenses. It is important to analyze the type of expenses to identify
any category of expenses that has grown much faster or slower than others. For example,
lower equipment expenses may be a sign of deferred maintenance. Decreasing personnel
expenses may be the result of wholesale, short-term layoffs rather than structural improve-
ments in operational efficiency. Many expense reductions are, in reality, expense deferrals
for which payment will eventually be incurred by the buyer. These types of reductions do
not truly increase a bank’s performance or long-term value.
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10.2.2 People

The People Factor considers the impact of the staff on the bank’s future success. To effect a
successful integration, it is crucial to understand the unique nature of the acquired bank’s staff.

The first area of analysis is the organizational structure. This can be a complex topic re-
quiring a creative analysis in order to judge the organization’s strengths and weaknesses.
There are, however, six common organizational characteristics that a buyer should investi-
gate for potential problems:

1. Lack of a reasonably accurate organization chart: Having one does not imply there is
a good organization, but lack of one suggests there is a poor organizational structure.

2. Unclear lines of authority: When the authority (and derivatively, the responsibility) is
unclear, there are likely to be organizational problems.

3. Multiple reporting relationships: If some staff report to more than one superior, this is
a sign of potential weakness in the organization.

4. Excessive spans of control: The number of subordinates to which a manager can ef-
fectively provide functional and technical direction is limited. A very common situa-
tion, indicative of potential organizational weaknesses, is the assignment of too many
direct reports to one manager, and too few to others. This type of imbalance indicates
poor use of managerial talent. The right number of subordinates depends on the vari-
ety and complexity of tasks being performed. Typically, however, more than six or
seven direct reports per manager is excessive.

5. Inappropriate reporting relationships: In weak organizations, there are likely to be nu-
merous instances of staff reporting to a superior unrelated to their functions. This is a
symptom of an organization that just happened rather than one that has been planned.

6. Mismatched positions and responsibilities: Another sign of an unplanned organization
is the lack of relationship between a person’s position and his or her responsibility.
Some vice presidents may be glorified clerks while key staff are in lower positions.

Evaluating organizational structure is a very subjective exercise. If, however, the organiza-
tion is analyzed in relation to the six factors described above, major potential problems and
weaknesses are likely to be observed.

The next aspect of the People Factor is management depth. Successful integration requires
competent, motivated staff on both the buyer’s and seller’s side. It is important to evaluate the
depth and breadth of management talent at the bank. Frequently, especially in smaller banks,
a small number of key people run the bank. If these people leave after the acquisition, which
can happen after a change of ownership, there will be few replacements and a disproportion-
ate share of the acquirer’s management resources would be necessary to fill the void.

The actual level of staffing is another important People Factor concern. Overstaffing is
a problem for many banks and can reduce the potential value of an acquisition target. Un-
fortunately, it is not possible to make a judgment about overstaffing using simple rules of
thumb, such as “one employee for every two million in assets.” The proper staffing level is
dependent on a multitude of factors unrelated to size, such as number of branches, types of
operational systems, location, loan mix, liability mix, and lines of business. Determining
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whether or not a bank is staffed properly requires an analysis of the workload and opera-
tions of each department.

Another aspect of the People Factor is the existence of employee stock ownership plans
(ESOPs). An ESOP is defined by the Employee Retirement Income Security Act of 1974
(ERISA) as a qualified retirement plan designed to invest primarily in the employer’s se-
curities. An ESOP provides a means for employees to have an ownership interest in the em-
ployee corporation. There are a number of organizational, financial, and taxation benefits
to ESOPs, including (1) providing a means for employees to invest in the employer’s secu-
rities; (2) generating liquidity for closely held corporation shareholders by purchasing stock
directly from shareholders and creating a partial market for corporate stock; (3) providing
income tax benefits for employers; and (4) creating motivations for employees, improved
employee rations, and employee productivity. Exhibit 10.1 shows the growth of ESOPs dur-
ing the past two decades, resulting from the perceived benefits of such plans.

Many companies created leveraged employee stock ownership plans by borrowing funds
to purchase company stocks in the late 1980s. ESOPs were originally created in 1974 when
Congress permitted the establishment of ESOPs by the enactment of ERISA. In 1984, Con-
gress added an exclusion from gross income for 50 percent of the interest a qualified lender
receives on a securities acquisition loan. Furthermore, in 1986 Congress made dividends
paid on ESOP shares deductible when they were used to repay exempt loans. The use of
ESOPs grew substantially during the 1990s primarily because of (1) a rising stock market;
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Exhibit 10.1

Growth of Employee Stock Ownership Plans (ESOPs) in the United States
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(2) the increased tax advantages; (3) hostile takeover activities; and (4) the availability of
high yield debt to purchase companies.

The current ESOPs are created to finance leveraged buyouts, known as ESOPLBO, for
the purpose of purchasing part of a company being taken private. The ESOP issues debt to
third parties to generate funds necessary to buy a substantial portion of the shares. The com-
pany is allowed to deduct dividends on ESOP shares used to repay the exempt loan, and a
qualified lender is permitted to exclude from gross income 50 percent of the interest earned
on certain loans. As the loan is being paid, the purchase shares are allocated to participat-
ing employees under the ESOPs. This ownership granted to employees under the ESOPs
can create better incentives for employees to be more effective and efficient and lead to loy-
alty and increased productivity.

Family-owned businesses can use ESOPs as devices to sell the business through tax-
advantaged Section 1042 sales. Small businesses can utilize ESOPs to reduce taxes through
the use of ESOP-owned S corporations. The AICPA issued Statement of Position (SOP) 93-
9, Employers’Accounting for Employee Stock Ownership Plans in 1993. The SOP requires
that when a company allocates shares to participants’ ESOP accounts, a compensation ex-
pense measured by the fair market value of the stock on the allocation date should be rec-
ognized. Any dividends on stock held in an ESOP should be treated the same as dividends
on non-ESOP shares, which should reduce retained earnings.

The Section 133 interest exclusion for qualified ESOP lenders was restricted by the Rev-
enue Reconciliation Act of 1989 (RRA). The RRA limited loans to 15 years and also re-
quired that for loans made after July 10, 1989, the ESOP owns more than 50 percent of each
class and of the total value of all of the corporation’s outstanding stock. This exclusion was
repealed by Section 1602(a) of the Small Business Job Protection Act of 1996, which al-
lowed loans in existence on or before August 10, 1996, to be grandfathered.

The last aspect of the People Factor is personnel administration. It is essential that a
buyer review the system in place for the personnel-related functions such as salary admin-
istration, benefits, performance reviews, grade structure, payroll system, recruitment, pen-
sion, and general employment practices. It is beneficial to know of any discrepancies be-
tween the buyer’s and seller’s personnel administration policies as early as possible.

10.2.3 Personality

Every organization has a personality, or culture, that has evolved over the years. The Person-
ality Factor considers this aspect of the organization. An organization’s personality has a
powerful influence on the actions of individuals within that organization. Some personalities
are clear and obvious, while others nearly defy description. Some different types of organi-
zational personalities that might be found in an acquisition target could include profit-
oriented, growth-oriented, participatory, autocratic, informal, process-oriented, results-
driven, or conservative. However, when assessing an organization’s personality, it is far more
important to examine actions than words.

The Personality Factor is related to the People Factor, but the personality of an organi-
zation outlives staff and is carried on through successive generations of personnel. Conse-
quently, it can be extremely difficult to change an organization’s personality or to merge
two different ones. The more divergent the buyer’s and seller’s organizational personalities,
the greater the risk that integration after acquisition will be difficult.
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10.2.4 Physical Distribution

The Physical Distribution Factor considers all means by which services are delivered to
customers, such as branches, automated teller machines (ATMs), automated clearing-house
(ACH), audio response, point-of-sale (POS), and home banking. These physical distribu-
tion components usually represent a significant financial investment and can create a basis
for future growth. There are four key factors to analyze with respect to the physical distri-
bution system: location, costs, technology, and synergy opportunities.

The location is a critical factor for branches and ATMs. If they are well located they can
provide a significant competitive advantage, but if they are poorly located they can be a
drain on income. Factors to consider include the desirability of the market served, growth
prospects, nearby competition, site characteristics, traffic flows, visibility, accessibility, and
exposure.

Costs are another key concern. The cost effectiveness of the physical distribution system
components must be addressed on the basis of expenses incurred relative to benefits de-
rived. If the bank has a reasonably accurate cost allocation system, it is useful to develop a
comparison table for branches, such as the one shown in Exhibit 10.2. In this example,
Branches C and D are far more cost effective than the other three, even though Branch C
has the second lowest transaction volume and branch D has the highest costs. This type of
analysis can also be applied to gauge the effectiveness of other components of the physical
distribution system.

The third element is technology. The sophistication of the physical distribution system
is an important concern, because if it is used properly technology can lead to lower trans-
action costs. The situation to be aware of is one of over-technology, where the investment
has been made in hardware and software but is not being utilized fully because of lack of
training, customer resistance, or poor vendor support.

The fourth point of analysis is synergy opportunities in the physical distribution system.
Often, a principal objective in an acquisition is the expansion of the market in geographic
and/or market segment terms. A physical distribution system that complements the buyer’s
own system has greater potential value than one that results in overlapping markets and du-
plicate coverage.
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Exhibit 10.2 Example of Branch Cost-Effectiveness Comparison

Fully Allocated Cost-Effectiveness
Branch Monthly Expenses1 Transactions2 Ratio3

A $150,000 70,000 .92
B 200,000 75,000 .74
C 75,000 62,000 1.63
D 300,000 175,000 1.15
E 100,000 38,000 .75

1Includes direct operating expenses and pro rata share of indirect expenses based on con-
sistent allocation formula.
2Teller transactions, used as a surrogate measure of benefits derived by the branch. Other
measures could be used, such as accounts opened, deposits, or loans made.
3Ratio is computed as the percent of total transactions at the branch divided by percent of
expenses incurred by the branch (i.e., the five branch average would equal 1.0).



10.2.5 Portfolio

The Portfolio Factor addresses the mix of earning assets and interest liabilities in the bank’s
portfolio. Much of the financial analysis of the portfolio was described in Chapter 9. This
assessment expands on that analysis and provides qualitative input.

The loan part of a bank’s portfolio typically receives the most attention during an ac-
quisition, which is appropriate because unanticipated loan losses have a potentially devas-
tating impact on value. In addition to the financial-oriented analysis of loans detailed in the
preceding chapter, it is beneficial to evaluate the quality of the credit systems, including
credit approvals, documentation, audits, collateral appraisal, funds disbursement proce-
dures, and undue concentrations in certain industries. It may be necessary to investigate the
underlying physical collateral on large loans to ensure that realistic values are assigned and
that potential problems will not surface after the acquisition.

The investment part of the portfolio is usually fairly easy to analyze from safekeeping
records. These records normally list the type of security, rate, yield, maturity, book value,
and market value. It is prudent, however, to verify the actual existence of the securities.

On the liability side, the Portfolio Factor considers the deposit base funding the assets,
especially the mix of stable core deposits versus other more volatile sources of funds.
Within the core deposit base it is useful to assess:

• concentrations of deposits from a limited number of customers;

• the cost of the deposits;

• the maturity dates of the accounts; and

• the trend in deposit mix over the last five years.

This analysis complements and enhances the financial analysis described in Chapter 9.

10.2.6 Products

Another key aspect is the Product Factor, which addresses what products the bank offers and
how they fit in the competitive environment. For example, the range of products may be too
limited to meet market needs, thus necessitating significant investment by the buyer for de-
velopment and promotion of new products. Conversely, the target bank’s range of products
may be adequate but incompatible with the buyer’s, for strategic and/or operational reasons.

When analyzing the products of a bank, these five criteria are relevant:

1. Features: the characteristics of the product that make it successful or unsuccessful;

2. Support: the back room systems in place to support the products, including hardware,
software, and staff;

3. Pricing: the fee structure, including both implicit and explicit charges;

4. Promotion: programs and approaches used to promote the product in the marketplace; and

5. Competitive Comparison: how the quality, range, and price of services compares with
competition.

These five criteria allow for a thorough analysis of the products of the bank.
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10.2.7 Processes

The Processes Factor addresses the procedural aspects of the bank, which can include all
functions but normally focuses on high volume, labor-intensive activities due to the limited
time available during an acquisition analysis.

The purpose of the analysis is to understand the operational strengths and weaknesses of
the bank to the greatest extent possible. The high priority functional areas to be analyzed
should, at a minimum, include:

• loan processing;

• proof and transit;

• bookkeeping and tellers; and

• data processing.

The types of analyses useful to undertake in each area include:

• staff scheduling relative to volume requirements;

• equipment utilization;

• inter- and intradepartmental work flow;

• methods and procedures; and

• automation opportunities.

A thorough analysis can identify weakness in the current processes, potential integration
problems, and profit improvement opportunities in addition to providing a better base of in-
formation for valuation.

10.2.8 Property

Banking is a labor-intensive business, but significant amounts of capital are invested in
property. The Property Factor addresses the fixed assets owned and leased by the bank be-
ing valued, and the potential contribution of these properties to the future success of the in-
stitution.

The bank’s facilities should be analyzed from four principal perspectives:

• physical;

• functional;

• locational; and

• financial.

A review of the physical aspects of the facilities will uncover deferred maintenance and the
need to invest in repairs in order to bring the structures to standard. When a bank is to be
sold, maintenance and repair expenditures can be delayed to improve earnings. A relatively
quick analysis, performed by a knowledgeable architect or engineer, can uncover poten-
tially significant future expenditure requirements.
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The functional characteristics of the facilities relate to the suitability of size, layout, and con-
figuration. For example, large, opulent branches may constitute the bulk of a bank’s branch sys-
tem, but they may be functionally inefficient and/or obsolete.1 In such a case, the appraised
value of the branches may overstate the true value of the branch network to the buyer. Con-
versely, a system of efficient, functional branches may have value to the buyer far in excess of
the appraised real estate value (due to enhanced market position and locational advantage).

The locational aspects of the facilities should also be analyzed carefully. If buildings (es-
pecially branches) are well located, they can be invaluable in maintaining and expanding the
bank’s market reach. Conversely, if the facilities are poorly located in declining areas, there
may be negative value in the buildings—that is, they may detract from the overall value of
the bank. The locational analysis requires input from professionals who have experience an-
alyzing both the market and the placement of bank facilities based on market potential.

The last aspect of the property analysis is the financial aspect. In this analysis, the costs of
operating the facilities are evaluated, including utilities, maintenance, insurance, and taxes. The
purpose is to understand the facilities costs as well as to identify any abnormal expenditures.

Depending on the stage of the acquisition process, a full appraisal of the premises may
or may not be necessary. During the early acquisition stages, an overall review is normally
sufficient. Later, when specific points are being negotiated or tax allocations are being
made, a full appraisal of all property may be necessary. This appraisal may also point out
significant gains possible from sale of facilities. If any such facilities could be sold after ac-
quisition, this could enhance the investment value of the bank.

The fixtures of the bank should also be examined. Furniture, teller counters, and other
routine equipment are not likely to have a substantial impact on value. There are, however,
instances of valuable objects in the fixtures category—for example, art or coin collections.
In such a case, sale of those items may result in gain unanticipated from a review of the fi-
nancial statements.

The equipment used by the bank is important to analyze. Banks have a substantial
amount of equipment such as computers, terminals, and item processors. The important as-
pect from a buyer’s perspective is the compatibility of equipment. For example, if the
seller’s computer equipment does not interface with the buyer’s, it may be necessary to ac-
quire a completely new system that can accommodate the new, larger bank. This situation
can affect how a target bank’s value is viewed by the buyer.

10.2.9 Planning

The quality of the preparation and implementation of the strategic plan is indicative of the
bank’s overall approach to its business. The Planning Factor assesses whether the bank has
established a defensible market position or is wandering aimlessly with no particular di-
rection. The results of the bank’s planning efforts are major influences on the strength of
the bank’s franchise value. This banking franchise concept reflects the correct observation
that a buyer is purchasing a current and future market position, as well as physical and fi-
nancial assets, when it buys another bank.2 How well the bank has planned (and subse-
quently executed the plan) often is the crucial element in determining its position in the
market, and derivatively its franchise value.

From a practical standpoint, very few banks have done a particularly good job at strate-
gic planning. If they go through the exercise at all, many view it as a waste of time that de-
tracts from real work. In many cases, the unique franchise a bank has developed (if any) is
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a result of location or luck. When valuing such a bank, it is essential to consider the unique-
ness of the franchise, how it developed, and the likelihood of sustaining and improving it.

10.2.10 Potential

The Potential Factor considers the future opportunity available to the bank and the level of
resources necessary to capitalize on those opportunities. To a great extent, the true value of
a bank is determined by the potential. As described in Chapter 5, value is the net present
value of the future benefits of ownership. Because the future is so critical to value, it is es-
sential that the potential of the bank’s market be analyzed carefully.

Potential can be measured a number of ways. For a retail-oriented community or re-
gional bank, the key measures may be future population and income growth, which meas-
ure future deposit and loan potential. For a global money center bank, the measures of po-
tential become far more complex as they are based on worldwide economic conditions,
conditions within targeted market segments, and a host of other macro factors. Nonetheless,
some measure of potential should be quantified.

The direct impact of potential can be illustrated by a simple example. Assume two banks
of identical size and profitability, equal in all respects except that one is located in a grow-
ing, dynamic metropolitan area, and the other in a stable rural community. Using the stabi-
lized income approach as described in Chapter 6 for simplicity and illustration, the value of
each of the two banks would be calculated as:

value � stabilized income/capitalization rate

Suppose “stabilized income” at each bank is $5 million, then value is:

value � ($5,000,000)/capitalization rate

As discussed in Chapter 6, the capitalization rate is the discount rate minus the expected
growth rate of income. Assume the risk structures of both banks would require a 15 percent
discount rate. Therefore, the value of either bank would be:

value � $5,000,000/(.15 � growth rate)

Only the growth rate differentiates the two banks. If the metropolitan bank can expect
growth of 8 percent, its value would be:

value of metropolitan bank � $5,000,000/(.15 � .07)
� $62.5 million

If the rural bank can expect growth of only 4 percent, its value would be:

value of rural bank � $5,000,000/(.15 � .05)
� $50.0 million

The lower growth potential resulted in a 20 percent decrease in value. Clearly, the future in-
come growth potential of the bank has a substantial bearing on its value.
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10.3 SHAREHOLDER VALUE CREATION

Shareholder value creation should be one of the most important goals of financial institu-
tions. Indeed, any consolidation and convergence in the financial services industry is exe-
cuted in an attempt to improve shareholders’ value creation of the combined organization.
Several internal performance measurement techniques can be used by financial institutions
in assessing shareholder value creation. These techniques are (1) risk assessment; (2) eco-
nomic value added; and (3) balanced scorecard.

10.3.1 Risk Assessment

The risk assessment method focuses on the risk assessment and risk management units to
measure shareholder value creation. This method entails identification of all types of risk, in-
cluding credit, market, strategy, operation, and political risks. Financial institutions should
incorporate all types of potential risks into their internal value-at-risk model which deter-
mines an estimate of the maximum loss amount of a particular portfolio over a given hold-
ing period. The value-at-risk estimates are determined based on the behavior and movements
of underlying risk factors (e.g., credit risk, market risk, liquidity risk). Financial institutions
should measure and manage the interrelated nature of all of their risks and minimize them to
a prudent acceptable business risk in order to enhance their shareholder value creation.

10.3.2 Economic Value Added

The economic value added (EVA) can be used to assess shareholder value creation through
a set of matrices that determines whether the actual reported net income exceeds the pre-
determined expected earnings. The EVA equals the difference between the reported net in-
come and the dollar cost of capital charged to earnings [EVA � net income � (cost of cap-
ital) (investment)]. When the EVA is positive, it indicates value creation, and when the EVA
is negative, it measures that shareholder value is destroyed.

The concept of EVA implies that an investment must generate returns equivalent to at
least cost of capital to be considered profitable and economically justified. Cost of capital
is the weighted average cost of debt and equity and is the return that both shareholders and
bondholders could have earned by investing in equally risky investments. EVA measures
the combined banks’ performance based on its return on capital, both equity and debt. It
measures how well shareholders of the merged banks are rewarded for investing in the com-
bined banks rather than another. Traditional income measurement only considers one type
of capital cost, namely the “interest” on debt, while ignoring the cost of equity finance. The
external financial reporting process does not measure the cost of finance provided by the
entity’s shareholders because these costs, like all opportunity costs, cannot be easily and di-
rectly observed. However, this cost should be estimated and considered in performance
measurement to properly assess how successful a bank has been, after the merger, in creat-
ing value for its shareholders.

Mergers and acquisitions deals can be considered successful in improving shareholder
value creation when they increase the combined banks’ market value added (MVA). MVA
is the difference between the market value of the merged bank and its invested capital (in-
cluding both equity and debt).
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MVA � market value of the merged bank � invested capital
MVA � present value of expected future EVAs
EVA � reported accounting income � capital charges
capital charges � (weighted average cost of capital)(invested capital, including both

equity and debt)

To ensure the success of the combined bank in creating shareholder value, management
should measure EVA for all of the provided services and products. The use of EVA as a per-
formance benchmark encourages managers and even employees to think and act more like
shareholders in an attempt to create shareholder value.

10.3.3 Balanced Scorecard (BSC)

The balanced scorecard (BSC) method is the most commonly used technique of assessing
shareholder value creation. The BSC is a relatively new measurement tool developed orig-
inally by Kaplan and Norton in 1992.3 The BSC approach suggests a balance between fi-
nancial measures (e.g., net income, profitability, return on investment) and nonfinancial
measures (e.g., service quality, customer satisfaction and retention, innovativeness, em-
ployee satisfaction), in assessing shareholder value creation. The key distinction of the BSC
is that it measures both financial and nonfinancial factors, including financial indicators,
customer satisfaction, internal operations, and employee growth and learning. Financial
measures including net income, operating margin, earnings per share, and new product rev-
enue are ultimately used to assess shareholder value creation. Operational measures consist
of productivity, operational efficiency and effectiveness, product innovations, technologi-
cal advances, and safety. The customer perspective measures used to assess customer satis-
faction indices with information such as repeat business or results from customer surveys.
These measures enable financial institutions to assess the quality of their products and serv-
ices by improving customer satisfaction and meeting the needs of customers. The learning
and growth measures determine how well a work force is prepared for and motivated to be
creative and innovative. These measures include in-house and on-the-job training, continu-
ing professional education, certifications, designations, and other credentials of employees.
An effective BSC should balance between performance drivers (leading indicators) and out-
come measures (lagging indicators). Examples of banks that are currently using the BSC
are Citicorp, Chase, BancOne, and Wachovia. Financial institutions should use the BSC to
ensure that their goals are being achieved by providing answers to the following questions:
(1) how do their customers see them; (2) how do they look to their shareholders; (3) how
can they improve quality and be more efficient and effective; and (4) can they continue to
improve and create value? Answers to these questions should provide adequate input to the
BSC method to customize an appropriate mix of outcomes (lagging indicators) and per-
formance drivers (leading indicators) into the institutions’ strategy. This strategy should in-
clude the following steps to ensure the institution’s success in using the balanced scorecard:

• top management’s establishment of vision for the institution and define mission, goals,
and strategies to achieve them;

• communication of the BSC to all affected personnel and the requirement of feedback
from them;
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• alignment of the BSC with the institution’s business units;

• utilization of a rewards system that links performance measures to key success factors;

• implementation of the BSC into the institution’s planning and budgeting systems;

• utilization of the BSC as an everyday management tool in creating an appropriate bal-
ance between performance and outcome indicators;

• continuous improvement of the BSC approach by finding better performance drivers
(leading indicators) and outcomes (lagging indicators).

The balanced scorecard approach is becoming a very popular performance measure sys-
tem in assessing shareholder value creation. Financial institutions should be aware of and
utilize the BSC approach in order to compete effectively in today’s global market.

ENDNOTES

1. This problem of superadequacy of branches was discussed in Chapter 6 as a form of functional
obsolescence.

2. The concepts of franchise and franchise value are discussed in Chapter 14.

3. Kaplan, Robert S., and David P. Norton. 1992. “The Balanced Scorecard—Measures that Drive
Performance.” Harvard Business Review (January/February 1992): 71.
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CHAPTER 11

External Environment 
Assessment

The analyses described in Chapters 9 and 10 provide important insight into the bank being
valued. They are, however, inwardly focused analyses. To complete the analysis, it is es-
sential that an assessment be made of the external environment in which the bank operates.

This chapter reviews techniques that can be used to determine the viability and future
prospects of the market served by the bank. Each situation will be different, but there are
certain basic measures that are indicative of market potential and banking opportunity.
These key measures are the focus of this chapter.

11.1 IMPACT OF EXTERNAL ENVIRONMENT ON VALUE

The condition and viability of the external environment has an important bearing on a
bank’s value. All other things being equal, the better the market, the higher the value of a
bank operating in that market. In an active, growing market there tends to be greater op-
portunity, less price competition, and more customers. Growing, vibrant markets create op-
portunity and, if capitalized upon, create value.

In the preceding chapter, the tenth P Factor, Potential, addressed the issue of opportunity
and how well the bank seizes upon this opportunity as a contributor to value. The degree of
success is a result of internal factors, such as marketing, pricing, and strategic planning. No
matter how well the bank seizes opportunity, however, that opportunity first must exist. A
bank in a stagnant economy may not be able to maintain growth at the rate of inflation, no
matter how well it is managed. Consequently, it is imperative that the future potential of the
market be assessed and wherever possible quantified.

11.2 SOURCES OF DATA

There are a variety of sources for data useful to the external environment assessment. The
most widely used is the U.S. Department of Commerce, which gathers and publishes an



enormous amount of economic and demographic data. The Census of Population and Hous-
ing, an important data source, contains detailed data on virtually every aspect of demo-
graphics at a small area level—data by township, census tract, and even block. The disad-
vantage of the census is that it is undertaken only every decade, most recently in 2000, with
updates only in selected areas. The 1990 census fell 4.7 million people short by missing 1.8
percent of the population. This undercount was not spread evenly across the nation, as chil-
dren and minorities were disproportionately undercounted. However, the Census Bureau’s
goal in Census 2000 is to improve the accuracy of its census data. The 2000 census can be ob-
tained by visiting the U.S. Census Bureau’s home page (http://www.census.gov/). Nonethe-
less, the census is the most complete and authoritative demographic database available.1

Local data sources include planning agencies and chambers of commerce. Planning
agencies are usually excellent sources of information on a variety of demographic and
economic trends. Many agencies are well staffed and maintain sophisticated, up-to-date
databases. A directory of planning agencies is available from the National Association of
Regional Councils in Washington, D.C. Chambers of commerce provide a variety of infor-
mation, especially regarding local business activity. Like planning agencies, however, the
range of sophistication is wide. In general, the larger urban areas tend to have more com-
plete and timely data available from their chambers of commerce.

There are a number of private sources that offer demographic and economic data on
hardcopy, computer disk, or via on-line computer connections. Most of these sources offer
updates to census data and provide customized reports at a county, city, census tract, or zip
code level.

Data on financial institution competitors can be gathered from a variety of public and pri-
vate sources. If detailed financial statistics on competing banks are desired, the Uniform Bank
Performance Reports provide a complete database. Deposit statistics at bank and savings and
loan branches are available from the Federal Deposit Insurance Corporation (FDIC) and Of-
fice of Thrift Supervision (OTS) respectively, as well as from a number of private companies.

11.3 MARKET-WIDE VERSUS SMALL AREA ANALYSIS

There are two potential levels of external environment analysis. The market-wide level
analysis considers the broad trend of demographic and economic characteristics at, for ex-
ample, a regional or county level. A small area analysis examines these characteristics at a
census tract, zip code, or city level.

The nature of the market and bank being valued determines whether a market-wide
analysis or small area analysis is needed. For example, if a bank being valued operates
county-wide, an analysis with county level data is probably sufficient. Conversely, if a bank
is located in only one section of a city or county, it may be necessary to analyze that small
area, in addition to the market-wide characteristics.

Unless small area data are clearly required, it is usually necessary to undertake only a
market-wide analysis. Demographic and economic statistics at a county or regional level
are easier to gather, usually more accurate, and updated more often. Small area informa-
tion, such as at a census tract level, is more difficult to gather and, unless it is taken from
the census, has a greater potential for error. The discussions in this chapter focus on exter-
nal environment assessment at a market-wide level.
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11.4 DEMOGRAPHIC ANALYSIS

In most cases, the success of local businesses is related to the local population. Therefore,
demographic characteristics of the population in the market served by the bank should be
analyzed first. To determine the future viability of the market, it is essential that the nature
of the people living and working there is analyzed. Even if the bank being valued does not
primarily serve consumers, but serves businesses, it is essential to examine demographics.

The most basic assessment is a look at the number of people in the market, how that
number has changed over time, and projected changes if available. A summary population
table might be constructed as shown in Exhibit 11.1, which was drawn up for a bank with
a market area of three counties. From these statistics a wide variety of percentage increases
and growth rates can be computed.

The same type of analysis can be undertaken for the number of households, which will
not necessarily show the same pattern as the population analysis. Because of declining av-
erage household sizes (due in part to more divorces and fewer children), population often
increases at rates less than household growth.

Income is the next major area of analysis. There is a strong correlation between the in-
come of households in a market and the banking potential (as measured by deposits and
loans). There are a variety of ways to measure income—the two most common are:

• Per Capita Income: the average income of all people in an area; and

• Median Household or Family Income: the income level where half the households or
families make less, and half make more.

Normally, median income is a more useful figure and should be used where possible.
To analyze income trends, a table like the one shown in Exhibit 11.2 might be con-

structed. The annual increases in income can then be compared to the rate of inflation to de-
termine whether or not real income growth has occurred.

Another demographic measure of interest is the age distribution of the population. The
pattern of age can have an impact on whether the market is deposit-oriented, loan-oriented,
or a mix of the two. In general, markets with a greater proportion of middle-aged and older
residents tend to be deposit-intensive. Conversely, younger residents tend to generate
greater loan demand.

The median age figure is not a good measure of the age distribution. A better measure is
the percent of residents within various age groups. By comparing the percent of residents
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Exhibit 11.1 Population Trends By County 1980–2005 (Projected)

Actual Estimated Projected

1980 1990 1999 2000 2005

County A 42,540 44,950 45,500 46,000 45,000
County B 59,380 60,125 63,520 65,000 70,000
County C 18,760 20,175 24,350 29,000 35,000
Total 120,680 125,250 133,100 140,000 150,000



age 18 to 34 or 45 to 64 in the market and in the state, a hypothesis can be made about
whether the market will be more loan- or deposit-oriented, or whether it will be both.

Education level is another indicator of market viability. Higher levels of education nor-
mally are associated with greater earning power and more banking potential. The percent
of residents with four or more years of college should be compared with regional or state
figures.

The combination of population, households, income, age, and education provides a
sound basis for understanding the nature of the residents in a market and the future viabil-
ity of the area. Wherever possible, it is beneficial to examine historical trends and projec-
tions as well as comparisons to a larger region or the state.

11.5 ECONOMIC ANALYSIS

The next broad type of analysis of the external environment is economic, which considers
the business and employment activity in a market and assesses its future potential. Exam-
ining the economic characteristics of a market is an essential adjunct to the demographic
analysis. Jobs and business opportunity are the principal factors that retain existing resi-
dents and attract new ones.

The most basic measure of economic activity is employment. It is important to examine
the trend in employment over the last five to ten years and to analyze the levels of employ-
ment by industry. These statistics are normally gathered by the state employment service.
The breakdown by industry can highlight potential weaknesses in the local or regional
economy. This analysis can also indicate whether the market is overly dependent on one in-
dustry or employer.

Another good indicator of economic health is the level and trend in retail sales. In a
growing market the trend in retail sales is usually upward and at a rate exceeding inflation—
usually there is real growth in retail sales. The level of retail sales can be assessed by com-
paring the sales per person in the market versus the sales per person in the state overall. If
the market average is higher than the state average, it means that residents are better off on
average and/or that the market is an economic and service center for a larger region, one
which draws people from outside the immediate area. Either situation is indicative of above
normal banking market potential.

A third important gauge of economic health is the number and type of business firms in
a market. The County Business Patterns report (U.S. Department of Commerce) provides a
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Exhibit 11.2 Median Household Income by County 1980–2005 (Projected)

Actual Estimated Projected

1980 1990 1999 2000 2005

County A $ 8,500 $17,500 $22,000 $29,000 $33,000
County B 10,000 21,000 26,500 30,500 35,000
County C 9,500 10,000 12,000 14,000 27,000
Weighted Average $ 9,393 $17,972 $22,308 $26,590 $32,533



detailed listing of the number of businesses by SIC (Standard Industrial Classification)
Code in every United States county.

Depending on the size, type, and sophistication of the market being analyzed, there may
be a wide variety of other economic statistics available that provide greater insight into the
economy. Such measures might include:

• building permits;

• office vacancy rates;

• industrial productions;

• tonnages shipped; and

• tourists.

Each market should be approached as a unique entity, with different types of data indica-
tive of economic health analyzed as appropriate.

11.6 COMPETITIVE ANALYSIS

Reviewing the performance of competitors provides excellent information on the general
economy and how the bank being valued fits into the competitive landscape. All the infor-
mation needed for this analysis is available from the FDIC, the Uniform Bank Performance
Reports, OTS (for savings and loans), or National Credit Union Administration (for credit
unions).

The first type of competitive analysis is to review the deposit trends for all banks, sav-
ings and loans, and credit unions in the market. It is usually best to examine deposits of in-
dividuals, partnerships, and corporations (IPC deposits). The difference between total de-
posits and IPC deposits is public funds. Distortions in deposit trends can result from public
funds since these are usually attracted by a bidding process and do not necessarily reflect
market forces. Exhibit 11.3 shows a useful way to organize basic deposit data.

This same type of table could also be constructed for each type of deposit (demand, sav-
ings, time) as well as for loans.

It is also beneficial to evaluate the strengths of the different types of institutions. In the
example above, banks dominate the market with 67 percent of 1999 deposits, but that is
down from 71 percent in 1995. Credit unions are almost inconsequential in this particular
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Exhibit 11.3 Example-Regional IPC Deposit Trends ($000,000)

1999 1998 1997 1996 1995

Banks $1,025 $1,007 $ 989 $ 975 $ 949
S&Ls 482 465 440 409 382
Credit Unions 18 15 14 12 10
Total $1,525 $1,487 $1,443 $1,396 $1,341
Subject Bank $ 372 $ 350 $ 307 $ 281 $ 259
Share 24.4% 23.5% 21.3% 20.1% 19.3%



market. The savings and loans are a little stronger with nearly 32 percent of deposits in
1999, up from 28 percent in 1995.

When evaluating deposits it is important that deposit figures be gathered only for
branches located in the market being analyzed. For example, suppose the market being an-
alyzed is one county, and one branch of a statewide bank is located in that county. It would
be erroneous to include all that bank’s deposits in the analysis, since only one branch is rep-
resented in the market. Consequently, only the deposits for that one branch should be in-
cluded. The FDIC reports branch deposit data for banks, as does the OTS for savings and
loans. Credit unions do not report branch data, but they usually have few branches or are so
small that their effect is negligible.

No information, except for deposits, is publicly reported by branch office. Assets, income,
and expenses are reported by the entire institution only. Therefore, if the market being stud-
ied has branches of out-of-market institutions, the local area competitive market share analy-
sis will probably be limited to deposits. Wherever possible, however, the relative standing of
the subject bank in terms of loans, income, and expenses should be analyzed.

The intensity of financial institution activity is another useful analysis. The intensity can
be measured by the ratio of households per financial institution office. When this ratio is
compared to other markets, it provides an assessment as to the overbanked or underbanked
nature of the market. This information can give some clue as to the opportunity to expand
market share, which is likely to be easier in an underbanked market. Exhibit 11.4 can be
used to organize the analysis. The statistics indicate that the market being analyzed is
slightly underbanked relative to the state average (because the market tends to have more
people per financial institution office).

There are many other ways in which a bank can be compared with its competitors:

• locations of facilities and ATMs;

• services offered;

• interest rates and fees;

• profitability measures; and

• markets served.

11.6 Competitive Analysis 299

Exhibit 11.4 Gauge of Competitive Intensity

Market State

Number of offices
Banks 43 901
S&Ls 16 194
Credit Union 2 30

Households-number 56,300 880,300
Households per office

Bank 1,309 977
S&L 3,519 4,538
Credit Union 28,152 29,343
All 923 782



By analyzing the competition thoroughly, a clear picture of the bank’s standing relative to
the competition evolves. This can be important input to the assessment of the future oppor-
tunity of the bank being valued.

ENDNOTE

1. Other U.S. Department of Commerce publications can be secured at most public and university
libraries. This source should be investigated to determine the availability of special reports for
the market area being analyzed.

300 External Environment Assessment



PART IV

Valuation of Mergers 
and Acquisitions





CHAPTER 12

The Bank Merger and Acquisition
Process

The process of merging or acquiring two banking organizations is extremely complex; it re-
quires a great deal of time and effort from both buyer and seller. The business, legal, opera-
tional, organizational, accounting, and tax issues must all be addressed if the merger or ac-
quisition is to be successful. Throughout the process, valuation can be an important input to
the decision-making process, from initial target analysis through integration of the entities.

The merger and acquisition process, shown graphically in Exhibit 12.1, can be viewed
as having three broad phases:

• Strategy Phase

• Negotiation and Investigation Phase

• Finalization and Integration Phase

This chapter reviews the three broad phases of a merger or acquisition and describes the
steps normally undertaken. These are not necessarily the steps that would be taken in every
situation. They represent, however, the general process that could be undertaken to ensure
a successful merger and acquisition program.

12.1 STRATEGY PHASE

The first phase of any merger or acquisition is the development of a strategy, which defines
the direction of the bank and establishes the long-range goals to be pursued. There are typ-
ically seven parts to the first phase:

• Overall strategic plan;

• Merger and acquisition team;

• Merger and acquisition plan;

• Candidate criteria;

• Candidate identification;



• Candidate analysis; and

• Preliminary valuation and financial feasibility.

This process tends to be oriented to buyers, but sellers should plan just as thoroughly as
buyers. Sellers should be prepared for unexpected offers, and possibly even unwanted suit-
ors. A seller should have an overall business strategy defined and know the value of the
bank, based on the way a buyer would view it. A selling bank should expend as much ef-
fort in the strategy phase as will the buyer.

12.1.1 Overall Strategic Plan

It is essential that a bank establish an overall strategic plan. This overall plan outlines the
focus, direction, and objectives of the bank, usually over a three- to five-year time horizon.
Such a plan specifies how and where the bank will compete, and identifies markets to be
served, resources required, products, pricing, delivery systems, financial structure, growth
objectives, and a host of other management variables. Any decision on mergers and acqui-
sitions, whether as buyer or seller, should be made only after broader business direction and
goals have been established.

The overall strategic planning process must begin with an honest assessment of the
bank’s strengths and weaknesses in all areas: finance, management, operations, organiza-
tion, productivity, market position, delivery systems, and so on. An objective and occa-
sionally overcritical analysis of the bank is absolutely essential for the development of a re-
alistic business plan.

It is then necessary to analyze the market and competitive environment facing the bank
thoroughly. Such factors as economic activity, population growth, demographic character-
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istics, commercial activity, market shares, and legal restrictions are all factors that are ex-
ternal to the bank but have an impact on its strategic alternatives.

Once the bank understands itself and the external environment it faces, major strategic
objectives can be identified. Strategic objectives are long term in nature and define the ma-
jor thrust and direction of the organization, as opposed to specific quantified targets (which
come later in the process). Examples of possible strategic objectives include:

• expanding geographic trade area into an adjacent market;

• improving operational capabilities in loan processing;

• enhancing product lines to include more sophisticated credit products; and

• broadening management capabilities in middle-market commercial lending.

In the normal strategic planning process there may be hundreds of objectives. The next task
is to identify which objectives are most critical and therefore deserve priority attention.

Strategic objectives do not define the means by which they will be accomplished. There
can be several alternative approaches to meet a given objective. For example, a merger or
acquisition could be one way to accomplish any one of the four strategic objectives listed
above. There are, however, other ways that could be used to achieve these objectives. In
other words, merger/acquisition is not an objective, but a way to achieve other business ob-
jectives. This is a critical distinction because it places mergers and acquisitions in proper
perspective; a means to an end, not an end in itself.

Once the strategic objectives of the bank have been identified and ranked, the next task
is to establish approaches to achieve the objectives. For any given objective, there can be a
variety of alternative approaches. For example, consider the objective of expanding a geo-
graphic trade area into an adjacent market. There are a number of approaches that could
achieve that objective: an acquisition, branches, or a new charter bank. Each alternative ap-
proach must be evaluated on its own risks and merits, and the one selected should best meet
the needs of the bank. It is usually in this stage of the strategic planning process that the
buy/sell/stay independent decisions are made.

After the preferred approach to achieve an objective is selected, the tactical operating
plans that will be used to implement the approach can be developed. These tactical plans
detail the actions, time frames, responsibilities, resource requirements, and output of the
multitude of tasks required to implement a broad program.

The tactical plans can be in a variety of areas such as finance, organization, operations,
human resources, marketing, delivery systems, products, and mergers/acquisitions. All the
individual plans are related in the sense that they help in achieving the overall objectives of
the bank. The merger/acquisition plan, whether the bank will be a buyer or seller, should be
developed only within the context of the bank’s overall objectives.

12.1.2 Merger and Acquisition Team

If a merger or acquisition is part of the overall plan, the next step in the strategy phase is to
organize the merger and acquisition team. It should consist of key bank staff in areas such
as lending, administration, finance, operations, marketing, and human resources. The team
leaders should be sufficiently senior executives to ensure that extremely critical decisions
receive the attention they deserve.
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Outside assistance can be valuable throughout the merger and acquisition process. Spe-
cialists involved with the merger and acquisition team usually include lawyers, accountants,
strategy consultants, appraisers, investment bankers, operational consultants, public rela-
tions experts, and special examiners. The input from specialists throughout the process can
be crucial to a successful merger or acquisition.

The formation of a merger and acquisition team usually is thought of as the buyer’s re-
sponsibility. A seller, however, should also have a team. As one of the most important de-
cisions in the life of a bank, the decision to sell and the planning for it should not be taken
lightly. The team organized by the seller would have the following types of functions:

• Improve the operational and financial condition of the bank as much as possible.

• Quantify the value of the bank’s franchise as is as well as from the perspective of poten-
tial buyers.

• Prepare a profile of the bank for potential buyers.

• Determine optimal transaction structure from a tax standpoint.

• Identify potential buyers, and determine the potential value of the bank to each of these
buyers.

As with the buyer, the seller’s team should consist of key staff and outside experts. Sellers
must plan as carefully and prepare just as thoroughly as buyers.

12.1.3 Merger and Acquisition Plan

With the overall business strategy developed and the team identified, the next task is to de-
velop a merger and acquisition plan. The elements of this plan should include:

• timing of activities;

• preparing for sale (if seller);

• desired structure of transaction;

• financial and tax ramifications; and

• negotiating strategy.

The plan developed at this point in the merger and acquisition sequence provides a frame-
work for the remainder of the process.

12.1.4 Candidate Criteria

The bank that intends to buy must establish the criteria to select potential acquisition can-
didates. These criteria define what kind of institution will be considered by the buyer. The
range of possible criteria is almost endless; however, they usually include:

• size, usually measured by level of assets or deposits;

• location;

• quality of loan portfolio;
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• asset mix;

• liability structure;

• type of customer or market served;

• market position;

• capital levels; and

• extent of delivery system.

Any given buyer will have its own list of specifications for acquisition candidates. What-
ever those criteria are, they should be established early, so that subsequent work is focused
in areas where the objectives of the bank will best be met.

12.1.5 Candidate Identification

The acquisition criteria provide the framework from which a list of potential candidates can
be developed. At this point, the analysis is usually undertaken using data available from
public and private sources. Unless inside information is available, it will be difficult to as-
sess many of the selected candidates on the nonfinancial criteria. Nonetheless, publicly
available financial data and information can reveal much about a target institution. Review
of the financial data often can reveal strategies, such as retail versus commercial orienta-
tion (from loan mix) and degree of aggressiveness (loan-to-deposit ratios and market
shares). Field research can help in the evaluation of the target’s service delivery system,
pricing philosophies, product mix, and marketing programs. Direct consumer research can
yield insights about the candidate’s image in the marketplace.

After thorough review of the financial data and sound field research, the list of potential
candidates can be reduced to a few high priority targets. Frequently, a priority ranking of
the candidates will also emerge. While this first cut will not yield all required information,
it does reduce the possibilities and thereby facilitates more detailed analysis of the remain-
ing banks. The buyer’s management and staff time is, therefore, used more effectively in
the subsequent stages of the acquisition process.

12.1.6 Candidate Analysis

With the list of potential targets reduced to a select few, a more thorough analysis can be
undertaken. The first analysis is a detailed review of the banks’ financial conditions. An ex-
amination of five-year trends can be beneficial in identifying strengths and weaknesses of
the banks. (Chapter 9 addresses the financial analysis in detail.)

The market and competitive environments should also be analyzed. The economic ac-
tivity and demographic patterns in the target’s market area should be investigated to deter-
mine the future growth and expansion opportunities for each target. Part of this review
should also be an assessment of competitive activity, especially relative market shares of fi-
nancial institutions. (Chapter 11 discusses market and competitive analyses.)

12.1.7 Preliminary Valuation and Financial Feasibility

With information from the preceding step, it is possible to place a preliminary value on each
candidate. This value estimate is based on information available from public sources and

12.1 Strategy Phase 307



the buyer’s market research, and provides a general guideline to the value of each candidate
bank. These preliminary valuations are undertaken using the same basic approaches as any
other valuation, but the input assumptions are not as complete at this stage as they may be
later in the process.

It is also useful to simulate the financial impact on the buying bank assuming various
prices and transaction structures. Computer models allow a variety of acquisition assump-
tions to be assessed in terms of impact on earnings, dilution, and capital levels. From the
range of alternatives, it is possible to identify the preferable transaction structures. This
does not mean that the seller will necessarily agree to the proposed structure, but the buyer
should know the impact of other options.

12.2 NEGOTIATION AND INVESTIGATION PHASE

The second broad phase in the merger and acquisition process is negotiation and investi-
gation. This phase covers the activities from initial contact between buyer and seller to the
point where the final merger or acquisition agreement can be prepared. There are four ma-
jor aspects of this phase of the merger and acquisition process:

• Negotiation strategy

• Candidate contact and preliminary negotiations

• Letter of intent

• Due diligence

12.2.1 Negotiation Strategy

The first step is to decide how the initial contact with the target will be made, who will be
contacted at the target, who from the buyer will do the contacting, and the general approach
to the negotiations. This part of the merger and acquisition process does not lend itself to
generalizations. There is an infinite variety of potential strategies. The best approach de-
pends on the unique nature and personality of buyer and seller.

12.2.2 Candidate Contact and Preliminary Negotiations

The first contact with a target is usually made with the chair or president. There are situa-
tions, however, where a large shareholder may be the appropriate initial contact. Identify-
ing that shareholder may be difficult; consequently, in any first meeting one should attempt
to identify key shareholders.

During the preliminary negotiations the buyer and seller typically discuss their respec-
tive goals and objectives in general terms. The basic structure of the proposed transaction
is discussed, but price usually is not addressed until the preliminary negotiations are un-
derway. The objective of the preliminary negotiations is for both parties to come to a meet-
ing of the minds.

Obviously, price must be addressed at some time in the preliminary negotiations. At this
point, however, the buyer does not have sufficient information to establish a firm price.
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Consequently, the price is usually discussed as a range, either in dollars or as the stock ex-
change ratio in a stock-for-stock transaction.

12.2.3 Letter of Intent

If the preliminary negotiations yield positive results, a letter of intent should be sent by the
buyer to the seller. Such a letter is an agreement in principle to acquire or be acquired, but
it is usually not a legally binding commitment. The letter of intent provides the approval for
a close inspection by the buyer, and should protect both parties. The letter of intent should
cover these points:

• The purchase price range and consideration to be paid

• Approval to provide access to necessary information and staff

• Commitment to maintain confidentiality

• A date by which the transaction is either completed or canceled

• Conditions under which either buyer or seller can escape (usually unforeseen events that
could impact the value of the seller significantly, or events that cause a decline in the
buyer’s stock below a specified level)

• Prohibition of seller from soliciting other offers (to avoid price shopping)

The letter of intent can address as many issues as necessary based on the buyer’s and seller’s
circumstances and needs. At a minimum, however, the six areas described above should be
covered.

12.2.4 Due Diligence

Possibly the most critical step in the merger and acquisition process is the due diligence re-
view. This is the in-depth analysis of the selling bank by the buyer to ensure that initial as-
sumptions of performance and value are valid. This review is essential to ensure that the un-
derlying business is sound. A thorough due diligence review also can be valuable in
identifying weaknesses that will have to be addressed if the acquisition is consummated.
Areas normally covered during the due diligence period include:

• Asset quality, especially loan portfolio

• Investments

• Organization, personnel, and staffing

• Delivery systems and facility locations

• Future loan losses and adequacy of existing reserves

• Data processing

• Operations

• Management depth

• Physical plant and property

• Asset/liability management
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• Customer base

• Market position

• Interest rate risk exposure

• Concentration of risk

• Contingent liabilities

• Other real estate owned portfolio

• Tax liabilities

• Cash management

Also, an extremely detailed analysis of the financial statements of the bank is appropriate
to ensure that all reported financial data are compiled in accordance with generally accepted
accounting principles, regulatory requirements, and sound business practices.

A team approach is usually taken in the due diligence review. In addition to the buyer’s
staff, outside auditors, consultants, lawyers, valuation experts, and investment bankers
can play an important role in ensuring that all relevant facts are uncovered. Once the 
due diligence review is completed, there should be no surprises after the transaction is
consummated.

The four elements of negotiation and investigation described above take a buyer’s per-
spective, but the seller must also play an active role. To negotiate effectively, the seller must
have a negotiation strategy. Once the letter of intent is received, the preliminary price and
deal structure must be analyzed, especially the tax consequences.

One important element that is often not given adequate attention by sellers is the value
of the currency to be used as payment in a stock-for-stock transaction. In this context, the
currency is the stock of the buyer’s bank or bank holding company. If the stock received in
the transaction is not worth the value the buyer established in the letter of intent, the price
actually received by the seller is reduced. This can be a particularly important concern when
the buyer’s stock is not widely traded. In this case, a prudent seller values the buyer’s stock
to ensure that a fair exchange ratio is established. Even if the buyer is widely traded, a seller
should still have an independent valuation of the buyer’s stock.

The seller should also assist in the due diligence review by providing reasonable access
to information and staff. The more helpful the seller, the less time the buyer’s due diligence
team will spend, thereby reducing disruptions to normal activities.

12.3 FINALIZATION AND INTEGRATION PHASE

The last broad phase in the merger and acquisition process is finalization and integration.
In this phase, the transaction terms are finalized, the transaction is consummated, and the
task of integrating the entities begins. The five major aspects of this phase are:

• Final agreement;

• Regulator and shareholder approval;

• Final review;
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• Transaction finalization; and

• Integration.

12.3.1 Final Agreement

The final agreement is the formal, detailed document that specifies the exact conditions of
the transaction. The agreement is a complex legal document that should be prepared and re-
viewed by both the buyer’s and seller’s legal counsel. A merger/acquisition agreement usu-
ally includes these significant items:

• Description of transaction and closing

• Determination of price and means and conditions for adjustment from initially agreed
upon price

• Representations and warranties of the seller—for example, existence of authority to sell,
capitalization, approvals/consents, undisclosed liabilities, taxes, litigation, contracts/
commitments, and title

• Covenants of the seller—for example, access provision, conduct of business, coopera-
tion, shareholder approval, and avoidance of inconsistent activities

• Covenants of the buyer—for example, filing of regulatory forms, shareholder approval
and confidentiality

• Special agreements—for example, management contracts, purchase/sale of assets, and
tax sharing

• Employee benefits

• Allocation of purchase price to net assets acquired including intangible assets such as
core deposits1

• Conditions of closing

• Termination of contract

• Any other special agreements as necessary

No two final agreements are the same, as each transaction has different requirements. These
areas listed above, however, typically are found in most agreements.

12.3.2 Regulator and Shareholder Approval

All changes in bank control, whether merger or acquisition, require some type of regula-
tory approval. The regulatory authorities for various types of banking organizations are:

• Federal Reserve Bank: Holding companies

• Comptroller of the Currency: National banks

• Federal Reserve Banks and State Banking Department: State banks that are Federal Re-
serve System members

• FDIC and State Banking Department: State banks that are not Federal Reserve System
members
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Usually, the criteria used to evaluate a merger or acquisition are similar for all regulators.
The most important criterion is the safety and soundness of the combined banks. This cri-
terion considers the resulting financial condition of the combined banks, specifically the so-
called CAMEL factors—Capital, Asset quality, Management, Earnings, and Liquidity. The
regulators search for evidence that indicates that the transaction would weaken the finan-
cial condition of the buyer, especially post-merger capital levels.

The second regulatory criterion is antitrust, which considers the effect on competition
and concentration of economic power. Until 1980, this was the most common reason for de-
nial of a bank merger or acquisition. Since that time, however, the application of antitrust
guidelines has been less stringent. One major difference has been in the definition of com-
petition. Heretofore, only commercial banks were counted in calculation of antitrust con-
centration ratios (the Herfindahl-Hirshmann Index measure of market concentration was
the most widely used of these ratios). Regulators now include competition from other fi-
nancial institutions in their calculations. Consequently, many mergers and acquisitions that
would have been denied before 1980 are routinely approved.

The third area of regulatory consideration is community impact, especially compliance
with the Community Reinvestment Act. Regulators do not look favorably on mergers or ac-
quisitions that would reduce service and convenience to the community. Community ac-
tivists have been successful in holding up mergers and gaining certain commitments from
the parties for low-income housing loans.

Shareholder approval also must be received. The seller’s shareholders must always ap-
prove the transaction. Moreover, in certain financing arrangements the buyer’s shareholders
must also approve the transaction. The proxy statements sent to shareholders, which must be
approved by regulators, normally include information on the transaction in these areas:

• The reason for the transaction

• The structure of the transaction, including complete description of consideration to be 
received

• Historical financial data of seller

• Historical financial data of buyer and pro forma presentation of combined historical re-
sults if buyer is issuing securities as part of transaction

• Pertinent information about directors and senior management of buyer and seller

• Explanation of dissenting shareholder rights

• Copy of merger agreement

The process of securing regulatory and shareholder approval is extremely complex. The ad-
vice of legal, financial, and accounting counsel is required to avoid problems that can de-
lay the transaction.

12.3.3 Final Review

Because bank acquisitions are complicated transactions, the length of time between the due
diligence review and all approvals may be six months or more. Often it is beneficial to con-
duct another brief review of the seller to ensure that there have not been any material
changes during that period.
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12.3.4 Transaction Finalization

Once all necessary approvals have been received, the transaction can be closed. The fi-
nancing is completed and the change of ownership is made. It is at this point that many be-
lieve that the process is over. The final task, however, is the most crucial and probably the
most difficult.

12.3.5 Integration

To realize the potential benefits of a merger or acquisition, successful integration of the two
entities is usually required. Integration management has become a critical component in the
overall merger and acquisition process. Integration is not glamorous, but without it all the
preceding effort may be wasted.

Early in the process, usually during the due diligence period, a fundamental decision
should be made by the buyer. This decision involves the degree of integration to apply af-
ter the deal is closed. In other words, how far and how fast will the buyer move in combin-
ing the entities? The answer depends on the unique situation and objectives of the buyer,
but the options normally fall into one of four categories.

1. Hands-off: The seller retains its operations and organization as before the transaction,
with the only integration being financial statement consolidation.

2. Coordinate Activities: An option that combines the straightforward and easy elements
(for example, property insurance, employee benefits, and auditing), but retains sepa-
rate major operational and organizational systems.

3. Back Room Consolidation: An option that combines virtually all the activities not in-
volved with customer contact (for example, data processing, proof, and investments)
in addition to the straightforward functions.

4. Intervention: The total integration of the seller into the buyer’s organization. Under this
approach, the seller essentially becomes a branch of the buyer.

Each type of integration approach has been used with varying degrees of success. The buyer
should decide early on which level is appropriate for a given transaction.

Irrespective of which approach is to be used, the first important task is to appoint an in-
tegration project manager. This function should be considered full time, at least for the du-
ration of the integration. The person should be a high level executive (but not the chief ex-
ecutive officer, as a full-time commitment is unlikely) who has a good understanding of the
various aspects of a bank. This position should be given high status and direct access to ex-
ecutive management.

The integration manager should select the team that will work full time to formulate the
integration strategy and identify the priority projects needed to integrate the entities suc-
cessfully. These staff members should be quality people drawn from both the buyer and the
seller. Also, it is often beneficial to utilize outside resources as necessary to facilitate the in-
tegration and provide objective viewpoints. Consultants in a variety of disciplines can be of
assistance on an as-needed basis.

With the required projects identified, the integration team forms task forces of staff to
assist on a given project. The members of the task force will not be full-time integration
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team members, but they will be drawn from the appropriate operational and functional 
areas.

The integration manager and team have the responsibility of reporting results and en-
suring that progress is made according to plan. They also have responsibility to communi-
cate to the task forces the feedback from other areas and senior management. Timely and
open communications are essential in successful integration.

ENDNOTE

1. Chapters 8 and 16 discuss the importance of stating value of intangible assets, such as core de-
posit base, in the merger agreement.
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CHAPTER 13

Accounting Standards on Mergers
and Acquisitions

Mergers and acquisitions are occurring at a fast pace as companies worldwide look for new
ways to improve their efficiency and effectiveness. During the past decade, the volume of
mergers and acquisitions has grown substantially and the total value of business combina-
tions, in 1998, mounted to over $1 trillion worldwide.1 Furthermore, the Gramm-Leach-
Bliley Financial Modernization Act (FMA) of 1999, by allowing combinations between
banks and other financial services companies including insurance companies, mutual funds,
and stock brokerages, encourages more mergers and acquisitions (M & A) in the financial
services industry. Thus, the need for globally uniform accounting standards for business
combinations is gaining momentum since there is a significant difference in merger ac-
counting standards between the United States and the international accounting community.
To narrow this gap, the Financial Accounting Standards Board (FASB), on September 7,
1999, issued its Exposure Draft (ED) entitled, “Proposed Statement of Financial Account-
ing Standards: Business Combinations and Intangible Assets.”

The pace of mergers and acquisitions escalated rapidly during the 1990s and is expected
to continue in the current century. Together, the combined companies should achieve a
greater rate of return on investment regardless of the accounting method used to account for
business combinations. Nevertheless, the pooling of interests method (pooling), which
makes earnings look more attractive in the short run than the purchase method, has recently
gained more popularity in the business community. Indeed, in 1998, for the first time, the
total value of all pooling deals (882.9 billion) exceeds the 773.9 billion total value for all
purchase transactions.2

The ED would change the accounting treatment of M & A transactions by practically
eliminating the use of the pooling method and requiring that all business combinations be
accounted for utilizing the purchase method. The ED would also require reducing the max-
imum goodwill amortization period from 40 years currently being practiced to 20 years.
The use of the purchase method which results in goodwill recognition, coupled with the re-
quirement of reducing the goodwill amortization period, would cause dilution in the re-
ported earnings and the related earnings per share (EPS) for future M & A deals. Finally, to
mitigate the potential earnings’dilution effects of using the purchase method, the ED would
allow companies to present in their financial statements a second EPS (cash flow EPS)
number which excludes goodwill charges in addition to the regular accrual EPS. Despite



the accounting method used in M & A deals, cash flows of the combined companies remain
the same and, accordingly, the cosmetic dilution of earnings and EPS under the purchase
method reflects artificial accounting differences rather than real economic consequences. 

13.1 ACCOUNTING FOR BUSINESS COMBINATIONS

Business combinations are a fact of life, and M & A activities are happening at a record
pace in the global business community. Accounting for business combinations has also
emerged as a hot topic in the international standard-setting community. However, the cur-
rently used accounting methods for M & A deals have been controversial primarily for sev-
eral reasons. First, under the current accounting standards [Accounting Principles Board
(APB) Opinion No. 16], on business combinations, determination of whether a merger
should be accounted as a pooling or a purchase method can be difficult.3 Twelve relatively
subjective criteria must be met for the combination to be accounted for as a pooling method.
These twelve criteria are classified into three categories: (1) attribute of combining entities;
(2) manner of combining interest; and (3) absence of planned transactions. Exhibit 13.1
shows the three categories and related criteria.

To use the pooling method a bank should comply in advance of an acquisition with the
12 criteria listed in APB Opinion No. 16 as well as with additional Securities and Exchange
Commission (SEC) conditions. Most importantly: (1) the acquiring company must issue
common stock with rights identical to the majority class for substantially all the shares of
the acquired company; (2) cash can be used only for dissenting shareholders and cannot ex-
ceed ten percent of the total transaction; (3) only separate and totally independent banks can
be pooled; and (4) the combination should be treated as if the two banks had always been
combined by simply adding together their historical balance sheets and income statements.
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Exhibit 13.1 12 Criteria for Pooling-of-Interests Method of Business Combinations

Group I: Attributes of Combining Entities
1. Autonomous (two-year rule, each of the combining entities may not have been a subsidiary or

division of another entity).
2. Independence (10 percent rule, no combining entity may own more than 10 percent of the voting

common stock).

Group II: Manner of Combining Interest
1. Single transaction (fully completed within one year after plan initiated).
2. Exchange of common stock for common stock (90 percent test).
3. No equity changes in contemplation of combination (two-year rule).
4. Shares reacquired only for purposes other than combination.
5. No change in proportionate equity interest.
6. Voting rights immediately exercisable.
7. Combination resolved at consummation (no pending or conditional provisions).

Group III: Absence of Planned Transactions
1. Issuing entity does not agree to reacquire shares.
2. Issuing entity does not enter into agreements to benefit former shareholders.
3. Issuing company does not plan to dispose of assets within two years of combination.



Failure to follow any of these rules precludes the use of the pooling method and, thus, the
purchase method should be employed. 

Under the purchase method: (1) the purchase price paid plus assumed liabilities (at their
fair value) should be allocated to the various acquired assets according to the fair value of
those assets; and (2) any purchase price plus other assumed liabilities in excess of these as-
sets’ fair value should be treated as goodwill and must be amortized over a period of up to
40 years. The use of the purchase method will normally result in lower reported future net
income than a pooling method primarily because of depreciation of the acquired assets and
amortization of the recognized goodwill. Although the use of the pooling method may re-
sult in higher profits through lower asset values and no recorded goodwill, it may cause di-
lution in EPS resulting from the issuance of additional common shares for the acquisition
of the target company. However, the EPS of the acquiring company will increase upon the
acquisition of a company with a lower price-to-earnings multiple (P/E).

The second difficulty is in the proper implementation of the provisions of APB Opinion
No. 16. A great portion of the time of regulators is not spent on business combination is-
sues. For example, it is estimated that more than 50 percent of the SEC staff’s time is spent
on business combinations issues, especially the application of the pooling method.4 The
third controversy is that the existing accounting standards affecting business combinations
in the United States are not congruent with those of other countries. In 1997, the G4�1
group, the coalition of standard setters from the United States (FASB), United Kingdom,
Australia, Canada, and New Zealand, and the International Accounting Standards Com-
mittee (IASC), issued the Exposure Draft (E61) on business combinations.5

The IASC, in 1998, revised its IAS 22 by incorporating the provisions of E61 to ac-
counting standards.6 The revised IAS 22 recognizes two basic types of business combina-
tions: (1) utility of interests in which the acquirer cannot be identified and, thus, such com-
binations must be accounted for by using the pooling method; and (2) acquisitions in which
combinations must be accounted for by using the purchase method. The pooling method
should be used only in rare and unusual business combinations in which neither party can be
truly identified as the acquirer. To resolve the above controversy and to narrow the gap be-
tween the U.S. accounting standards on business combinations and the rest of the world, the
FASB, on September 7, 1999, issued its Exposure Draft (ED) on business combinations.7

13.2 ALTERNATIVE PROPOSALS TO ED

As an alternative to the FASB’s ED which would require the elimination of the pooling-of-
interest method, the FASB could opt for restricting the use of the pooling-of-interest method
to a standard consistent with International Accounting Standards (IAS.) IAS No. 22 is
adopted by G4�1 member organizations (United Kingdom, Canada, Australia, New
Zealand) and other countries. These countries permit the pooling method when an acquirer
cannot be identified in situations when: (1) the significant majority of voting common shares
of the combining entities are exchanged or pooled; (2) the fair value of one entity is not ma-
terially different from that of the other combined entity; and (3) the shareholders of each en-
tity maintain substantially the same voting rights and interest in the combined entity. Under
the pooling of interest method: (1) carrying amounts on the books of the combining entities
should be carried forward; (2) no goodwill should be recognized; and (3) prior financial
statements should be restated as if the combining entity had always been combined.
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The purchase method of accounting should be used for a business combination in which
one of the entities (the acquirer) obtains control over the net assets and operations of another
entity (the acquiree) in exchange for the transfer of assets, incurrence of a liability, or is-
suance of equity. Under the purchase method for business combinations: (1) assets and lia-
bilities of the combined entities should be recognized when it is probable that an economic
benefit will flow and if there is a reliable measure of cost or fair value; (2) assets and liabil-
ities of the acquired entity should be valued at the fair value (acquirer purchase price) and be
included in the consolidated financial statements of the acquirer’s entity; (3) the amount of
goodwill for the difference between the cost of the purchase and the fair value of the net as-
sets should be recognized; (4) goodwill should be (a) amortized over its useful life, but not
more than five years unless longer (up to 20 years) can be justified; (b) reviewed each year
for impairment; (c) written down for impairment with no reverse of the writedown; and
(5) no negative goodwill should be recognized, instead the non-monetary assets should pro-
portionately be reduced for negative goodwill; any remaining balance should be treated as
deferred income. The revised IAS 22 is effective for annual financial statements beginning
on or after July 1, 1999 with earlier application being encouraged. 

The ED, which would only apply to profit-oriented entities including financial institu-
tions, consists of two parts. The first part, which is an amendment of APB Opinion No. 16,
addresses the accounting method for business combinations. The second part addresses the
accounting for intangible assets including goodwill and supersedes APB Opinion No. 17, In-
tangible Assets. The ED would eliminate the use of the pooling method and require that all
business combinations be accounted for using the purchase method. The ED would also re-
quire: (1) the amount of goodwill (the excess of the cost of the acquisition price over the fair
value of acquired net assets) to be recognized as an asset, and, subsequently, to be amortized
on a straight-line basis over its useful economic life, which may not extend 20 years; (2) all
goodwill to be reviewed for impairment in accordance with SFAS No. 121; (3) goodwill and
identifiable intangible assets to be presented as separate line items on the balance sheet; and
(4) goodwill charges (e.g., amortization, impairment) net of tax to be presented in the income
statement as a separate line item between income from “continuing operations” and “dis-
continued operations and extraordinary items.” ED would require that goodwill amortization
and impairment charges should be disclosed on a net-of-tax basis as a separate line item af-
ter income from continuing operations. ED would also require that a per-share amount
should be disclosed on the face of the income statement for goodwill charges.

Currently, M & A transactions may be recorded using either the pooling or purchase
method. The two methods yield very different financial statement results. Under the pooling
method, merging banks simply combine their assets and liabilities as if they had always op-
erated as one without recognizing goodwill or subsequently amortizing goodwill or writing
it off against future earnings. Under the pooling method, there is no cash to change hands,
only exchange of stock, no assets to write up or write down, no goodwill to drag on future
earnings. Thus, the use of the pooling method adds no economic value to merger transac-
tions. It only gives cosmetic boost to EPS. However, the popularity of the pooling method is
evident in the growing volume and value of the pooling as a percentage of all acquisitions.
The number of M & A transactions using the pooling method has been growing during the
past two years as depicted in Exhibit 13.2 and the value of all pooling transactions in 1998
hit a record $850 billion, more than half of the $1.6 trillion value of all U.S. M & A deals.8

Exhibit 13.2 clearly shows a trend toward a growing number of M & A deals in recent years
including Daimler Benz AG and Chrysler Corp; Exxon and Mobil; Travelers and Citicorp;
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Bank America and Nations Bank, that have used the pooling method. However, the ED has
spurred a significant concern in merger-minded executives who favor the pooling method to
avoid recognizing the full market value of the target’s assets and the related goodwill on their
company’s financial statements. Financial executives typically favor the pooling method be-
cause it treats a merger as the combination of two businesses, rather than as one business ac-
quiring another.

The purchase method has traditionally been applied to business combinations in which
either the consideration is given in cash, other assets, debt, equity shares, or a combination
thereof by viewing one of the combining companies as the acquirer and the other as the ac-
quired or target company. Under the purchase method, the assumption is that the acquirer
purchases assets and liabilities of the acquired bank in exchange for consideration in the form
of cash or cash equivalent (e.g., other assets, debt instruments, equity shares). The use of the
purchase method to account for M & A transactions normally results in lower reported fu-
ture net income and dilution of EPS than a pooling method primarily because of the recog-
nition of goodwill charges and higher depreciation of the acquired assets. However, the pur-
chase method should provide management with much greater flexibility in structuring M &
A transactions by: (1) incorporating the use of earn-outs with subsequent payments based on
performance; (2) suggesting new alternatives to corporations such as stock buybacks pro-
hibited by the pooling before and immediately after acquisitions; and (3) recording assets of
the acquired company at their fair value rather than unrealistic historical costs.

13.3 POTENTIAL IMPACTS OF NEW ACCOUNTING STANDARDS ON
M & A DEALS

The new ED would practically eliminate the use of the pooling method and require that all
M & A transactions be accounted for by using the purchase method. The FASB initially in-
tended to issue the final statement on accounting for business combinations and intangible
assets by January 2001. However, the FASB is currently (as of October 2000) in the process
of researching and discussing the various alternatives proposed by constituents, the best
method of accounting for goodwill, and other issues related to business combinations.
Thus, the board has decided to delay final deliberations on accounting methods for business
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Exhibit 13.2 Business Combinations

Accounting Method Year and Number of Combinations

1994 1995 1996 1997 Total____ ____ ____ ____ _____
Purchase Method 215 244 256 278 993

Pooling Method
a. Prior year financial statements restated. 7 19 17 20 63
b. Prior year financial statements not restated. 12 13 15 18 58___ ___ ___ ___ ___
Total Pooling Method 19 32 32 38 121___ ___ ___ ___ ______ ___ ___ ___ ___

Total Business Combinations 234 276 288 316

Source: American Institute of Certified Public Accountants. 1998. Accounting Trends & Techniques (Fifty-
second Edition): 67.



combinations until the year 2002. The ED, by suggesting the possible elimination of the
pooling method, thereby reducing the amortization period to maximum of 20 years; and al-
lowing companies to display in their financial statements a second EPS number excluding
goodwill charges (cash flow EPS) may have the following effects on future M & A trans-
actions: (1) increasing number of M&A deals before the adoption of the final statement on
business combinations (e.g., 2002); (2) more acceptance of cash flow EPS; and (3) more ef-
ficient M & A deals.

13.3.1 Effect on M & A Deals

One possible impact of the ED in suggesting the elimination of the pooling for all M & A
deals after 2002 would be a significant increase in the numbers of M & A transactions in
advance of the final statement by the FASB on business combinations. Companies will in-
crease their willingness to make acquisitions, using the pooling method, during the time pe-
riod before having to use the purchase method. It is expected that M & A deals will increase
up until 2002 (when the Statement on Business Combinations will be adopted) for prima-
rily two reasons. First, the acquirers have the option of using the pooling method which will
prevent dilution of EPS by not recognizing goodwill charges, avoid recognizing goodwill
charges, and avoid recognition of the full market value of the target’s assets. 

Second, the target banks are in a better bargaining position to ask for higher prices. In-
deed, the annotative evidence indicates that acquirers typically pay a higher price to target
companies if they can manage the M & A deals by using the pooling method. For example,
Kimelman (1999, p. 22A) reports that “Banks Under $1 billion in assets went for 2.59 times
book value in pooling deals, a 53 percent premium over the ratio for small banks that were
purchased using purchase accounting.”9 Banks using the pooling method in aggregate pay
much larger premiums (up to 200 percent higher) over fair values than banks that use the
purchase method. Corry [1999, p. 4(A)2] reports that “pooling allowed a company to give
more value in stock than they would in cash.”10 Thus, a boom in M & A deals is expected
through the end of 2000. However, even the elimination of the pooling method should not
slow down the pace of M & A deals because the economic advantages of M & A (e.g.,
economies of scale and scope, increasing efficiency by eliminating duplication of resources
and improving effectiveness by sharing fixed costs of production, marketing, and adminis-
tration) should far outweigh the cosmetic effects of accounting methods. Nevertheless, the
use of two accounting methods for M & A transactions not only undermines generally ac-
cepted accounting principles (GAAP), but also ruins comparability of financial statements
and is not in alignment with accounting standards in the rest of the world.

13.3.2 Cash Flow

The FASB’s rationale in eliminating the use of the pooling method is to make earnings more
comparable among companies. Goodwill charges recognized under the purchase method
create a dilution in EPS compared to the pooling method. However, regardless of the ac-
counting method used for M & A transactions, cash flows remain the same and, accordingly,
the dilution of earnings and EPS under the purchase method reflects artificial accounting dif-
ferences rather than real economic consequences. Indeed, cash flows under the purchase
method for years post-combination can be higher than those under the pooling method for
taxable M & A transactions of goodwill amortization. To mitigate the perceived disadvan-
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tage of the purchase method, the ED allows companies to present cash flow EPS that does
not include goodwill charges (e.g., impairment and amortization). The ED suggests that
goodwill charges be presented in the income statement as a separate line item between in-
come from “continuing operations” and “discontinued operations and extraordinary items.”

One alternative method of eliminating the cosmetic disadvantage of the purchase
method over the pooling method is to encourage companies, especially financial institu-
tions, to report cash earnings and cash flow earnings per share in their financial statements
in addition to commonly reported accrual earnings per share. The reported cash earnings
and cash flow earnings per share exclude goodwill charges (e.g., amortization and impair-
ment) and, therefore, mitigate the cosmetic negative effects of the purchase method on earn-
ings. Financial institutions and their executives (e.g., top level management) should use
cash flow earnings in forecasting future earnings and encourage and educate their financial
analysts to use cash flow earnings per share in their forecasts and subsequent revisions.

13.3.3 More Efficient M & A Deals

The use of the pooling method causes the acquirer to give more value in stock than other-
wise would be paid in cash under the purchase method. Thus, the elimination of the pool-
ing method would reduce the bargaining power of the target company to negotiate for
higher prices in order to satisfy the pooling method requirement set forth in APB Opinion
No. 16 and by the SEC. Since the SEC will not have to scrutinize the pooling method heav-
ily for future M & A deals, more realistic selling prices will be negotiated for business com-
binations. The pooling method’s avoidance of asset revaluation, with no recognition and
amortization of goodwill, may lead to overpayment primarily because a certain amount of
discipline in negotiation can be lost in a pooling deal. Thus, the use of only one method (the
purchase method) to account for M & A transactions can lead to more efficient business
combinations. Especially companies in the financial services industry should be able to
consummate more efficient M & A deals under the new Financial Modernization Act
(FMA) of 1999. The passage of the FMA presents new challenges (e.g., reshaping banks)
to banks and other types of financial companies (including insurance firms, mutual funds,
and stock brokerages) that should be addressed before the FMA is implemented. 

EPS typically plays an important role in the market’s valuation of stock and since the
pooling has favorable impact on EPS, it may be viewed positively by market participants.
However, cash flows of the combined banks remain the same and thus the market valuation
of the merged companies should not be affected by the accounting method used for the M
& A deal. In addition, the pooling method treats a merger as the combination of two busi-
nesses rather than one business acquiring another, which may encourage the M & A trans-
actions consummated through the issuance of stock. Stock transactions often have higher
process than cash transactions which may cause the acquiring company to pay a higher
price for the target company under the pooling method. The target company typically wants
stock to obtain tax-free treatment of a merger while the acquiring company likes to issue
stock to utilize the pooling method to avoid dilution of earnings and EPS caused by the
goodwill charges. If banks start presenting cash flow earnings and cash EPS as suggested
in the ED, the market price would decline in the short-term. However, it is expected that
market pricing would improve as cash EPS becomes widely accepted by market partici-
pants, especially analysts. Indeed, Kimelman (1999) reports that “the elimination of pool-
ing will have an impact on the pricing of banks for at least one or two years.”11
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13.3.4 Impact on Earnings

Exhibit 13.3 presents an example of how a merger between two banks would be treated un-
der the pooling versus the purchase accounting methods. The example assumes that the ac-
quirer (Bank A) has agreed to pay the target (Bank B) a premium equal to three times the
book value of $150 million of net assets. If the acquirer were forced to use the purchase
method (as proposed by the FASB), it would have to amortize $450 million of goodwill into
its future earnings over a period of up to 20 years as suggested in the ED. In the example,
the reported $450 million goodwill is amortized over 15 years, the period used most com-
monly for tax purposes. This amortized goodwill will reduce the merged bank’s reported
net income for the first year following the combination by over 13.5 percent and return on
assets and return on equity by 16 percent and 32 percent, respectively. Financial institutions
typically favor the pooling method over the purchase method to reduce the likelihood of
falling out of regulatory compliance. Banks are subject to minimum regulatory capital re-
quirements, and any amount of recorded intangible assets, including goodwill created un-
der the purchase method, reduces this capital. The ED suggestions of eliminating the pool-
ing method would require management, analysts, and investors to adjust to different
measures of performance, forecasts, and valuations. The ED would also bring the U.S. ac-
counting rules on business combinations into alignment with other countries which, in turn,
would eliminate competitive advantages that U.S. companies currently enjoy in competing
with foreign companies for across-border acquisitions and mergers.

13.4 EMPIRICAL RESEARCH ON THE EFFECTS OF ACCOUNTING
METHODS FOR BUSINESS COMBINATIONS

Several studies examine the post-acquisition abnormal returns of the combined companies
in the content of efficient capital market. Franks, Harris, and Titman (1991)12 find no evi-
dence of significant abnormal returns for three years after M & A deals. In contrast,
Agrawal, Jaffa, and Mondelker (1992)13 find that M & A deals are followed by significant
excess returns over a five-year period after the effective date while tender offers are fol-
lowed by insignificant excess returns. Loughran and Vijh (1997)14 examined 947 M & A
deals between 1970 and 1989 and found that post-acquisition returns of acquirer’s stock are
associated with both the mode of acquisition and form of payment. Specifically, they found
that, on average, firms that complete stock M & A earn significantly negative abnormal re-
turns of 25.0 percent while firms that execute cash tender offers earn significantly positive
abnormal returns of 61.7 percent during a five-year period following M & A deals.

Robinson and Shane (1989)15 examine whether benefits derived from the accounting
method used for M & A deals are reflected in bid premia for target firms and find that the
acquisition premium is greater for pooling firms than purchase firms. Lys and Vincent
(1995)16 examine why AT&T paid over $500 million extra for NCR to satisfy criteria to use
the pooling instead of the purchase method while the use of either accounting method had
no impact on cash flows. They conclude that AT&T preferred the pooling method of ac-
counting to avoid dilutions in future EPS that would result from the use of the purchase
method. This suggests that management may pay attention to short-term effects of the M &
A accounting method on earnings and EPS, but in the long-term investors consider cash
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flows impact of M & A deals in valuing the firm. Vincent (1997)17 investigates whether the
choice of the accounting method for business combinations (pooling versus purchase) af-
fects firms’ valuation by examining investors’ reactions to goodwill and the write-up of net
assets under the purchase method. Vincent (1997)18 finds evidence that indicates that while
pooling firms enjoy an equity valuation advantage over purchase firms, this advantage can-
not be related to the differences in the accounting method used for the business combina-
tion. Thus, investors appear to value pooling firms more highly than purchase firms in the
years immediately following the business combination for reasons other than accounting.

In summary, the empirical research concludes that: (1) much of the controversy over the
accounting method for business combinations is about the higher reported post-acquisition
earnings under the pooling method; (2) there is no difference in cash flows between using
the pooling method and (nontaxable) purchase method; (3) the use of either the pooling or
purchase method should not have any impact on share prices because investors use cash
flows rather than reported earnings to value the firm; and (4) management should not have
any preference over the accounting method used for M & A deals. However, Crawford
(1987)19 and Larcker and Balkcom (1984)20 find that managers consider the effect on their
compensation contracts when they: (1) plan for M & A deals; and (2) choose the account-
ing method for M & A transactions.

13.5 IMPLEMENTATION OF NEW ACCOUNTING STANDARDS 
ON M & A

The implementation of the proposed new accounting standards will be complex and require
substantial changes in accounting information systems. However, the proposed standards
would provide an excellent opportunity for banks to re-examine their management practices
in assessing possible business combinations. The magnitude and value of business combi-
nations, and the passage of the GLB Financial Modernization Act of 1999 along with the
new related accounting standards, necessitate that banks organize an implementation team
to effectively and efficiently plan the adoption of those standards. The implementation team
should consist of specialists in accounting, finance, risk management, information systems,
and taxes to provide answers to the difficult financial and tax questions that arise as pro-
posed mergers and acquisitions are being considered. The team should establish objectives
and develop a work plan to address all the issues related to business combinations. These
issues include: (1) the applicability of using the pooling method; (2) using alternative tech-
niques to minimize goodwill; (3) how best to achieve a tax-basis setup in a stock transac-
tion; and (4) the revised accounting treatment for any management compensation features
in future mergers. The following is a proposed work plan for addressing those issues on a
going-forward basis.

13.5.1 Develop Bank Merger Strategy

Develop a business combination strategy consistent with the bank’s overall strategy by as-
sessing whether growth through acquisition is still an appropriate strategy in the new merger
accounting environment (e.g., ED). This strategy should set forth revised criteria for evalu-
ating the target banks using adjusted financial models to analyze the financing requirements;
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structuring of the financial transactions; and, finally, establishing revised procedures for ne-
gotiating future mergers and acquisitions. Organizations in the financial services industry
should also consider how the provisions of the GLB Act will affect their future M & A deals
under the new standards. The GLB Act, which was signed by President Clinton on Novem-
ber 12, 1999, permits combinations between banks, insurance firms, and mutual funds. Its
passage presents new challenges (e.g., reshaping banks) to banks and other types of finan-
cial companies, including insurance firms, mutual funds, and stock brokerages that should
be addressed before the GLB Act is implemented by the industry’s regulators.

13.5.2 Examine the Risks Inherent in Mergers

Reassess the risk areas in proposed merger and acquisition transactions to minimize the risk
of disappointing results. Identify off-balance-sheet contingencies which may affect such
mergers under the proposed accounting standards. The risks associated with future merg-
ers and acquisitions that should be re-examined include: (1) operating risk—the likelihood
that the business combination does not achieve the intended operational performance;
(2) overpayment risk—the risk of overestimating the market value and potential benefit of
acquiring another company; and (3) the financial risk of not being able to meet the debt and
equity service requirements expected from the proposed business combination.

13.5.3 Determine How the Proposed Accounting Standards Will Affect
Bank Mergers, Before and After Their Adoption

Under the proposed accounting standards, banks would be required to use the purchase
method, which would force them to amortize any goodwill that was created as a result of a
merger or acquisition, which would in turn reduce the merged bank’s future reported net in-
come. Indeed, a study by Merrill Lynch (1991)21 concludes that: (1) fast growing firms in
the information technology, financial services, and pharmaceutical sectors which recognize
goodwill resulting from the valuation of intangible assets such as intellectual assets, cus-
tomer base, reputation, or brand name would be most likely affected; and (2) implementa-
tion of the proposed accounting standards would discourage productive mergers, mislead
investors, and distort the earnings power of the combined firm. 

The example presented in Exhibit 13.3 indicates that the pooling method is typically pre-
ferred by banks when goodwill is involved because of the negative impact which goodwill
amortization has on reported future net income under the purchase method. In addition,
banks may favor the pooling method over the purchase method in an attempt to reduce the
likelihood of falling out of the minimum regulatory capital requirements. This goodwill
amortization also sharply reduces the return on equity of the merged entity for future fi-
nancial reporting periods. If banks can achieve economic benefits without creating good-
will, they have a strong incentive to initiate business combinations and to offer targets sub-
stantial premiums over the book value of their net assets to complete these transactions.
Another likely managerial impact of the proposed accounting standards on business com-
binations would be to encourage a substantial increase in the number of business combina-
tions in the time remaining before the issuance and adoption of new accounting standards
(e.g., end of the year 2001). This may also create incentives for management to make ac-
quisitions before the new standards apply based on what looks good financially rather than
on substance. The adoption of the proposed standards may also encourage management to
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negotiate the purchase price of acquired entities much closer to the book value of their as-
sets and assumed liabilities, thereby creating less goodwill.

13.5.4 Consider the Appropriate Accounting Treatment of the Business
Combination Transaction

Currently, the merger transaction may be recorded using either the pooling or purchase
method. Exhibit 13.4 presents transaction specifications and their effects on the financial
statements under both methods. The two methods yield very different financial statement re-
sults than those depicted in Exhibit 13.3. Thus, the selected method will affect the future re-
ported earnings per share, and returns on equity significantly. According to APB Opinion No.
16, a pooling method should be used if the shareholders of the two independent banks agree
to combine in a joint risk-taking effort while the former shareholders of each company con-
tinue to share in the rights and risks of the combined bank. Under APB Opinion No. 16, the
twelve specific criteria should be met for a business combination to be treated as a pooling-
of-interests method. Most importantly: (1) the acquiring bank must issue common stock with
rights identical to the majority class for substantially all the shares of the other entity; (2) cash
can be used only for dissenting shareholders and cannot exceed ten percent of the total trans-
action; (3) only separate entities can be pooled—any divisions or subsidiaries spun off for a
combination violate the pooling concept; and (4) the combination should be treated as if the
two entities had always been combined by simply adding together the historical balance sheet
and income statements of the two banks. Under the pooling method, merging entities simply
combine their assets and liabilities as if they had always operated as one without recognizing
goodwill or subsequently amortizing goodwill or writing it off against future earnings.

The purchase method of business combinations should be used for any transaction that
fails to meet the 12 specific requirements of a pooling method. Under the purchase method;
(1) the purchase price paid plus assumed liabilities (at their fair value) should be allocated
to the various acquired assets according to the fair value of those assets, and (2) any pur-
chase price plus other assumed liabilities in excess of these assets’ fair value should be
treated as goodwill and must be amortized over a period of up to 20 years (15 years for tax
purposes). The use of the purchase method will normally result in lower reported future net
income than a pooling method primarily because of depreciation of the acquired assets and
amortization of the recognized goodwill. The ED, however, would eliminate the pooling
method to account for business combinations and require the purchase method to be used
to account for all business combinations. Under the purchase method, the amount of good-
will should be recognized for the excess of the cost of the acquisition price over the fair
value of acquired net assets. The goodwill should be amortized over its useful economic
life, not exceeding 20 years. All goodwill and other intangible assets should be aggregated
and presented as a separate line item in the balance sheet. Goodwill charges (e.g., amorti-
zation, impairment losses) should be presented on a net-of-tax basis as a separate line item
in the income statement as shown in Exhibit 13.3.

13.5.5 Consider the Cash Flow Implications of the Proposed Accounting
Standards

The FASB’s rationale in eliminating the use of the pooling method is to make earnings more
comparable among companies. Goodwill charges recognized under the purchase method
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create a dilution in EPS compared to the pooling method. However, regardless of the ac-
counting method used for M & A transactions, cash flows remain the same and, accord-
ingly, the dilution of earnings and EPS under the purchase method reflects artificial ac-
counting differences rather than real economic consequences. Indeed, cash flows under the
purchase method for post-combination years can be higher than those of the pooling
method for taxable M & A transactions because of tax benefits of the goodwill amortiza-
tion. To mitigate the perceived disadvantage of the purchase method, the ED allows com-
panies to present cash flow EPS that does not include goodwill charges (e.g., impairment
and amortization). The ED suggests that goodwill charges be presented in the income state-
ment as a separate line item between income from “continuing operations” and “discontin-
ued operations and extraordinary items.”

One alternative method of eliminating the cosmetic disadvantage of the purchase
method over the pooling method is to encourage companies’ reported cash earnings and
cash flow earnings per share in addition to commonly reported accrual earnings per share.
The reported cash earnings and cash flow earnings per share exclude goodwill charges (e.g.,
amortization and impairment) and therefore, mitigate the cosmetic negative effects of the
purchase method on earnings. Companies and their executives (e.g., top level management)
should use cash flow earnings in forecasting future earnings and encourage and educate
their financial analysts to use cash flow earnings per share in their forecasts and subsequent
revisions.

13.5.6 Recalculate the Tax Implications of Mergers Under the New
Proposed Accounting Standards

As always, the business objective here is to structure a tax strategy that minimizes the total
taxes paid on the business combination transaction by both acquired and acquiring entities.
By minimizing the combined taxes, value will be added to the transaction that should be
shared by both the buyer and seller. The buyer should manage the merger and acquisition
under the new standards so as to reduce the after-tax cost of acquiring the business by:
(1) maximizing the business tax assets after the purchase, and (2) allocating the purchase
price to assets that can be expensed or depreciated quickly for tax purposes. The seller
should try to structure the sale in such a way as to maximize the after-tax proceeds from the
sale by managing the timing and recognition of any taxable gains in an optimal manner to
minimize taxes paid on such gains. The ED would require that goodwill charges (e.g., amor-
tization, impairment) be presented on a net-of-tax basis. Goodwill charges may be de-
ductible for tax purposes in taxable business combinations. Whenever goodwill charges are
recognized, pretax income or loss from continuing operations should include goodwill
charges on a pretax basis and should be calculated by applying a “with and without” com-
putation as suggested in the ED.

13.5.7 Review All of the Above with Independent Bank Accounting Firms
and Tax Advisors

Consult with bank independent public accountants prior to, during, and after future merg-
ers and acquisitions because they should have the knowledge and expertise to help assess
the accounting, auditing, taxation, and operating system aspects of business combinations
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under the proposed accounting standards. Indeed, all Big Five CPA firms now provide
mergers and acquisitions advisory and due diligence services, which are gearing up to ad-
dress such issues. If you are utilizing a smaller firm, ask them to indicate if they are up to
speed on the critical merger issues discussed above, as they are affected by the new pro-
posed accounting standards. 

13.5.8 Provide Full Disclosure of Merger and Acquisition Transactions

The ED will require two relatively different sets of financial disclosures for material busi-
ness combinations and individually immaterial business combinations. For material busi-
ness combinations, the ED would require: (1) the name and a brief description of the ac-
quired enterprise and the percentage of voting shares acquired; (2) the consolidation period;
(3) the cost of the acquired enterprise; (4) any contingent payments, options, or commit-
ments agreed upon; and (5) a condensed balance sheet disclosing the book value and fair
value of major assets of the acquired enterprise at the date of acquisition. The ED would re-
quire practically the same aforementioned disclosures for individually immaterial business
combinations if such combinations are material in the aggregate.

13.5.9 Inform Financial Statement Users About Bank Business
Combinations

Communicate merger and acquisition strategies including their possible financial and man-
agerial impacts to all interested parties, including executive management, directors, the au-
dit committee, shareholders, creditors, and regulators. Shareholders and creditors may
overreact to the perceived negative financial effects of the proposed mandatory use of the
purchase method and the elimination of the pooling method. The bank’s secretary should
be involved to ensure that key shareholders and financial analysts are informed about the
nature, complexity, and transaction impacts of new mergers and acquisitions and their ac-
counting and reporting requirements under the ED. The assumption is that sophisticated in-
vestors and analysts look through mere accounting numbers in assessing economic conse-
quences of corporate actions. Thus, while the pooling of interests method may be favored
by corporate officers to avoid the apparent negative effect of goodwill amortization under
the purchase method, the real economic consequences of the ED to investors and analysts
is less clear.

13.6 CONCLUSION

The high profile of recent merger and acquisition announcements has placed accounting for
business combinations on the front burner of standard-setting bodies worldwide. The FASB
is rapidly moving toward mandating the purchase method of accounting for future business
combinations and the elimination of the pooling of interests method. This deliberation
process will take about a year to finalize, and it is expected that the FASB will issue its fi-
nal statement on business combinations in 2002. Therefore, the differences in accounting
methods for business combinations will continue to exist for several quarters, which makes
it difficult to assess the comparability of financial statements of enterprises that are active
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in mergers and acquisitions. Exhibit 13.3 illustrates how the differences in accounting be-
tween the two most commonly used methods (pooling, purchase) for business combinations
affect the combined entities’ financial statements. It clearly shows that there are significant
differences in both balance sheets and income statements between the two methods.

When the FASB mandates accounting standards that require the use of purchase ac-
counting as the only generally accepted method for business combinations, it will force sig-
nificant changes in financial reporting and managerial decision making. The balance sheet
impact of using the purchase method is an increase in the size of the balance sheet because
of the recognition of goodwill and the excess of fair value over book value of identifiable
assets. The income statement effect is the dilutive earnings per share effect of goodwill
charges (e.g., amortization, impairment). Even though the use of the accounting method
(pooling versus purchase) may not have a direct impact on future cash flows, management
should pay a great deal of attention to the true economic consequences of merger transac-
tions. Furthermore, the complexity of the proposed accounting standards on business com-
binations will make the implementation process difficult. Therefore banks should move
now to ensure timely establishment of the proper managerial strategies for assessing future
business combinations.
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CHAPTER 14

Valuing a Bank as a Business
Enterprise

Valuing a bank or bank holding company is one of the more crucial and highly visible as-
pects of valuation as part of a merger or acquisition. A mistake at this point can be very
costly. Overestimate value and a buyer is left with a difficult premium to earn back; under-
estimate value and the seller does not realize the best price or maximize shareholder value.

This chapter presents techniques that can be used to establish the value of a bank as an on-
going business entity. To examine the process, Example Bank is used to illustrate specific ap-
plication of the valuation principles. The financial history of Example Bank is discussed in
Chapter 9. The discussion in this chapter focuses on the process of valuing the bank rather
than the research necessary to develop the required base of information. The research required
for a thorough bank valuation is the subject of Part III of this book, Chapters 9, 10, and 11.

The Example Bank referred to in this chapter is not a particular bank. It is a composite of
several real banks with characteristics that allow illustration of a straightforward valuation.
Conditions that can make a valuation more complex and difficult are addressed in Chapter 18.

14.1 BUSINESS ENTERPRISE VERSUS A COLLECTION OF ASSETS

When establishing the value of a bank as a business enterprise, the assets owned by the bank
need not be valued individually except in unusual circumstances. The relevant value esti-
mate is based on the future income-generating capabilities of the bank as a whole operat-
ing unit, not on the specific assets it happens to own. At this level of analysis, the individ-
ual assets are important only to the extent that they help explain the basis for future income.
For example, understanding the overall mix and quality of loans and investments is essen-
tial to forecasting future income levels. It is usually not necessary, however, to know the
value of each individual loan and investment, except in cases where large losses are possi-
ble or unrealized on the balance sheet.

There are instances where individual assets may need to be examined, even within the
context of the valuation of the total business enterprise. Situations where nonperforming
loans or other real estate (ORE) are a substantial part of the asset base may require a spe-
cial analysis. Individual assets are also more important when recent earnings have been



poor and the outlook is not good. In such a case, a more accurate indicator of the bank’s
overall value may be its net asset value rather than future earnings potential.

In this chapter, it is assumed that the Example Bank is a profitable institution with fa-
vorable prospects for continued profitability. Chapter 18 discusses approaches to situations
different from this one.

14.2 THE CONCEPT OF THE BANKING FRANCHISE

Valuation of a bank as a business enterprise is essentially the valuation of its franchise. This
term is used frequently in merger and acquisitions, but there seems to be a range of opin-
ion as to exactly what franchise means.

When people speak of a banking franchise they usually are referring to the composite
nature of all the bank’s individual characteristics that make it an economically viable en-
tity. These individual characteristics can include:

• Customer base

• Deposit insurance as part of charter

• Management and staff

• Office locations

• Operational systems

• Technological capabilities

• Financial acumen

• Delivery systems

• Image

• Market share

These and many other individual characteristics combine and work together to form the
franchise. The stronger these characteristics are and the more effectively they work to-
gether, the more valuable the franchise.

Theoretically, a buyer should pay no more for a bank than its current franchise value. In other
words, the buyer should not pay the seller for value the buyer may create in the future through
better management and planning. This was the difference between fair market value and in-
vestment value discussed in Chapter 5. In reality, however, the market for banks, especially
sound and healthy ones, is competitive, with multiple buyers usually bidding for one seller. Con-
sequently, the price paid will almost always reflect a sharing of the value creation opportunities
the buyer expects to bring. For example, suppose a selling bank’s as is franchise is valued at
$100 million.1 Two buyers are bidding, with one projecting a value creation potential of $20
million over current franchise value, the other an additional $10 million. Each of these buyers
believes it can bring skills that will lead to enhanced value of the selling bank. If each buyer has
a great desire to own the seller, the eventual price is likely to be over $110 million. The first
buyer was willing to share value creation potential with the seller up to the point of outbidding
the second buyer. The problem arises if the buyer overestimates its ability to add value. If the
buyer does not add $10 to $20 million of value, its shareholders suffer the consequences.
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The entire subject of franchise value, both current and potential, is critical to the proper
valuation of an acquisition target. An astute buyer will usually value a target bank given its
current franchise, analogous to the value if purchased and left alone. This provides a start-
ing point for further valuation based on various value creation assumptions: that is, a “buy
and improve” value. The smart buyer knows to walk away when the price to be paid requires
too much sharing of value creation potential with the seller.

14.3 DIFFERENCE BETWEEN STRATEGIC AND TACTICAL
VALUATIONS

The types of valuation thought of most often during a merger and acquisition are those at a
strategic level. These types of valuations are critical to the overall decision-making process,
especially in assessing franchise value, quantifying value creation potential, pricing a tar-
get, or evaluating an offer.

The stated objective in virtually all mergers and acquisitions is the enhancement of share-
holder value. Given this objective, the postcombination earnings, return on equity, and/or stock
price should be higher than before the combination. For these conditions to be met, the trans-
action price must reflect a realistic value of the selling bank to that buyer. Consequently, the
most critical valuation task at a strategic level is establishing a value of the target bank’s fran-
chise, both as is and potential, as discussed above. This is especially important to the buyer (so
as not to overpay) but it is also important to the seller (to ensure a fair price is received).

In the early stages of the merger and acquisition process it is possible to value an institution
from the outside as a freestanding entity. For this type of valuation, the needed information is
publicly available. This value is not as accurate as it would be after full access to the subject
bank, but it provides a general starting point. The buyer’s financial analysts and tax advisors
can then simulate the impact on the buyer of various combinations of payment, price, and trans-
action structures. Also, the effect on value creation of different assumptions about the target’s
growth rates, future loan losses, spreads, and expenses can be quantified. It is essential that a
range of values be established for a target early in the process, and the effect on the buyer’s fi-
nancial structure and performance be quantified. This knowledge allows the buyer to negotiate
with a better understanding of the impact of different assumptions on key financial variables.

The seller should also have a valuation of its own franchise to provide a basis for as-
sessing an offer price. The value of the franchise can be assessed on an as is basis, and from
the perspective of specific potential buyers. Early on, the seller should also have a review
of tangible asset value, as well as potential intangible assets.

Once buyer and seller agree to proceed, strategic valuation requirements still exist. From
the buyer’s perspective, a more detailed valuation is required based upon full access to the
seller’s internal records. The additional information will allow for better assumptions on
which to estimate value. The internal information will also allow for identification of in-
tangible assets that may exist. (The early identification of intangibles, and their inclusion
in the final acquisition agreement, can be useful in supporting certain tax allocations and
deductions.)

The seller should also value the buyer’s stock if such stock is part of the consideration
received. This ensures that the stock exchange ratio is appropriate relative to the values of
the two banks. The valuation of the buyer’s stock is especially important if it is a closely
held bank with a limited market for the stock.
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While the strategic level valuations are the well known type, the tactical level valuations
usually require the most effort and are necessary to meet a variety of regulatory, legal, tax,
and/or accounting purposes. From the buyer’s perspective, detailed valuations of premises
and other tangible assets are required for accounting and tax reasons, especially if purchase
accounting is used. Moreover, the valuation of intangible assets can have tax advantages un-
der certain transaction structures. The buyer should also value the major components of the
seller’s loan portfolio and underlying collateral of substantial book value. This type of val-
uation can provide valuable input for making decisions on the structure of the transaction,
as well as strategic moves after the acquisition.

14.4 WHY THE COST APPROACH IS NOT USED FOR STRATEGIC
BANK VALUATIONS

The cost approach values a property based on the expenses incurred to replace it, less any
physical, functional, and economic obsolescence. From a practical standpoint, this ap-
proach is very difficult to use when valuing a bank (or any type of business) as an operat-
ing entity, especially where significant intangible assets are involved.

The cost approach is better suited for valuation of the individual tangible assets of a
bank, such as its building and equipment. The value of the bank’s franchise, as mentioned
previously, is more than the collective value of the assets. Consequently, the cost approach
is generally not used to value a bank at a strategic level.

14.5 APPLICATION OF THE MARKET APPROACH TO VALUING 
A BANK

The market approach values a bank based on the prices paid to acquire similar banks, with
adjustments as necessary to compensate for the lack of direct comparability. This valuation
approach must be used very carefully, as every acquisition situation is different and the
prices paid in other transactions must be assessed thoroughly. Since each situation is
unique, the exact same circumstances of buyer and seller will not be replicated. Conse-
quently, great care must be taken when selecting comparable transactions and using the data
as a basis for determining the value of a bank.

The previous discussion of value creation potential and its impact on price is the reason
that the market approach must be used carefully. Because the market for financially solid
banks is relatively competitive, buyers often bid up prices based on value creation possi-
bilities (either real or perceived). Consequently, the prices reported often reflect as is value
and a value creation factor. This is the investment value described in Chapter 5. By using
these prices to value another bank, it must be realized that something above as is or stand-
alone value is being measured. Notwithstanding these problems, the market approach is
used widely in pricing bank acquisitions.

14.5.1 Identification of Comparable Transactions

The first task in applying the market approach is to gather data on similar bank acquisition
transactions. There are public and private data sources on banking acquisitions. The Fed-
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eral Reserve Bank or State Banking Department with jurisdiction over the proposed acqui-
sition should be able to assist in identifying comparable transactions.

The result of this research should yield a chart similar to that shown in Exhibit 14.1.
These ten bank sales fit the general characteristics of Example Bank—they are all roughly
the same asset size and historically profitable. Information that is not shown on the exhibit
but should be analyzed nonetheless includes other characteristics such as asset/liability
mix, capital levels, market area, and general lines of business.

14.5.2 Basis of Comparability

No two transactions will be comparable in every way. Consequently, the identified transac-
tions may have to be adjusted to be more comparable to the bank being valued. Although
there is an infinite number of variables that can affect the purchase price, the six key fac-
tors shown below are the most significant.

1. Type of Market: Comparable transactions should be in similar types of businesses and
sizes of markets. This factor should also reflect the various market risks associated with
the comparable bank sales.

2. Sales Dates: Sales within the last two years are preferred, because changing economic
and competitive conditions can alter the acquisition environment.

3. Asset Size: Comparables should be of approximately the same size, preferably no
smaller than half the size and no larger than twice the size.

4. Five-Year Asset Growth: Because asset growth is positively correlated with value in
many cases, it is best to compare banks that have grown at about the same rate.

5. Five-Year Return on Assets: Because profitability has a direct influence on value, the
nearer the return on assets, the more comparable the transaction. Also, the degree of
volatility of income should be considered.

6. Form of Payment: Because form of payment affects tax and liquidity issues, it can af-
fect price paid. Consequently it is better to have transactions which involved the same
payment medium.

No transaction will be identical to another, but if the six factors described previously are
used as a basis, transactions that are sufficiently similar to allow valid comparison or that
can be adjusted to reflect the conditions of the proposed transaction can be selected.

14.5.3 Publicly Traded Companies As Comparables

If the bank or bank holding company being valued is publicly traded, then other such banks
can be used as comparables. Market price per share plus a control premium provides a ba-
sis for a value estimate.

Great care must be taken, however, when using data on publicly traded banks as a basis
for establishing value of a closely held bank. The dynamics and economics of their respec-
tive markets are quite different. Also, the types of institutions are usually dissimilar—with
different lines of businesses, leverage, debt structure, markets, and so on. It can be useful
to investigate the price-earnings ratios for publicly traded bank stocks to gauge, in general,
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what other investors are paying for an income stream. Reliance upon that information alone
for value estimation of a closely held bank is risky. In general, it is advisable to avoid ex-
clusive or predominant use of data on publicly traded banks when valuing a closely held
one. Other techniques and data sources that involve greater certainty are usually available.

14.5.4 Value Estimation by Market Approach—An Example

The data in Exhibit 14.1 show the price paid for the ten comparable transactions as a multi-
ple of book equity and earnings. The average for the comparables is also shown. The appli-
cation of these statistics to the proposed transaction requires careful judgment, as the pub-
licly available data may mask underlying factors and conditions that affected the purchase
price, including adverse market conditions, unusual loan losses, or any number of other
unique circumstances.

The ten comparable banks are slightly larger in asset size, slower growing, and more
profitable than Example Bank. How these factors interrelate to form value is a subjective
measure. In the Example Bank case, faster asset growth is a positive factor only if prof-
itability can support the higher capital requirements, but the somewhat lower profitability
is negative. Based on an in-depth analysis of Example Bank and its market, it is known that
such asset growth is unlikely to continue, given changes in its market served, and that fu-
ture asset growth will be nearer or less than the ten bank average.

The profitability of Example Bank has been increasing slightly, but is still well below the
ten bank sample for a five-year average. A thorough analysis of Example Bank indicated that
a 0.9 to 1.0 percent return on average assets is a reasonable long-term expectation.

Two measures are used to compute the value of Example Bank by the market approach:
price to book equity and price to earnings.2 Because Example Bank is expected to be less
profitable than the ten comparables, a price to earnings ratio of 10 is reasonable, resulting in
a value estimate of $30.7 million. Because of expected future performance, a price to equity
multiple of 1.1 was used, resulting in a value estimate of $23.7 million. Averaging the results
yields an estimate of value of Example Bank using the market approach of $27.0 million.

14.5.5 Advantages and Disadvantages of Market Approach

The market approach has one overriding advantage: it considers real transactions. In other
words, it reflects actual conditions in the marketplace. The disadvantages, however, are sig-
nificant, especially if the bank being valued and the comparables are closely held.

Price paid reflects much more than book value of equity or last year’s earnings. As de-
scribed in Chapter 5, book value has little or no relevance to market value. Consequently,
relating a market price to a nonmarket measure is comparing apples to oranges. Moreover,
value is a reflection of future benefits, whereas last year’s earnings are historical.

The most significant disadvantage, however, is that comparable prices often reflect more
than the current franchise value of the selling bank. As discussed earlier in this chapter, the
eventual price will, in all probability, reflect current franchise value plus the level of value
creation potential the buyer is willing to share with the seller. The relation between price
and value depends on the unique circumstances and perceptions of buyer and seller. The
value of a bank established by comparing it to other transactions is likely to be higher than
its current franchise value. Therefore, the market approach must be used very carefully with
full awareness of what is, and what is not, included in comparable sales data.
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Notwithstanding the disadvantages of the market approach, this technique can be a good
check on values derived by other approaches if used properly. Also, because the informa-
tion on bank transactions is reported widely, the data needed to utilize this approach are
fairly easy to gather.

14.6 APPLICATION OF THE INCOME APPROACH TO VALUING 
A BANK

The income approach values a bank based on the net present value of future income (best mea-
sured by available cash flow) generated by the bank. This future income has two components:

1. Actual cash available to owners each year after meeting all expenses, reserves, and cap-
ital requirements necessary to sustain and grow the bank

2. The residual value of the bank at the end of a specified projection period (ten years is
typical)

The first component, cash available to the owners, can be thought of as the dividend pay-
ing capacity of the business. The second component, residual value, is analogous to the
value of the bank’s franchise if it were sold at the end of the projection period. The bank
need not be sold, but a residual value must be computed as part of the valuation mathemat-
ics. These two sources of income are comparable to the potential benefits of any investment:
current income and future income from appreciation of the asset.

14.6.1 Measuring Available Cash Flow

Available cash flow in the context of a bank acquisition is the amount of cash available to
the owners at the end of an accounting period. This is true cash flow because it quantifies
the monetary amounts that can be paid to owners. This is not the same as cash flow in an
accounting sense as reported by banks in their annual reports.

Available cash flow is driven by the net income of the bank after it adds to capital the
amounts necessary to meet regulatory requirements. As a formula:

available cash flow �
net income � required additions to equity capital

This is also the formula for potential dividends. Therefore, the available cash flow from a
bank to owners can be thought of as the potential dividends the bank could pay.

This formula is consistent in every bank because all regulated banks come under specific
rules with respect to dividends and capital:

• Banks have very specific minimum capital requirements that cannot be violated (at least
beyond short periods of time).

• Dividends can be paid only to the extent that capital is not reduced (except with special
permission).

• Net income is the basis for determining allowable/potential dividends.
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14.6.2 Overview of Income Approach Model

The general form of the income approach model that can be used to value a bank is shown
below:

value of bank by income approach �
present value of available cash flow for 10 years 
� present value of residual value after tenth year

The most crucial aspect of the valuation is the forecast of available cash flows. To arrive at
that figure, it is necessary to project the balance sheet and income statement of the bank be-
ing valued. Techniques to project these variables are discussed in the next two sections of
this chapter.

14.6.3 Projection of Key Balance Sheet Items

The first step in projecting available cash flows is to project the key balance sheet items of
the bank. The balance sheet contains the “drivers” of income and expenses such as loans,
investments, deposits and so on. Estimating future income based on “drivers” is a more
complex approach than simply extrapolating historical income and expenses. Use of this
approach is justified, however, because it is a more accurate reflection of the way income
is actually generated at a bank.

Exhibit 14.2 illustrates some key balance sheet items and techniques that can be used to
forecast each item. As with any projection, judgment and analysis must interact to form a
reasonable, informed estimate.

There are a number of techniques that could be used to project a bank’s balance sheet.
The one used in this book requires these seven steps:

1. Project the year-end asset levels for the next ten years and the residual period, based
on a percentage increase over the preceding year.

2. Project earning and nonearning assets as a percent of year-end total assets.

3. Project total loans as a percent of earning assets, and net loans based on a target loan
loss reserve to total loans ratio.

4. Project investments and other earning assets as the difference between total earning as-
sets and net loans.

5. Project total liabilities as the difference between total assets and equity.

6. Project core deposits, noncore deposits, and other interest-bearing liabilities as a per-
cent of total liabilities.

7. Project capital requirements under new risk-weighted rules, given the projected asset
mix.

The assumptions used to project the balance sheet of Example Bank are summarized in Ex-
hibit 14.3. The resulting projected balance sheet is shown in Exhibit 14.4.
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14.6.4 Projection of Income, Expenses, and Available Cash Flow

Simultaneously with the projection of the key balance sheet items, the future income, ex-
penses, and cash flows can be estimated based on a variety of assumptions. The derivations
of the income assumptions are summarized below:

• Net Interest Income. This is total interest income minus total interest expense. Rather than
attempt to project each individually (which requires a forecast of interest rates), it is more
reasonable to project the interest spread that is achievable over a base cost of funds. The
base cost of funds used in the valuation of Example Bank is the cost of interest-bearing
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Exhibit 14.2 Possible Approaches to Projecting Key Balance Sheet Items

Item Alternative Projection Techniques

Loans • Market share
• Percentage change from preceding year
• Percent of total assets
• Absolute value

Loan Loss Reserves • Target percent of total loans
• Absolute levels

Investments • Percentage change from preceding year
• Percent of total assets
• Absolute value
• Difference between total earning assets and net loans

Other Earning Assets • Percentage change from preceding year
• Percent of total assets

Nonearning Assets • Difference between total assets and earning assets
• Percent of total assets
• Percent change from preceding year
• Absolute value

Total Assets • Percentage change from preceding year
• Summation of individual asset values
• Absolute value

Core Deposits • Market share
• Percentage change from preceding year
• Percent of total liabilities
• Absolute value

Other Deposits • Percentage change from preceding year
• Percent of total liabilities
• Absolute value

Other Liabilities • Percentage change from preceding year
• Percent of total liabilities
• Absolute value
• Difference between total liabilities and deposits

Total Liabilities • Difference between total assets and equity
• Summation of individual liability values



core deposits during the last year. The yield on loans, investments, and other earning assets
is expressed as a spread over the base cost of funds. Similarly, the cost of noncore deposits
is expressed as a premium over the cost of core deposits. This approach does not require a
projection of absolute interest rates, just the difference—the spread—between them.

• Noninterest Income. The income from sources other than interest (including trust fees,
service charges, and so on) is forecast as a percent of total income.

These two sources of income are added to derive Total Income.
Forecasting operating expenses can be as detailed as appropriate for a given situation.

Normally, the categories described below are sufficient.

• Personnel Expenses: This expense category includes all salaries, benefits, payroll taxes,
and other costs related to staff. The most straightforward way is to express personnel ex-
penses as a percent of total income.

• Premises and Fixed Asset Expenses: This expense category includes all occupancy 
and related fixed asset costs. These expenses can also be projected as a percent of total
income.

• Other Operating Expenses: This category includes all other costs and can be expressed
as a percent of total income.

The tax rate must also be projected. Because the model projects tax equivalent income,
the maximum marginal rate for that tax bracket should be used as a starting point. The ac-
tual effective rate may be lower due to loss carryforwards, accelerated depreciation, and so
on. This is a judgment call, and must be made on a case-by-case basis.

The last projection assumption is the minimum capital-to-asset ratio required under risk-
based capital rules. This is a critical assumption as it has an impact on the levels of available
cash flow used in the valuation process. Capital rules spell out clearly the minimum level of
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Exhibit 14.3 Assumptions to Project Balance Sheet of Example Bank

Variable Assumptions

Asset Growth Per Year 8% in year 1, 7% in year 2, 5% thereafter.
Nonearning Assets 11% of total assets in year 1, 10% in year 2, 9% thereafter.
Total Loans 69% of total assets in year 1, 70% in year 2, 71% in year 3,

72% thereafter.
Loan Loss Reserves 1.0% of total loans in year 1, 0.9% in year 2, 0.8% in year 3,

0.7% thereafter.
Investments and Other Balance of total assets minus total loans minus loan loss reserves 

Earning Assets minus nonearning assets.
Total Deposits 80% of liabilities in year 1, 85% in year 2, 90% in year 3, 95% in 

year 4.
Noninterest Bearing 23% of total deposits in year 1, dropping by 2% per year and 

Core Deposits stabilizing at 11% in year 7.
Interest Bearing Core 75% of total deposits in year 1, increasing by 2% per year to 80% in 

Deposits year 6.
Noncore Deposits 2% of total deposits all years.
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capital that must be maintained. As is often the case, however, the bank being valued has ex-
cess capital. The projection model should not, however, assume that capital in excess of reg-
ulatory minimum can be dividended out. In fact, banking regulators normally do not allow
dividends to be paid if those dividends reduce the absolute level of capital. Consequently, if
there is excess capital in the bank being valued for acquisition, it means that the new owner
may have greater flexibility in paying dividends as long as the capital ratios are adequate.

The assumptions used in projecting the income and available cash flow of Example Bank
are summarized in Exhibit 14.5. The resulting projected income and cash flow statement is
shown in Exhibit 14.6.

14.6.5 Value Estimation By Income Approach—An Example

With the total and available cash flows projected, the valuation process can be completed.
The future available cash flows are discounted to present value, the residual value is deter-
mined, and they are added together. The key elements are the discount rates used to convert
future cash flows into present value and the residual value of the bank after the end of the
tenth year.

The discount rates used in the valuation of Example Bank are shown in Exhibit 14.7.
These rates were derived using the techniques described in Chapter 6. The discount rate of
14 percent reflects the risk-free rate plus an appropriate risk premium.

The residual value of Example Bank was calculated based on the capitalization of its
residual available cash flow.3 It was assumed that a 3 percent long-term growth of income
was reasonable. Therefore, a capitalization rate of 11 percent was used (discount rate of 14
percent minus growth rate of 3 percent).

Given all the assumptions of balance sheet growth and composition, income expenses,
capital needs, and discount rates, the value of Example Bank using the income approach is
$25.2 million, about 1.17 times 1999 book value.

14.6 Application of the Income Approach to Valuing a Bank 345

Exhibit 14.5 Assumptions Used to Project Income Statement of Example Bank

Variable Assumptions

Spread Over Cost of Interest For loans: 550 basis points, all years.
Bearing Core Deposits For investments: 75 basis points, all years.

For other earning assets: 75 basis points, all years.

Premium Paid Over Core For noncore deposits: 100 basis points, all years.
Deposits For other interest bearing liabilities: 125 basis points, all years.

Noninterest Income 31% of total income in year 1, increasing by 1% per year 
to 40%.

Operating Expenses Salaries & Benefits: 28% of total income, all years.
Occupancy & Fixed Assets: 13% of total income, all years.
Other operating expenses: 25% of total income, all years.

Loan Loss Provision Provision is set so as to maintain a 1.0% reserve to total loan 
ratio, and assuming net chargeoffs equal 0.3% of total loans.

Securities Gain/Losses None.

Taxes 30% on fully tax-equivalent income.
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14.7 SENSITIVITY OF VALUE ESTIMATE TO ASSUMPTION
CHANGES

The discounted cash flow (DCF) should be used in valuing M & A deals with great caution
given the dynamic and uncertain nature of the market. The more sophisticated methods such
as the capital asset pricing model and option pricing model are superior to DCF primarily
because they (1) capture the full value of financial engineering—such as lowering the cost
of capital, gaining tax and accounting advantages, reducing unnecessary regulatory costs,
and restructuring particular assets through securitization; and (2) measure unique synergies
in distribution and product lines. The acquirer can create value in the following ways:
(1) universal synergies, which are often fully reflected in the M & A price, can be created
by improving the yield on investments, eliminating excess cost, or improving productivity
and pricing; (2) endemic synergies, which are less reflected in M & A deal pricing, can be
achieved by selling the products of a new company; and (3) unique synergies are distinc-
tive and the deciding factor in most M & A deals, achieved through earning revenue from
special skills or assets, leveraging an entity’s base to create new business opportunities, and
restructuring to gain a distinct competitive advantage.

In general, the final estimates of value are very sensitive to changes in assumptions. It is
for this reason that two prospective buyers could value a selling bank completely differ-
ently, yet still both be justified. Consequently it is essential that valuation assumptions be
selected very carefully and only after thorough analysis of the target bank.

There are many different assumptions that can affect value, but some cause more
changes in the final value estimate than others. The more critical assumption areas are:

• Net interest margin

• Operating expenses

• Loan loss provision

• Discount rate on available cash flows

• Capitalization rate on residual available cash flow

Exhibit 14.8 summarizes the impact on Example Bank’s value of a 10 percent change in the
six key assumptions. Each assumption was altered 10 percent in the direction that normally
would increase value. From the data it is clear that net interest margin and operating ex-
penses have the largest magnifying impact on value. Therefore, the assumptions in these
two areas need to be considered very carefully when establishing value.

14.8 VALUE CREATION OPPORTUNITIES AND THE ACQUISITION
PRICE

The value just estimated by the income approach is the franchise value of Example Bank
as a stand-alone entity on an as is basis to a hypothetical buyer. Consequently, it is a start-
ing point in establishing a purchase price. As a passive investment, Example Bank is worth
about $25.2 million given the assumptions used. To a particular buyer, however, Example
Bank may be worth more for a variety of value creation reasons. For example, a particular

348 Valuing a Bank as a Business Enterprise
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buyer may be able to reduce operating expenses by combining facilities and staff. Another
buyer may be able to increase the net interest margin due to sophisticated financial man-
agement and loan-pricing capabilities. There are any number of reasons why the price a par-
ticular buyer is willing to offer for Example Bank may be higher than its value as a stand-
alone entity.

The information below illustrates how three different types of buyers might offer differ-
ent yet equally justifiable prices for Example Bank. Different buyer situations and as-
sumptions significantly influence their perceptions of value, and the price each believes
would be justified.

• Cost Cutter Buyer: Able to reduce operating expenses to total income by 20 percent over
four years—Resulting value would be $40.8 million (� 62 percent).

• Money-Manager Buyer: Able to sustain 3.91 percent margin on earning assets—Resulting
value would be $32.5 million (� 29 percent).

• Expansion Buyer: Able to grow assets at rate two percentage points higher—Resulting
value would be $23.6 million (� 6.3 percent).4

From these scenarios it is clear that different assumptions and situations of buyers can
have a significant impact on the perceived value of a target.

The figures shown above quantify the impact of different value creation scenarios. Ac-
tually achieving enhanced shareholder value through a merger or acquisition depends on
the distinctive benefits the buyer can bring.5 To justify the premiums paid for many banks,
the buyer must be able to improve the performance of the seller and/or the combined enti-
ties. If not, shareholder value will be diminished, not enhanced.

The first area of potential improvement is through enhancement of the operations of
buyer and seller so that each is better than before the merger. Enhancements can be in the
areas of processing (lowering per unit costs through economies of scale), personnel (bring-
ing needed skills to the seller), and asset utilization (putting assets to more profitable use).
Describing these enhancement areas is easy; implementing plans to achieve them is very
difficult. There seems to be mounting evidence that many buyers of banks do not realize
sufficient benefits to justify the premiums paid.

The second area is market benefits. Through merger, the combined entities may have a
stronger position in a market, reach the critical mass needed to enter certain businesses, and
be able to develop and deliver services more efficiently. Like operational enhancements,
however, market benefits can be extremely difficult to realize.

A third area of potential improvement is financial. Typically, the types of benefits in-
clude diversification of the types of businesses in which the bank is engaged to reduce cycli-
cal risk, lower borrowing costs, and increase debt capacity. These benefits are mentioned
infrequently in bank acquisitions. The market has tended not to reward these potential ben-
efits with higher stock prices. Investors do not pay a premium for diversified firms and in
fact seem to discount them. (Diversification as used here means the variety of types of busi-
nesses, not diversification of customer types within a certain line of business. In fact, there
does seem to be some advantage to, for example, a diversified commercial loan portfolio.)
Moreover, lower borrowing costs and increased debt capacity are difficult to associate with
enhanced shareholder value.

350 Valuing a Bank as a Business Enterprise



The fourth area of benefit potential is tax. Many acquisitions have been motivated by the
opportunity to use net operating loss carryforwards and to step up the tax basis of assets to
get higher depreciation. Since the Tax Reform Act of 1986, virtually all the benefits that used
to motivate certain acquisitions have been eliminated. There are, however, potential benefits
to reduce future tax liability through amortization of some acquired intangible assets.

A fifth area is the buyer’s ability to collect loans that have been charged off. Some buy-
ers have the staff skills and support systems to do a better job in collecting bad assets. If
loans already charged off are included in the acquisition, any collections on them fall to the
bottom line and increase available cash flow, thus value.

In the final analysis, the most straightforward way to enhance shareholder value is to im-
prove the earnings. Under normal circumstances, a bank earning 1.2 percent on assets after
an acquisition, compared with 1.1 percent before, will have enhanced its shareholders’value.

14.9 VALUATION METHODS FOR MERGERS AND ACQUISITIONS

Valuation can be one of the most tedious but crucial steps in the entire mergers and acqui-
sitions process. A wide variety of valuation methods for M & A can be used, ranging from
simplistic rules of thumb to highly sophisticated mathematical models. The primary pur-
pose of any valuation process is to determine the price or a range of reasonable prices for
an M & A deal. In an acquisition deal, the acquirer tries to estimate the target’s intrinsic
value and the synergistic value that the combined entity will create.

The intrinsic value is determined based on the earning power and earnings quality. Earn-
ing power is measured in terms of the entity’s capability to constantly increase profitability
and rate of return in light of plausible assumptions based on both internal sources and ex-
ternal economic and benchmark data. Earnings quality is assessed by factors such as cus-
tomer base, profitability, customer satisfaction, employee satisfaction, and relative risk.
Synergistic value is determined based on the perceived synergy in the form of economies
of scale, risk reduction, increased power, lower funding or capital costs, increased sales,
improved management efficiency, or improved productivity. The acquirer should assess
these values in determining and negotiating a price for the M & A deal. Although the price
is actually determined in the negotiation process, considerations are given to the valuation
assumptions and estimates.

To maximize shareholders’ value under the arm’s-length dealing concept, the acquiring
company attempts to negotiate the lowest possible price below the sum of the target’s in-
trinsic value and the acquisition’s synergistic value. The target, on the other hand, tries to ob-
tain the highest price possible. Within this framework, there is typically a range of accept-
able prices to both the acquirer and the target. Present value of an entity can be measured as
the total current wealth enjoyed by the owners of the entity. The current wealth consists of

1. the current market value of the shares purchased; and

2. the total cash dividends received.

A business combination can be considered successful if it results in increases in the 
total current wealth of the owners of the combined entity. The three most commonly used
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valuation approaches in determining a bank’s intrinsic value are (1) income approach
(earnings/cash flow); (2) asset approach (balance sheet); and (3) market approach (market
valuations).

14.9.1 Income Approach

The income approach estimates the target bank’s value based on its historical and projected
earnings and cash flows. Under the income approach the acquirer bank must (1) determine
the target’s core accrual earnings; (2) estimate the synergies and costs arising from the com-
bination; (3) make adjustment for noncash earnings to estimate cash earnings; and (4) dis-
count the estimated cash earnings at a rate appropriate to reflect risk. The core earnings are
income from continuing and normal operations (e.g., services and products) not affected by
nonrecurring events such as the sales of assets, extraordinary loan loss provisions, or any
income from real estate activities or other abnormal/nonrecurring events. The acquirer
should estimate both the synergistic gains and transaction costs resulting from the combi-
nation. Estimating synergistic gains and transaction costs resulting from economies of
scale, revenue enhancement opportunities, and regulatory and legal needs is perhaps the
most difficult task in determining the value of the target bank.

Synergies can be achieved through economies of scale and scope, risk reductions, low-
ering funding or capital costs, and increased sales. Thus, examples of synergistic gains re-
sulting from revenue enhancements and economies of scale are:

1. increased net interest margin from improving loan yield and/or reducing deposit costs;

2. increased fee income provided from opportunities to offer new financial products and
services previously unavailable;

3. cost savings resulting from consolidating overlapping branches, administrative, mar-
keting, accounting, and operating activities, and personnel expenses; and

4. other related revenue enhancements or cost reductions.

Transaction or incremental costs are estimated according to the M & A strategies. Ex-
amples of incremental costs are:

1. increased loan loss provisions;

2. possible increases in deposit insurance premiums;

3. early retirement and severance costs resulting from consolidating management and
personnel; and

4. other incremental costs resulting from the combination.

Two calculations are often used to determine normalized earnings and cash flows:
(1) capitalization of historical earnings/cash flow and (2) discounted projected earnings/
cash flow. Under the capitalization of historical cash earnings approach, normalized his-
torical cash earnings are viewed as an indication of an institution’s future capacity to pro-
vide returns to both debt and equity holders. The capitalization approach requires the de-
termination of normalized historical cash earnings and the calculation of a capitalization
rate that is appropriate for the particular cash earnings base. The normalized cash earnings
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are determined using an appropriate rate of return that reflects the risk associated with the
cash earnings stream and the market’s required rate of return for an investment in the bank.
The capitalization rate is the weighted average cost of capital calculated based on both cost
of debt and cost of equity capital.

The normalized cash earnings for each year are calculated as follows:

Item Amount
Core earnings from normal operations $1,000,000
� Synergistic benefits 200,000
� Incremental costs  100,000
Accrual-adjusted earnings 1,100,000
� noncash charges (e.g., depreciation, goodwill)  150,000
Cash earnings (CE) $1,250,000

The most commonly used formula for the capitalization of historical cash earnings is:

where:
Pt � present value of the target bank (long-term debt and equity)
CE � normalized cash earnings ($1,250,000 as calculated above)
g � long-term annual growth rate (assumed five percent)
r � weighted average cost of capital (WACC) representing the required rate of

return on cash earnings (assumed 15 percent)

Thus,

Pt ($13,125,000) is the estimate of fair market value of the target’s capital (long-term
debt and equity). If the fair market value long-term debt is estimated to be $3,000,000, then
the target’s fair market value of equity will be $10,125,000 ($13,125,000�3,000,000).

The discounted net cash flow methodology determines the value of the target bank based
on the present value of the future economic benefits to both debt and equity holders. The
future economic income is measured by the projected net cash flows which are then dis-
counted using the WACC as a discount rate. The sum of the discounted projected cash flows
represents the fair market value of the target bank based on the following formula:

. . . 

where:
Pv � present value of cash flows representing the fair market value
CF � the net cash flow for a given period
r � the discount rate using weighted average cost of capital

�
CFn

(1 � r)nPv � CF0 �
CF1

(1 � r)1 �
CF2

(1 � r)2 �

Pt �
$1,250,000(1 � .05)

.15 � .05
� $13,125,000

Pt �
CE(1 � g)

r � g
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The precision of the present value analysis depends on the accuracy of forecasted cash
flows, selected discount rates, time periods, and terminal value. To accurately forecast rea-
sonable cash flows expected from an M & A deal, the appraiser must develop a projected
balance sheet and income statement for the target on the relevant time horizon (e.g., five
years). Using the above formula in calculating present value of future cash flows indefi-
nitely is a meaningless exercise primarily because the present value effect of distant cash
flows is immaterial. To shorten the time horizon, the appraiser must incorporate a terminal
cash flow for the final year, which could be thought of as a sale or liquidation of the in-
vestment, determined based on a market value multiple such as P/E or price/book.

Using the present value method, the value of the target bank under the following as-
sumptions is determined as follows:

1. total assets are $5,000 million and are expected to grow at 8 percent per year;

2. equity is $375 million and desired equity/assets ratio is 7 percent;

3. return on assets (ROA) is 1 percent each year;

4. terminal value in year 6 is projected at 10 percent year five averages assets; and

5. the discount rate is 12 percent.

The results presented in Exhibit 14.9 show that under these assumptions the bank has an in-
trinsic value of $610.1 million. This acquisition value is determined based on the given as-
sumption. The appraiser can use sensitivity analysis and simulation analysis to determine
the effect of changes of these assumptions on the present value. Although present value
analysis requires a number of projections and assumptions, it can produce relevant valua-
tion estimates for acquisition analysis.

14.9.2 Balance Sheet Approach

The underlying premise of the asset approach is that the value of the target bank equals the
current value of its net assets (assets � liabilities) plus a premium to account for its intan-
gible value such as goodwill. Using this approach the value of the target bank is determined
by estimating the fair market value of its assets and liabilities. The asset approach assesses
the fair market value of all types of assets and liabilities including:

1. current assets (cash, deposits, loans, securities, receivables);

2. property, plants, and equipment; 

3. intangible assets (e.g., core deposits, customer lists, goodwill);

4. current liabilities; and

5. long-term liabilities.

One of the most commonly used methods to estimate the net assets valuation is to assess
deposit valuation. The deposit valuation method is appropriate when estimating the value
of a branch or a failed bank acquisition. Deposit valuation requires information regarding
the amount and types of deposits, estimated lives, interest and operating costs, discount rate,
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fee income, and marginal earnings rate for the deposits. The balance sheet approach to val-
uation of the target bank is determined by this simple formula:

1. Recorded historical value of net assets (assets � liabilities) xxxx

2. Add:
• Premiums for undervalued assets and/or overstated liabilities xx
• Fair market value of off-balance sheet assets xx
• Fair market value of intangibles (e.g., goodwill) xx

3. Total: xxxx

4. Subtract
• Discounts for overvalued assets and/or undervalued liabilities (xx)
• Value of off-balance-sheet liabilities (xx)

5. Value of the target bank xxx

14.9.3 Market Approach

The market approach is based on two concepts. The first premise is that the value of the tar-
get bank should be determined according to how its stock is being valued in the market
where it is traded. The second concept is to compare prices of similar acquisitions with the
target bank to estimate the acquisition market value for the target. The market valuation ap-
proach based on the comparable bank market multiple and comparable bank transactions
relies on analyzing financial data, ratios, and price multiples obtained from publicly traded
banks. The following measurements or price multiples from the comparable bank data can
be used to estimate fair market value of the target bank:

1.

2.

3.

4.

5.

Using a bank stock’s trading value to estimate acquisition valuation has several limita-
tions. First, the majority of bank shares traded are not within the organized stock exchanges
(e.g., NYSE, AMSE) or even regional over-the-counter markets. Thus, the trading price
may not represent an objective and relevant valuation. Second, if the acquiring bank at-
tempts to gain control through “open market” purchases, the price would rise to reflect an
acquisition premium or to induce others to sell. Finally, capital markets fluctuate based on
economic and capital market forces rather than just the intrinsic value of individual stocks.

Invested Capital�Assets �

market value of invested capital

(market value of long�term debt and equity)

total assets

Premium to Deposits �
merger price per share

total deposits

Price�Book �
merger price per share

book value per share

Price�Earnings �
merger price per share

earnings per share

Premium to Market �
merger price per share

market price per share before announcement
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Compiling relevant data on previously comparable M & A deals and comparing them to
the target is not without problems. Each M & A deal has its own attributes and characteris-
tics distinguishable from other deals. However, the usefulness of comparable merger mar-
ket analysis depends on how the sample M & A transactions are selected (e.g., size, loca-
tion, market position, performance in market, market extension). These limitations of the
market approach should be considered when using this approach to estimate the intrinsic
value of the target bank. If the intrinsic value is below the suggested merger price for other
similar banks, the acquirer should not attempt to negotiate the price. Conversely, if the in-
trinsic value is above previous merger prices for comparable banks, then the acquirer has
more room to negotiate the price.

14.10 SOPHISTICATED VALUATION TECHNIQUES FOR MERGERS
AND ACQUISITIONS

Appraisers most often use the valuation approaches discussed in the previous section (e.g.,
income approach, balance sheet approach, market approach) when valuing the acquisition
under consideration. Although these approaches can be useful in estimating the intrinsic
value of the target bank, a more sophisticated valuation method presented in this section can
improve the precision and accuracy of valuation. The sophisticated valuation techniques
can be empirically estimated with a high degree of reliability.

The valuation of mergers and acquisitions has received much attention in finance and ac-
counting literature during the past five decades. A number of valuation techniques have
been employed to assess the value and results of M & A transactions. Early empirical stud-
ies of M & A6,7 utilized a portfolio or paired sample technique of calculating the differences
in return to the sample of acquiring firms and the return on a portfolio of like firms or a
paired sample of comparable firms. Thus, differences in the returns of the paired samples
indicate the impact of M & A deals. These studies used different versions of the following
return equation:

where
�Rn � Differences in return to shareholders
Pn � Price of share at time period n
P0 � Price of share at time 0 (merger announcement or completion)
Dt � Dividend at time t

� the return to the investor who purchased a share of the merging firm at
time 0 and held this share until time n

� the return to an investor of no merging firms or an investor based on an
estimation of the price and dividend stream had no merger occurred

�Rn �

Pn�
N

t�0

Dt

P0

�

P�
n�

N

t�0

D�
t

P0
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The empirical results of early studies of M & A transactions are inconsistent and incon-
clusive. Some mergers showed positive benefits, and other mergers were not deemed suc-
cessful or there were no significant differences between the merged firms and the non-
merged firms in risk, growth rate, or financial structure.

Recent studies of M & A transactions have used the capital market event methodology
to measure market returns to M & A deals. Dodd (1980)8 investigated both completed and
canceled mergers by employing the market model to assess market reactions to merger an-
nouncements and found that shareholders of target firms earn large positive abnormal re-
turns. Merger-related event methodology is based on three underlying M & A theories. The
first theory refers to non-value maximizing behavior by management of acquiring firms and
implies that acquisitions are attempts by acquiring management to maximize growth in
sales or assets or to control a large firm. Acquisition of this type would have no real eco-
nomic impact on the combined business, indicating that any positive gains made by the tar-
get shareholders would be offset by a loss to the acquiring firms’ stockholders. Empirical
studies in support of this theory of M & A are Trits and Scanlon (1987)9 and Hannan and
Rhoades (1987),10 which found that target banks gain positive returns while acquiring
banks accrue a negative return surrounding the merger announcement day.

The second theory of M & A refers to value maximization motivations of increasing the
value of acquiring firms’ shareholders. Current merger studies found evidence in support of
the value maximization theory. Desai and Stover (1985)11 employed event study method-
ology for measuring returns and found a positive average abnormal return for shareholders
of acquiring banks during the two days surrounding the merger announcement and on the
date the Federal Reserve Board approved the acquisition.

14.10.1 The Capital Asset Pricing Model (CAPM)

The capital asset pricing model is based on capital market theory, which describes how in-
vestors must behave when selecting a particular security (e.g., common stocks) for their
portfolios under a given set of assumptions. The CAPM has been used in the literature to
evaluate capital market reactions to M & A announcements and changes in market partici-
pants’ (e.g., investors’) behavior resulting from the M & A deal. The CAPM is calculated
based on the following formula;

Rit � �i � �iRmt � eit

eit � Rit � (�i � �iRmt)

where:
Rit � return on security i for period t
Rmt � return on the market portfolio for period t
�i � constant for security i
�i � systematic risk of security i
eit � residual of abnormal return for security

The capital asset pricing model (CAPM) commonly used in the finance literature is typ-
ically utilized to calculate average abnormal return and cumulative abnormal return.
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Average Residual � e–tt �

Cumulative Average Residual � CART �

e–i � Average of all residuals for period ti
eit � Firm i residual at time t
N � Number of firms within group
T � Number of periods aggregated

The abnormal residuals can be used in measuring the synergistic benefits of M & A
deals. CAPM is used to estimate the fair rate of return on capital market investment securi-
ties of M & A transactions. Another use of CAPM in the valuation process is to estimate
the cost of equity capital component of an overall income capitalization value. CAPM ex-
plains rational investment decision making, which is relevant to any business valuation, es-
pecially valuation of M & A deals.

14.10.2 Accounting-Based Valuation Approach (Ohlson Model)

The Ohlson model utilizes the noncontroversial dividend discount model to measure stock
price in terms of current book value and future residual income.12 The model is based on
the assumption that the accounting system is an effective means of recognizing and accu-
mulating wealth by business entities. More specifically, recorded book value serves as a
static measure of firm value at a given point in time, while earnings measures the increment
to shareholder wealth over a specified period of time. The theoretical framework of the
model is that book value and earnings are relevant valuation attributes. Book value repre-
sents a stock measure of value, while earnings measure increments to book value and are
indicators of future dividend-paying ability of an entity.

The Ohlson model is based on the noncontroversial assumption that the market value of
an entity’s equity Pt is equal to the present value of current and future dividend payments,
dt�j

where
Pt � market value of equity
r � the discount rate or cost of equity capital
Et � expected future earnings
Dt�j � future dividend payments.

This model also assumes that the accounting data follow the clean surplus relation:

,bvt � bvt�1 � xt � dt

Pt � �
	

j�1

(1 � r)� jEt[d � j],

�
T� t

T� t

et

�
N

i�1

eit

N
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where:
bvt � net book value
xt � earnings for period t.

This clean surplus relation implies that the current book value is a function of previous
book value, future earnings, and dividends. The payment of dividends at time t reduces 
future-period earnings due to the reduction in the firm’s asset base rather than reducing cur-
rent earnings. The clean surplus assumption allows the rewriting of the dividend discount
model in terms of accounting data:

where
� residual income or abnormal earnings.

The above formula indicates that the estimated value of a firm’s equity is determined by
discounting its future abnormal earnings or residual income and adding it to the current
book value of the firm. The practical implementation of the Ohlson model requires: (1) the
prediction of future earnings; (2) determination of the appropriate forecast horizon; and
(3) selection of the appropriate discount rate. The implication of this discounted residual in-
come model for assessing an M & A deal is that the book value provides an important be-
ginning reference point in the valuation process.

14.11 RELATION BETWEEN PRICE AND VALUE AND EFFECT ON
STOCKHOLDERS

This chapter has focused on the determination of a banking company’s value. As described
in Chapter 5, however, there is a difference between price and value. The price that one bank
pays to acquire another usually reflects the value the particular buyer placed on an acquisi-
tion (the investment value concept), not necessarily the as is or consensus value (the fair
market value concept). Consequently, any given acquisition price reflects individual nego-
tiations between buyer and seller. Depending on the competitive situation, the buyer’s will-
ingness to share future value creation potential with the seller could vary substantially. High
multiples for interstate acquisitions reflect, in part, the desire for banks to expand their fran-
chise and their willingness to pay the price while the window of opportunity is open. In
other words, to ensure entry into the market, buyers were willing to share with the seller a
substantial portion of the value creation potential.

The price paid reflects the buyer’s perception of the value of the target, based on future
expectations of the performance of that target and the added value the buyer can bring.
More frequently, buyers examine the price–value relationship in terms of the effect on
stockholders, and what levels of earnings and growth are needed to justify the price paid
relative to value received by stockholders. Buyers are also looking much more carefully at
the strategic actions necessary to achieve the added value.

The most common measure of impact on shareholders is earnings dilution, which is the
reduction in earnings per share after an acquisition. Dilution occurs because the earnings of

xa
t

Pt � bvt � �
	

j�1

(1 � r)� jEt[x
a
t� j],
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the combined entities are not sufficient to offset the increased stock issued (if a stock-for-
stock transaction) or the interest on acquisition debt (if a cash-for-stock transaction with
debt). Exhibit 14.10 illustrates the dilution resulting from a stock-for-stock acquisition. In
this example, dilution of over 10 percent will be experienced by shareholders of the buying
bank. This particular bank may believe a 10 percent dilution is acceptable and be willing to
pay $4.5 million for the selling bank. Another bank, however, may face different circum-
stances. For example, if the buyer’s stock sold for 60 percent of book (instead of the 80 per-
cent shown in the exhibit), the dilution would be over 18 percent. A potential buyer in this
situation may find this level of dilution unacceptable.

In general, dilution of the buyer’s earnings per share will occur during a stock-for-stock
acquisition when the purchase price, as a multiple of the selling bank’s earnings, is greater
than the market price of the buyer’s stock as a multiple of its earnings. In the example de-
scribed above, the purchase price is nine times the seller’s earnings, while the buyer’s stock
price is less than six times earnings. For there to be no dilution, the buying bank’s stock
would have to be priced at a 28 percent premium over book ($11.95), rather than the 20 per-
cent discount ($7.47).

The same type of dilution analysis can be undertaken in a cash-for-stock acquisition, ex-
cept the price is evaluated based on debt costs (or the opportunity cost of an earning asset
liquidated to fund the acquisition) instead of stock. Exhibit 14.11 illustrates the dilution in
a cash-for-stock acquisition. In this case, the buyer experienced an earnings per share dilu-
tion of about 1 percent. In a cash acquisition, dilution will occur if the interest expense on
acquisition debt and goodwill amortization exceed the selling bank’s earnings.

The key point is that the price paid for one particular acquired bank reflects value to that
buyer, not necessarily to other banks. The final price of an acquisition is the combination
of the value of the bank as a stand-alone investment plus its value to the particular buyer as
a result of synergies and franchise expansion opportunities. The ultimate test of the appro-
priateness of price paid is the extent to which shareholder value is enhanced, and this may
not be evident until several years after the transaction. Consequently, some of the high pre-
miums are justified by the unique circumstances and strategies of a particular buyer. How-
ever, if the perceived opportunities of value creation do not materialize, then the high pre-
miums will not be justified.
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Exhibit 14.10 Illustration of Earnings per Share Dilution Resulting from Stock-for-Stock
Acquisition (Assumes pooling of interest accounting)

Buyer Seller Combined

Earnings (latest year) $ 2,000,000 $ 500,000 $ 2,500,000
Shares outstanding 1,500,000 — —
Equity (book value) $14,000,000 $3,000,000 $17,000,000
Purchase price $ 4,500,000 — —
Market price of stock/book value 80% — —
Market price/share $7.47 — —
Number of new shares issued to 

seller’s shareholders 602,410 — —
Total shares outstanding — — 2,102,410
Earnings/share $1.33 — $1.19
Dilution percentage — — 10.5%



ENDNOTES

1. The term “as is” means the bank with its current strategies, markets, financial structures, and so on.

2. Deficiencies in these measures were described in Chapter 5, but application of the market ap-
proach is very difficult without using these two widely reported figures.

3. There are alternative ways of computing residual value, such as multiple of earnings and book
value. Use of these measures to determine residual value suffers from the same deficiencies as
using these measures to determine total value.

4. Faster asset growth results in lower value because a greater proportion of income must be allo-
cated to capital to meet regulatory requirements. Consequently, this buyer would “destroy” value
if it did nothing else but increase the bank’s assets at a faster rate.

5. For an excellent discussion see Alfred Rappaport, “Converting Merger Benefits to Shareholder
Value,” Mergers & Acquisitions, March/April, 1987, pp. 49–55.
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Exhibit 14.11 Illustration of Earnings per Share Dilution Resulting from Cash-for-Stock
Acquisition (Assumes purchase accounting)

Buyer Seller Combined

Earnings $ 2,000,00 $ 500,000 $2,500,000
Share outstanding 1,500,000 — 1,500,000
Equity (book value) $14,000,000 $3,000,000 —
Purchase price $ 5,500,000 — —
Interest rate on acquisition debt 12% — —
Goodwill — $2,000,000 —
Goodwill amortization — 25 years —
Tax rate 35% — —
Acquisition debt interest 

expense (after tax) — — $ 439,000
Goodwill amortization — — $ 80,000
Earnings — — $1,981,000
Earnings/share $1.33 — $1.32
Dilution percentage — — 0.8%



CHAPTER 15

Valuation of Tangible 
Bank Assets

Valuing a bank as a business enterprise (as discussed in the preceding chapter) does not nec-
essarily require the valuation of each individual tangible asset owned by the bank. Nonethe-
less, it is appropriate in some situations to value some or all of the tangible assets. Three
primary reasons to value specific tangible assets are to:

1. determine a new taxable basis in a merger that uses purchase accounting rules (dis-
cussed in Chapter 7);

2. compute the portion of the purchase price that is attributable to goodwill (also dis-
cussed in Chapter 7); and

3. gauge the extent of unrealized gains or losses on the balance sheet that could impact
future earnings potential of the bank, particularly in loans and investments (a real world
complication discussed in Chapter 18).

Tangible assets to be valued fall into two categories: physical and financial. Physical tan-
gible assets are those with true physical substance such as furniture, fixtures, equipment,
and premises. Financial tangible assets are those that involve a clear legal claim on future
income or underlying assets, such as loans and investments.

The context in which tangible bank assets are valued is usually the fair market value in
the current productive use of the asset—value-in-use. This is an important distinction be-
cause it assumes continuation of the current use of the property or asset. This value-in-use
is not necessarily the theoretically highest value of the asset. For example, a bank that main-
tains a branch at a major intersection may have a locational advantage for new and existing
customers. This particular site, however, might be worth far more to the developer of a fast
food restaurant. At some point in the future, the bank may decide that the sale of the branch
would yield a profit substantial enough to warrant such action, but current valuation cannot
presume such future actions.

This chapter addresses the valuation of both physical and financial tangible assets in the
context of their value-in-use. The extent to which a theoretically higher value exists in some
other use is outside the scope of this discussion.



15.1 TANGIBLE PHYSICAL ASSETS

The physical assets of a bank include primarily the premises, furniture, fixtures, and 
equipment—the assets the bank uses in its daily operations. Depending on the size and
complexity of the bank, identifying all the physical assets may be difficult or impossible.
Some banks maintain excellent fixed asset management systems; others do not. Nonethe-
less, unless the internal records are grossly inadequate, it usually is possible to identify the
major assets that will account for 90 to 95 percent of the total physical asset value. Listed
below are many of the physical assets likely to be found at a typical bank:

• Buildings

• Vacant land for expansion

• Leasehold improvements

• Vaults

• Parking lots

• Furniture and fixtures

• Computers and peripherals

• Automated teller machines

• Automobiles

• Computer software

• Art objects and decorations

• Item processing equipment

Even with an accurate inventory of physical assets, it is worthwhile to conduct an investi-
gation to identify and verify the major physical assets in the bank.

Placing a value on a bank’s physical assets nearly always requires the cost rather than
the market or income approaches. The cost approach is applicable because it values a phys-
ical asset based on the cost to replace it with one of equal utility, less any physical, func-
tional, and/or economic obsolescence. Because the bank’s property is used in the course of
business and does not generate income directly, the income approach is not applicable.
Also, because bank property is often very specialized (it includes vaults, teller counters, and
proof machines) it is difficult to apply the market approach, which requires comparison
with recent sales of similar properties. There is not a sufficiently large market for used bank
physical assets to generate the comparable sales data. The discussion of approaches to value
in Chapter 6 describes the cost approach in detail.

The overall value of a bank’s balance sheet is unlikely to be significantly impacted by
the difference between market value and book value of tangible physical assets because
they account for such a small percentage of total assets. Tangible financial assets are the real
drivers of asset value, as discussed below.

15.2 TANGIBLE FINANCIAL ASSETS

Normally, one thinks of tangible assets as those with physical substance, such as buildings,
machinery, or inventory. The majority of many businesses’ assets fits this description. In a
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bank, however, the bulk of the assets are financial, such as loans and investments. These as-
sets are not truly physical but are tangible in that they are usually marketable and involve a
legal claim to property and/or future income.

Valuing the tangible financial assets of a bank typically requires the discounted future
income approach. Since the loans and investments of a bank represent rights to future in-
come, the values of these instruments are equal to that future income, discounted to pres-
ent value at a rate commensurate with the risks.

Two major categories of tangible financial assets are important to value for merger or ac-
quisition: investment securities and the loan portfolio. These two categories account for
over 90 percent of a typical bank’s total assets.

15.2.1 Investment Securities Valuation

Valuing the investments of a bank can be very simple if the types of investments are such
plain vanilla as U.S. Treasury Securities or municipal bonds. Because of the depth of the
market for these types of investments, daily price quotes provide the best, most reliable
guide to market value.

If the bank has a significant exposure to more exotic investments such as derivatives or
Collateralized Mortgage Obligations (CMOs), the valuation can be extraordinarily com-
plex. Many of these types of investment activities are off-balance-sheet items, which affect
the earnings of the bank but do not show up on the balance sheet.

The majority of banks do not have substantial exposure to exotic investment vehicles and
off-balance-sheet activities. Consequently, the discussion in this chapter focuses on more
traditional investments made by banks: U.S. Treasury Securities, Government Agency Se-
curities, and municipal bonds. As mentioned above, price quotes are easily obtained, but it
is useful to understand how the market determines values for these types of investments.

All valuation models for investment securities are based upon the income approach—
that is, the current market value of the particular investment is equal to the net present value
of the cash flows to be received by the owner of that investment. The primary parameters
needed to value an investment security are the cash flows to be received, time to maturity,
and the discount rate. Exhibit 15.1 illustrates a simple valuation of a bond with known cash
flows for a defined time period.

The current market value of the investment generating this cash flow stream, with an an-
nual discount rate of 8.5 percent, is $2,386.29.
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Exhibit 15.1 Valuation of a Bond Paying $100 Semiannually for Three Years, $2,500 Face Value

Discount
Maturity Factor @ Present

Payment # Payment Value 8.5%/yr Value

1 $100 — .9593 $ 95.93
2 100 — .9203 92.03
3 100 — .8826 88.26
4 100 — .8467 84.67
5 100 2,500 .7790 2,025.40

2,386.29



From a practical standpoint, a bank is able to track the value of its investment portfolio
better than it can track most other assets on the balance sheet. Most banks, or their safe-
keeping agents, frequently revalue the investment portfolio—often it is done daily. A report
is generated showing, among other things, the type of security, its par value, maturity date,
coupon rate, yield to maturity, book value, and market value. In most cases, this is the best
source of investment portfolio market value amounts. Very seldom is there a need to estab-
lish value independently of the normal types of investments most banks hold.

15.2.2 Loan Portfolio Valuation

Loans can present a much more difficult valuation problem, even though the mathematical
approach is similar to that used for investments. The difference is that most types of bank
loans do not have an active, organized market with a free exchange of information. There-
fore, a bank is not able to value its loan portfolio each day based on the input of the mar-
ket. This situation is changing somewhat with active secondary mortgage markets and loan
securitization. For the most part, however, the loan portfolio of a bank must be valued on a
case-by-case basis. Much of the valuation process is subjective and open to disagreement.
There are numerous assumptions that must be made about timing of payments, prepay-
ments, default risk, and future interest rates. Nonetheless, it is important that the value of
the loan portfolio be carefully considered.

A good starting point for the loan valuation is the book value of the portfolio. The book
value of a loan is the original balance of the loan less the reduction in principal from pay-
ments made through day of the value plus loan charge-offs, if any. The book value is usu-
ally easy to determine from the information carried in the loan systems of the bank. Most
computerized loan systems carry previous day book values.

The market value of a loan is the net present value of the future income stream gener-
ated by that loan discounted at a rate that reflects current interest rates, and the timing and
risk of the future income. There are two primary reasons why book value and market value
are unlikely to be the same for a given loan:

1. The current interest rate that would be charged on a similar loan made today is differ-
ent from the rate actually charged on the loan. For example, if the interest rate charged
on a loan is 8 percent, but the current rate on a similar loan is 10 percent, the market
value of the loan would be less than its book value, all other things being equal.

2. The loan is nonperforming—interest payments are not being made—and the collateral
value does not cover the outstanding principal balance and unpaid interest due. In this
case the market value would be less than book value.

For performing loans, the valuation is virtually identical in approach to the valuation of
an investment security—the net present value of the future income stream discounted by an
appropriate rate of interest.

When valuing performing loans, the rate used to discount future income to present value
is the rate that would be charged for an equivalent loan at the time of the valuation, not the
interest rate stated on the loan. As with investments, current rates determine the value of an
income-generating asset, not the rate stated on that asset.

Nonperforming loans cannot be valued by calculating the net present value of future in-
come, because there is no income, and there may never be. The valuation of a nonperform-
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ing loan is a more subjective process that must consider the likelihood of payments begin-
ning again and/or the value of any underlying collateral. If a loan is nonperforming, it does
not mean that its market value is necessarily less than its book value. If a loan is well col-
lateralized with marketable property, the liquidation value of the collateral may cover the
debt sufficiently.

When valuing the loan portfolio of a bank, it is useful to assign each loan being valued
to one of five categories:

1. Commercial loans

2. Consumer loans

3. Mortgage loans

4. Lease financing

5. Nonperforming loans

15.2.3 Commercial Loans

Because commercial loans are larger and more complex, they can have a disproportionate
impact on the overall value of the bank’s assets. Consequently, these types of loans must be
examined very carefully. The value of these loans depends on the timing of repayments, as-
sumptions about prepayment, and prevailing interest rates. The approach is similar to that
used for investment securities, except that cash flow (payments) for commercial loans can
be irregular. Consequently, it is often necessary to project the future cash flow of the loan
until its maturity date, then apply the discount rate to calculate net present value.

For example, a commercial loan with book value of $500,000 at 10 percent, one year re-
maining life, and interest-only payments for six months with bullet payments in months six,
nine, and twelve has cash flow and valuation as shown in Exhibit 15.2. Because the loan is
paying a 10 percent rate in an environment where an 8.5 percent discount rate is appropri-
ate, market value is somewhat higher than current book value.
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Exhibit 15.2 Valuation of a Commercial Loan

Month Cash Flow Discount Factor @ 8.5% Present Value of Cash Flow

1 $ 4,167 .993 $ 4,138
2 4,167 .986 4,109
3 4,167 .979 4,079
4 4,167 .972 4,050
5 4,167 .965 4,022
6 170,834 .959 163,398
7 4,167 .952 3,967
8 4,167 .945 3,938
9 170,834 .938 159,820

10 4,167 .932 3,884
11 4,167 .925 3,954
12 170,834 .919 156,583

$515,842



This type of valuation analysis, while time consuming, may be justified for the larger
commercial loans. It is not unusual to find 4 or 5 percent of loans constituting a third to a
half of dollar volume. Clearly, an in-depth valuation of these larger loans is worthwhile.

15.2.4 Consumer Loans

Consumer loans are relatively easy to value, because they usually have fixed payments for
a specified period of time. There is some prepayment risk with consumer loans, but it is typ-
ically less of a problem than with other types of loans, particularly mortgage loans.

A straightforward formula can be used to calculate the value of a portfolio of fixed pay-
ment consumer loans that share the same number of remaining payments and contractual
interest rate:

where IR is the contractual interest rate per payment period on the loans, DR is the discount
rate per payment period, and n is the number of payment periods remaining.

An example illustrates the use of this formula. Suppose a portfolio of auto loans with a
book value of $20 million is to be valued. These loans are all four year auto loans at 13 per-
cent (1.083 percent per month) with 27 months remaining on their original 48 month life.
An annual discount rate of 12 percent is being used, resulting in a 1 percent rate per pay-
ment period.

� $20,223,176

This portfolio of loans has a value of about $20.22 million.
To account for potential prepayment risk, this same formula could be used with a dif-

ferent assumption of remaining periods n. For example, if the remaining life is assumed to
be 20 periods instead of 27, (that is, if early payoffs bring down average life), the value of
the portfolio declines slightly to $20.17 million.

15.2.5 Mortgage Loans

Mortgage loans present a particularly difficult valuation challenge because of the variety of
payment streams and the general availability of no-penalty prepayment options. Because
mortgage borrowers are very rate sensitive, the slightest decrease in rates causes massive

�
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prepayments and refinancing, as was experienced in 1992 and 1993. Also, the widespread
success of adjustable and graduated payment mortgages with caps, collars, and floors gives
even more uncertainty to the value of a mortgage.

In its simplest form, a mortgage loan with fixed payments over a known remaining time
period can be valued exactly like a consumer loan or a bond. In the case where mortgage
rates are expected to fall, thus creating prepayments, the calculated value of a mortgage
portfolio can change dramatically. For example, a $150 million portfolio of 30 year
monthly-pay, fixed rate loans at 7 percent with 26 years remaining (312 months) discounted
at 8 percent has a value of $137 million. If the assumption of remaining life changes to, for
example, 13 years (156 months), the value of the portfolio is $142 million. In this particu-
lar example the value is higher with a shorter life because the prevailing interest rate envi-
ronment (the discount rate of 8 percent) is higher than the interest rate of 7 percent on the
portfolio.

15.2.6 Lease Financing

Lease financing loans are similar to normal loans with regular payments, except that a resid-
ual value of the collateral exists at the end of the lease term. During the term of the lease,
the payment stream can be valued exactly as a consumer loan. The driver of the valuation
of the lease portfolio, however, is the residual value of the assets being financed. Therefore,
careful attention must be paid to the collateral underlying the lease and the assumptions of
residual value.

15.2.7 Nonperforming Loans

Nonperforming loans need to be evaluated on a case-by-case basis because there is no cash
flow to value. An examination of the underlying collateral can gauge the liquidation value
of the loan. This provides a worst-case scenario of the value. Individual analysis may lead
to assumptions of resumed payments that can be valued through discounting.

15.3 TANGIBLE ASSETS IN BANK MERGERS AND ACQUISITIONS

When banks are acquired, the acquisition is seldom a case of a purchase of individual as-
sets. The buyer is interested in the future income-generating capabilities of the bank as a
business entity (the franchise). The quality of the individual assets, however, can be a pri-
mary determinant of that future income. A clean loan portfolio, a well-balanced investment
mix, and efficient fixed assets are all signs of a profitable bank. Consequently, from a busi-
ness decision-making perspective, the value—and corresponding quality of the tangible 
assets—are important factors.

From a tax and accounting perspective, the individual assets and their values are also im-
portant. Purchase price allocations and establishing new depreciable basis of assets are both
critical factors affecting tangible assets in a bank merger or acquisition. These issues are ad-
dressed in Chapter 7.
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CHAPTER 16

Core Deposits as a Special Type 
of Intangible Asset Valuation

The core deposit base is an intangible asset unique to banks. It is usually the single largest
potentially amortizable intangible asset associated with a bank acquisition. Recent tax court
and Supreme Court rulings have made the amortization deduction opportunities clearer, but
the whole issue must still be approached carefully. This chapter presents a variety of issues
related to core deposits as an intangible asset, and some different points of view on defini-
tion and measurement of their value.

16.1 THE CONCEPT OF CORE DEPOSIT BASE AS AN INTANGIBLE
ASSET

Deposits are a liability of a bank, but their existence may create an intangible asset. On the
surface this can appear to be a contradiction, but it is not. Deposits are the lifeblood of a
bank, without which there would be no funds for loans and investments. When a bank is ac-
quired, the buyer receives a built-in base of usually stable customer relationships. This cus-
tomer base has demonstrable economic benefits to the buyer.

Clearly, bankers place value on deposits and depositors. In order to attract depositors,
branches are built and staffed, premiums are offered, and advertising is undertaken. These
activities are all evidence that deposits have value and banks are willing to pay more than
just the interest cost to attract them.

The critical issues associated with core deposits are not related to whether they have eco-
nomic benefit, which they clearly do, but to the measurement of that economic benefit and
determination of whether the customer relationship is a wasting asset—that is, whether it
has a measurable, finite life.

16.2 INTERNAL REVENUE SERVICE POSITION ON CORE DEPOSITS

The IRS historically has challenged the concept that core deposits represent an intangible as-
set separate and distinct from goodwill. The IRS concedes that stable customer relationships



have economic value, but it has historically put forth the theory that they are part of the over-
all goodwill of the bank. In the past, all amortization deductions of core deposits for federal in-
come tax purposes have been challenged. The IRS has spent a great deal of effort attempting
to invalidate the deduction of core deposit value amortization for federal income tax purposes.
Typically, the IRS has focused on these areas to deny the deduction of core deposit value:

• inappropriate deposit types included in core deposit base;

• incorrect alternative funds rates used in cost-savings approaches; and

• faulty statistical data.

The implications of the IRS’s strategy is that buyers who plan to amortize and deduct the
core deposit base premium for federal income tax purposes must have a thorough, well-
documented core deposit valuation methodology and statistical basis.

16.3 IMPORTANT CORE DEPOSIT TAX COURT CASES 

For many years, the idea has been put forth that the core deposit base of an acquired bank
is an intangible asset that could be amortized for federal income tax purposes. The IRS has
challenged such efforts, with the result being a number of cases that give insight into the
thought process and direction of the courts. There are five cases in particular that are im-
portant. Each of these cases is discussed in this section.

16.3.1 The Midlantic Case

The first case, Midlantic,1 involved a purchase and assumption of a failed bank. The tax-
payer argued that the premium paid to acquire a failed bank should not be considered good-
will or going concern value, because the bank was failing. Only the right to solicit deposi-
tors of the former bank should be considered an intangible asset. The tax court held that this
right to solicit was an intangible asset with a limited useful life and was, therefore, amor-
tizable. Midlantic was not definitive because it involved a failed bank and was not consid-
ered applicable to voluntary combinations of healthy banks.

16.3.2 The Banc One Case

The second important case, Banc One,2 was a 1985 case involving several issues that af-
fected the purchase price allocation, some of which were related to core deposit value.
Other issues involved the valuing of goodwill and other unrecorded intangible assets. Al-
though the ruling went against the taxpayer, the tax court’s reasoning offered positive indi-
cations that it believed that core deposits could exist as an amortizable intangible asset.

In 1973 and 1974, through cash transactions Banc One Corporation acquired the assets
and assumed the liabilities of two banks. In both cases, the purchase price was allocated to
the acquired net assets using a second tier approach (a technique that is no longer available
for tax valuations). Initially, Banc One did not value the deposit base but did allocate a por-
tion of the purchase price to a loan premium. During litigation in 1984, Banc One amended
its petition in order to claim that it acquired an amortizable deposit premium. The IRS
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agreed that core deposits possessed a value, but argued that the value was inseparable from
nonamortizable goodwill and that the deposit base is self-regenerative—that it is not a wast-
ing asset—and thus its useful life could not be determined.

The important aspect of this case, with respect to core deposits, is the reason for the court’s
ruling against Banc One. Amortization for tax purposes was denied not because the tax court
believed core deposits were, across the board, inseparable from goodwill, but because the court
believed the methodology used by Banc One’s appraiser to establish useful life was improper.
Facts after the date of acquisition were used to establish the life of the deposits acquired in 1973
and 1974. The tax court stated that because the life of the deposit base was established based
on data after the close of the tax year in which the acquisition occurred (and therefore improp-
erly established), there was no need to rule whether the value of deposits were or were not sep-
arable from goodwill. The court’s reasoning was such that the issue of whether or not a defi-
nite life existed was not decided. Some observers felt that had the court believed core deposit
value was not separable from goodwill, it would have based its ruling on that determination.

16.3.3 The AmSouth Case

The third important case, AmSouth,3 was decided in favor of the IRS on February 25, 1988.
The court held that AmSouth had not demonstrated that the value of the acquired core de-
posit was separate and distinct from goodwill. Therefore, the value of the core deposit re-
lationship was not amortizable and thus not deductible for federal income tax purposes.

In February 1979, AmSouth Bancorporation acquired the assets and assumed the liabil-
ities of the Bank of East Alabama (BEA), with a premium paid of $4.8 million. At the time
of the acquisition, BEA was having financial difficulties and capital adequacy problems.
Nonetheless, BEA was not in immediate danger of failing nor had it experienced a deposit
outflow. In fact, deposits were still growing at a modest rate.

In 1977, the Board of Directors of BEA decided to sell the bank, and on December 30,
1977, it was announced that AmSouth agreed to purchase the assets and assume the liabil-
ities of BEA. The acquisition was finalized in February 1979.

On June 12, 1978, BEA signed the merger agreement with AmSouth. This agreement
contained the purchase price, but did not allocate that price to specific assets or liabilities.
An Agreement of Purchase was signed on August 25, 1978, which allocated to goodwill
$1.7 million of the $4.8 million purchase price. On February 25, 1979 the final purchase
agreement was signed, which assigned $1,679,045 of the purchase price to customer de-
posit base with no allocation to goodwill.

The $1,679,045 customer deposit base figure was arrived at by the residual method. 
AmSouth first allocated the purchase price to the fixed assets, the loan portfolio, the in-
vestment portfolio, cash, and other assets. The amount of liabilities assumed was then de-
ducted from the value of the assets to arrive at a net tangible asset figure of $3,120,955. The
entire excess of $1,679,045 (the residual) of the purchase price ($4,800,000) over the value
of net tangible assets ($3,120,955) was assigned to core deposit value. To arrive at net tan-
gible asset value, the book values of loans were used; no fair market value calculations were
made. Moreover, it is not clear whether any assets were revalued to market or if only the
book values were used. AmSouth did not perform, or have performed, a valuation of the
core deposit base prior to or at the time of the acquisition. After the amortization deduction
was challenged, AmSouth retained two appraisal firms to value the customer deposit base
independently. The results of these valuations were used in the AmSouth case.
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One appraisal firm valued the deposit base at $3.1 million as of December 31, 1987
(rather than the February 28, 1979 acquisition date) with a remaining life of 40 years for
the business customers and 25 years for individual customers. All deposits were valued, in-
cluding jumbo CDs (those over $100,000). The appraisal firm determined the value of the
deposits by calculating the difference in the marginal cost of deposits for AmSouth and the
actual cost of deposits for BEA. This difference was multiplied by the projected average
balances of the customer deposit base over its estimated remaining useful life.

The second appraisal firm estimated the deposit base value at $3.0 million (also as of
December 31, 1987) with a useful life of 40 years. This value was derived by calculating
the present value of the projected net income to be obtained from that part of the acquired
deposit base that remained in each successive year over its useful life. This net income was
determined to be the difference between the cost of the deposits and the income derived
from investing those deposits in typical bank assets.

Both appraisal firms estimated the remaining useful life by analyzing closed account his-
tory. Also, both used a “snapshot” approach that assumed that all deposits remain at their
current balances until closed, and that deposit relationships do not provide value in the form
of cross-selling opportunities.

AmSouth presented several arguments to support its amortization claim. The major one,
however, was the assertion that BEA had no goodwill because it was in financial difficulty
at the time of the acquisition and there had been negative publicity about certain activities
of its past president. AmSouth cited the Midlantic case as support. The court disagreed be-
cause BEA did not fail (as was the situation in the Midlantic case) and, in fact, had contin-
ued to experience deposit growth. Although the court decided the AmSouth case on fairly
narrow grounds, a number of aspects of the case, summarized below, probably diminished
AmSouth’s position.

• In the final purchase agreement, AmSouth allocated nothing to goodwill even though
BEA was solvent and had continual deposit growth.

• The purchase agreement included a value for core deposits, but this value was not sup-
ported by any valuation procedure undertaken before the acquisition. The core deposit
value was not part of the determination of purchase price, but was the leftover between
price and net tangible asset value (the residual method).

• AmSouth used two appraisal firms that employed substantially different approaches yet
arrived at approximately the same values after several revisions. The credibility of these
valuations was suspect.

• All deposits, not just core deposits, were included in the valuation.

• AmSouth failed to revise the values of all assets as required by APB 16 and 17—instead,
the bank used book values for all acquired assets.

• The two appraisal firms’ values were much higher than AmSouth’s original core deposits
value estimate. AmSouth should have proportionately reduced the value of other assets
to ensure no negative goodwill.

In the end, the court did not explicitly state that core deposits in general do not have value
separate from goodwill. It only held that AmSouth had not demonstrated that the deposits
of BEA it acquired had value separate and distinct from goodwill. The conclusion from a
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number of observers was that the unsupported valuation and less-than-comprehensive doc-
umentation were the main reasons for the unfavorable ruling.

16.3.4 The Citizens & Southern Case

The fourth major case related to core deposits is Citizens & Southern (C&S).4 In this case,
the court ruled on September 6, 1988 that C&S had demonstrated that the value of acquired
core deposits was separate and distinct from goodwill, thereby permitting C&S to amortize
the cost of the core deposits.

Beginning in the late 1950s, C&S developed close relationships with a number of banks
located throughout Georgia. These correspondent associates, as they were known, utilized
certain operational and banking services of C&S, and in some cases they used the C&S
name. During 1981 and 1982 C&S acquired nine of these correspondent associates, and af-
ter the acquisition conducted business in substantially the same manner as before. C&S paid
a premium of $52 million (for all nine banks) of which $42 million was allocated to the core
deposit base and $10 million to goodwill.

To establish the purchase price, C&S used a computer acquisition model developed by
its finance staff. This model projected future dividend potential, then discounted those div-
idends to present value to arrive at acquisition value. An integral part of the projections was
the funding provided by core deposits, which was shown separately in the model. While the
model did not explicitly value the core deposits, when assumptions of greater core deposit
funding were made the model did produce higher value estimates, all other assumptions be-
ing the same.

C&S acquired the nine banks in taxable mergers or stock purchases that constituted tax-
able asset purchases for federal income tax purposes. C&S allocated the purchase price of
the acquired banks in a manner consistent with generally accepted accounting principles
(GAAP). The fair market values of the loan and investment portfolios were determined,
the intangible assets other than core deposits were valued at cost, and the deposit base was
valued and classified as a separately identifiable intangible asset. Goodwill was calculated
as the excess of the purchase price over the value of net tangible and identifiable intangi-
ble assets.

The valuation of the core deposit base was thoroughly prepared and became crucial to
the favorable ruling C&S received. C&S included only transaction accounts (DDA and
NOWs), regular savings, and time deposit open accounts (TDOAs). All of these accounts
represented deposits that were relatively low cost funds, reasonably stable over time, and
more or less insensitive to interest rate changes.

The C&S valuation considered only those accounts that existed at the time of valuation,
and reflected market information and conditions at the time. These valuations were com-
pleted prior to the acquisition date.

An income approach was used by C&S to value the core deposits (described in detail
later in this chapter). The steps C&S used were:

• Determine account survival probabilities by examining the past rate of closure of deposit
accounts. (C&S used actual account closure data, for each type of account, for each ac-
quired bank.)
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• Project net investable balances (net of reserves and float) of each type of account open at
each year into the future.

• Calculate expected income on deposits by multiplying the spread (interest earnings and
service charge income less interest and operating cost on the deposits) by the net in-
vestable balances. The interest earnings assumed the funds would be invested in loans.
Service charge income was estimated based on the acquired banks’ records and Federal
Reserve Functional Cost Analysis data. The cost of deposits included both the interest ex-
pense if any and the overhead costs required to service accounts.

• Discount projected income to present value. (C&S used the yield on the acquired banks’
loan portfolios as the discount rate, a relatively conservative approach.)

The appraiser retained by C&S also used the cost savings approach to core deposit value
estimation. This approach measured the value of an asset as the present value of the differ-
ence between the ongoing cost of the asset and its market rate alternative. The appraiser
used the rate on insured CDs as the market alternative, another conservative approach. The
value of the core deposit base using the cost savings approach was $34 million (versus the
$42 million using the income approach).

To derive the annual depreciation deduction, C&S computed the present value at the ac-
quisition date of the projected income for the taxable year. Since deposit accounts tend to
run off faster in early years, the net effect is that C&S was able to take greater deductions
in early years than would be possible with straight-line amortization.

C&S presented a number of circumstances and facts that led to the ruling in its favor,
and that made the case substantially different from AmSouth or Banc One.

• C&S made it clear through documentation that its primary motivation for the acquisition
was to garner deposits.

• C&S contended that under GAAP, deposit base is recognized as being separate from
goodwill (APB Opinion No. 17 and FASB 72).

• C&S claimed that there were reliable techniques to value core deposits and estimate their
useful life.

• Allocations to core deposits were made prior to the acquisitions and became an integral
part of the pricing process (and there was ample evidence to prove this).

• C&S used only true core deposits in its valuation.

• All core deposit accounts were examined in the valuation, not just a sample of accounts.

• The life of the core deposit base at each acquired bank was estimated based on the ac-
tual history of that bank. Moreover, C&S used an independent competent statistician 
to establish the deposit lines and conducted follow-up studies that corroborated the 
projections.

In general, the process used by C&S was thoroughly documented and well thought out, and
these facts were essential in the favorable ruling it received.

One important issue that was decided by the court in the C&S case was that of valuation
methodology. Both an income and cost savings approach were used to value the acquired
core deposits. The IRS claimed that by using the income approach to value the core deposit
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intangible asset, C&S allocated the purchase price to the earning assets twice. The IRS’s
reasoning was as follows:

• C&S valued the loans and investments (the earning assets) of the nine acquired banks
based on the present value of the income stream they were expected to generate—interest
income from the earning assets less cost of funding.

• C&S calculated the value of the deposit base as the present value of the income stream
the deposits could generate by being invested in earning assets.

• C&S assumed that all core deposits were immediately available for investment, but in re-
ality C&S could only invest the core deposits already funding earning assets only when
those earning assets matured or rolled off.

• Therefore, C&S should have adjusted the core deposit base by that portion that was in-
vested in earning assets it had previously valued.

The court agreed with this logic and held that the income approach was not proper, and that
the cost savings approach was the correct valuation method to be used.

Another key issue decided in the C&S case was the basis of the amortization deduction.
IRC Section 167(c) indicates that straight-line depreciation is the only method available for
intangible assets. In the C&S case, however, the court held that the evidence supported an
accelerated method because it was shown that the deposit base does decline more rapidly
in the early years after an acquisition. The court agreed that the amount of depreciation is
equal to the present value, on the acquisition date, of the projected cost savings for each tax-
able year.

16.3.5 The Newark Morning Ledger Case

Another recent case applicable to core deposit valuation is the Newark Morning Ledger.5

On April 20, 1993, the Supreme Court overturned an appeals court ruling that assets such
as customer lists should be classified as goodwill and not be deductible for tax purposes. In
a 5–4 ruling the court reaffirmed that an intangible asset can be depreciated for federal in-
come tax purposes if it can be valued and has a limited useful life that can be measured with
reasonable accuracy. 

In 1976 The Herald Company (later acquired by the Newark Morning Ledger Company)
purchased the outstanding shares of Booth Newspapers, Inc. As a taxable transaction, The
Herald Company allocated its adjusted income tax basis in the Booth shares among the as-
sets that were acquired. Among the assets identified and valued was the “paid subscriber”
list, valued at $67.8 million based on the estimate of future value derived from the identi-
fied subscribers of Booth’s eight newspapers. The IRS denied the claimed depreciation de-
duction on the ground that the concept of a paid subscriber was indistinguishable from
goodwill, and therefore not depreciable.

The IRS did not contest the estimate of useful life or the assumptions underlying The
Herald Company’s estimate of value using the income approach (the present value of sub-
scription revenue stream less the cost of collecting those subscriptions). The IRS claimed
that the value of an acquired paid subscriber list is only the cost of replacing them with an
equal number of new subscribers (estimated by the IRS at $3 million), and that asset is still
indistinguishable from goodwill.
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The Supreme Court held for the Newark Morning Ledger (as successor to The Herald
Company) by stating that the company proved that a paid subscriber list is an intangible as-
set with an ascertainable value and a limited useful life that can be measured with reason-
able accuracy. The court also stated that The Herald Company proved that the asset is not
self-regenerating; rather, it wastes as a finite number of subscriptions are canceled.

The importance of this case cannot be overstated as a foundation to deduct core deposit
value for tax purposes. Nonetheless, the case did not relieve the taxpayer of the responsi-
bility to properly value the intangible asset and estimate its useful life with reasonable ac-
curacy. In fact it reemphasized the need for solid, well-documented valuation work.

Another aspect of Newark Morning Ledger that is relevant to bank core deposit valua-
tions is the court’s implied support of the income approach. While it did not explicitly rule
for this particular method, it did state that the value was more than the cost of generating
new customer names. Had the method of valuation been in question, the court could have
allowed a deduction on just the $3 million value the government placed on the “paid sub-
scriber” list.

16.4 DEPOSITS TO BE INCLUDED IN VALUATION

There appears to be less than complete agreement among regulators as to which deposit ac-
counts should be considered core. The Office of the Comptroller of the Currency (OCC) de-
fines core deposits as the base of demand and savings accounts that—while usually not
legally restricted—the bank can expect to maintain for an extended period of years because
of generally stable relationships. While CDs are not explicitly listed, the Citizens & South-
ern case seems to support the exclusion of CDs in the core deposit base. The specific types
of deposit accounts to be considered core at a given bank should be evaluated on an indi-
vidual basis. The safest approach appears to be to include only noninterest-bearing DDA,
NOWs, and savings in the core deposit base value calculations.

16.5 ALTERNATIVE APPROACHES TO VALUING A CORE DEPOSIT
BASE

As with other types of assets, there are several ways to approach the valuation of a core de-
posit base. Each approach has advantages and disadvantages, as well as practical limita-
tions. Moreover, the Citizens & Southern and Newark Morning Ledger cases demonstrated
that the court favored the cost savings approach over others. Nonetheless, three possible ap-
proaches to core deposit valuation are described below. Applications of the techniques are
described later in this chapter.

16.5.1 Historical Development Cost Approach

One possible way to establish the value of a core deposit base is to determine the costs ac-
tually incurred to attract those deposits—the amount spent, for example, on branches, ad-
vertising, and so on. This approach is analogous to the cost approach to valuing assets de-
scribed in Chapter 6.
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The historical development cost approach presents some very serious practical difficul-
ties. Assigning historical costs incurred to attract core deposits, as opposed to the attraction
of other types of business, is virtually impossible. Even for banks that have excellent cost
accounting and management information systems, identifying the relationship between cer-
tain costs and resulting depositor relationships would be suspect at best. Consequently, es-
tablishing core deposit value based on historical development costs is rarely, if ever, used.

Another problem with the historical development cost approach is that a bank has al-
ready deducted, for tax purposes, the cost of acquiring deposits as part of normal operating
expenses. Therefore, to reflect those acquisition costs in determining core deposit value for
tax purposes may imply double counting of those expenses. In general, the valuation of a
core deposit base using historical costs should be avoided.

16.5.2 Cost Savings Approach

Conceptually, the cost savings approach to core deposit valuation is based on the premise
that the deposits being acquired have value because the cost of alternative funding is higher.
The most supportable alternative funding to use to make this comparison is usually retail
CDs (as was used in the successful Citizens & Southern case). The alternative funding rate
would include the interest cost and maintenance expenses of CDs.

The cost savings approach to valuing the core deposit base is approached in much the
same way that an investment is valued, except that when an investment is valued, cash in-
flows are discounted to present value, whereas when a deposit base is valued the cash out-
flows are discounted. These cash outflows associated with the deposits include the interest
costs on the deposits, the maintenance costs (net of any fees), and the runoff of the deposits
themselves. These future outflows are discounted at a market rate of interest that reflects
the yield curve for the alternative source of funds (for example, CDs) at the time of the val-
uation. The difference between the actual level of the deposits acquired and the net present
value of discounted future cash outflows is the value benefit of the deposit base.

A practical problem arises in that a yield curve on retail CDs is normally not available.
A reasonable assumption to make is that the shape of the CD yield curve is the same as the
shape of the yield curve of zero-coupon Treasury instruments. Another reasonable as-
sumption is that the difference in the rates between zero-coupon Treasury instruments and
CDs at any point on the yield curve is equal to the maintenance cost of those CDs.6 There-
fore, the total of CD interest and maintenance costs would equal the rate on zero-coupon
Treasury instruments. Consequently, using this yield curve to discount future cash outflows
from the acquired deposit base is a reasonable and supportable assumption.

16.5.3 Future Income Approach

A third technique of core deposit valuation is the future income approach. This technique
establishes value based on the difference between the cost of deposits (both interest and
maintenance) and the income generated by using those deposits to make loans and invest-
ments, as well as fees from deposit accounts. The weakness in this approach, as shown in
the Citizens & Southern case, is the potential for double counting of value.

The future income approach starts with the interest income generated by earning assets
(mostly loans and investments), minus the interest costs associated with the deposits fund-
ing those earning assets. The result is net interest income. Any fee and service charge in-

378 Core Deposits as a Special Type of Intangible Asset Valuation



come associated with the deposits is added, then the maintenance expenses associated with
the deposits are subtracted. Finally, taxes are subtracted. The net income for each year is
then discounted to present value. The resulting figure is the value of the core deposit base
to the owner.

The discount rate used to convert future income flows to present value must reflect the
riskiness of the business of taking deposits and making loans. Consequently, there are risks
with the deposits and the loans. The selection of a discount rate would follow the proce-
dures described in Chapter 6 and would be analogous to discounting the future income of
a business as described in Chapter 14.

Establishing value based on future income is often the most complex and difficult ap-
proach, because various operations and maintenance expenses must be assigned to earning
assets and deposits. Without a good cost accounting or product profitability system, this
cost assignment can be difficult.

It should be noted that the future income approach may not be the most supportable
technique for establishing a tax basis, but it can be a good way to establish acquisition value.
When a bank is considering the acquisition of a branch, the better way to establish the eco-
nomic value of the deposits to be assumed (as opposed to the tax value) is probably the in-
come approach.

16.6 CORE DEPOSIT BASE LIFE ESTIMATION

Irrespective of which approach to valuation is used, establishing a life of the core deposit
base is the most essential element of the valuation process if this asset is to be considered
as an amortizable intangible asset by the IRS. Without an accurate estimate of useful life,
the value of the core deposit base may be treated no differently, for tax purposes, than good-
will. Consequently, it is very important that the life of the deposit base be established with
reasonable accuracy.

In general, to establish the life of the acquired deposit base it is best to use the actual ex-
perience of the bank being acquired. Use of industry or peer group averages may be rea-
sonable, but it is less supportable if challenged by the IRS. The completeness and accuracy
of records maintained by the bank will, to a great extent, determine how much reliance must
be placed on industry data. For the discussion that follows, it is assumed that the necessary
information is available from automated and/or manual sources at the bank.

16.6.1 Historical Retention

The initial step in lifing a core deposit base is to quantify the historical retention rate for
each type of core deposit account (DDA, savings, and so on). This retention rate, sometimes
called a survival rate, can be defined as the percent of accounts for each deposit type open
at the beginning of a year that will still be open at the end of that year.

One method to quantify historical retention rates is to construct a table similar to that
shown in Exhibit 16.1. The first step in constructing such a table is to start with a base year
(1995 in this example) and find the number of accounts active at year end (1,000 in this ex-
ample). These are the base year accounts. The next step is to determine the number of base
year accounts that were still open one year later, two years later, three years later, and so on.
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In the example, of the 1,000 base year accounts, 690 were still active one year later, 518 two
years later, 400 three years later, and 350 four years later. In 1996, 360 accounts were opened
during the year and remained open at year end. Of those 360, 234 were still open one year
later, 176 two years later, and 135 three years later. A similar pattern can be developed for
the 548 accounts opened in 1997, the 429 opened in 1998, and the 419 opened in 1999.

Using this table, the retention rate for first year accounts can be computed (it is 67.9 per-
cent in this example with the calculations shown at the bottom of the exhibit). This figure
means that if an account is open less than one year, there is a 67.9 percent chance it will
stay open another year. If an account has been open between one and two years, there is a
76.8 percent chance it will stay open another year. If an account has been open between two
and three years, the chance that it will stay open an additional year increases to 77.0 per-
cent. Over three years, the retention rate is 87.5 percent. A higher retention rate as an ac-
count ages is common. Bankers have long recognized that the longer a customer has been
with the bank, the less likely it is that he or she will leave during a given year.

If historical records are available in automated form, it is easier to apply this technique.
Special computer programs may be necessary to extract the data from historical records, but
basic data should be available. The problem arises when records are in manual form or non-
existent. Such situations must be assessed on a case-by-case basis to determine if a sam-
pling of accounts is possible or if less historical information provides a sufficient basis for
estimating retention rates.

There are several typical deficiencies in data availability likely to be found. The most
common among smaller banks is the lack of historical account data in machine-readable
form. Normally, the information on active accounts is available. The problem arises in
tracking accounts that have been opened and already closed during the four- or five-year-
long historical period being studied.

One technique to determine the active or closed status of accounts is to examine the year-
end trial balances for each account type. If accounts are opened and numbered sequentially
(that is, if the latest account has the highest account number), it is relatively easy to deter-
mine the number of accounts opened during a year:

new accounts during year7 �
last account no. this year � first account no. this year

This figure is then subtracted from the number of active accounts at the end of the year.
The difference is the number of accounts retained. For example, suppose there were 1,000
accounts active at the beginning of a year, and through examination of account number se-
quence it is found that 400 new accounts were opened, and from the trial balance report it
is known that there were 1,090 accounts active at the end of the year. The number of the
original 1,000 accounts retained would be 690 (1,090 � 400).

The second and subsequent years become somewhat more complex because multiple
years and multiple groups of account numbers are tracked. The basic approach, however, is
the same.

Another common data deficiency occurs when a bank has changed data processing 
systems. Occasionally, the data can be reconstructed using various conversion programs. If not,
it may be necessary to take a sample of accounts and track manually, or use less historical data.

There are a number of ways to establish the life of a core deposit base. The method de-
scribed is one of those ways. If the historical information is available, construction of a table

16.6 Core Deposit Base Life Estimation 381



showing the accounts open by age group is an excellent technique to establish the retention
rates for the bank being analyzed. This analysis provides a basis for estimating the likely
retention of the acquired deposit accounts.

16.6.2 Projected Lifing of Acquired Core Deposit Accounts

Based on the retention rates computed from historical data, it is possible to project the run-
off of the acquired deposit accounts. The age distribution of those acquired accounts is de-
termined based on account opening dates. The number of accounts in each age group (0 to
1 years, 1 to 2, and so on) form the beginning of the account retention projection.

As shown in Exhibit 16.2, the 1,500 accounts acquired in 1999 are distributed in five age
groups; 419 were under a year old, 300 were 1 to 2 years old, 296 were 2 to 3 years old, 135
were 3 to 4 years old, and 350 were over 5 years old. At the end of 2000, the projected num-
ber of accounts that will be retained is computed based on the historical retention rates. For
example, of the 419 acquired accounts that were less than one year old, at year end 1999, 67.9
percent (285) will be retained to year end 2000. During 2001, those 285 accounts that will then
be one to two years old will be retained at a rate of 76.8 percent (ending with 219). During
2002, those 219 accounts which are now two to three years old will be retained at a rate of 77
percent (ending with 169). During 2003, the 169 accounts will be retained at a rate of 87.5 per-
cent (ending 1998 with 148 accounts). The retention rate then stabilizes at 87.5 percent.

The same process is undertaken for each account age group, except that acquired deposit
accounts that are one to two years old begin with the 76.8 percent retention rate, accounts
two to three years old begin at 77.0 percent, and accounts over three years old begin at 87.5
percent.

The net result of these calculations is a projection of the number of acquired accounts re-
maining active at the end of each year (the column titled Total Acquired Accounts in Exhibit
16.2). When the number of accounts still open reaches about 5 percent of the original group (in
this example, 75 accounts) it is assumed that the next year the remaining accounts run off.

The final step is to compute the average number of accounts open during each future
year. This average is calculated as the midpoint between two year-end figures. This method
of calculating the average implicitly assumes accounts are closed at a fairly constant rate
during a year. Under most conditions this is a reasonable assumption.

16.7 APPLICATION OF THE COST SAVINGS APPROACH

As described previously, the most supportable way to measure the value of a core deposit
base is to gauge the differential between the costs associated with the core deposits and the
costs of alternative funding at market rates. The discussion below uses the data from the
preceding example to illustrate how the cost savings approach can be applied.

The cost savings approach is similar in concept to the valuation of a bond, except that in
the case of deposits, the amount of the deposit base originally acquired is compared with
the future cash outflows (principal, interest and maintenance costs net of fees) associated
with that deposit base. Exhibit 16.3 shows an illustration of the calculations.

The first step is to determine the volume of the originally acquired deposits retained at
the end of each year through the life of that deposit base. This is based on the average num-
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ber of accounts open during the year multiplied by the average balances (Results of that cal-
culation are shown in column one of Exhibit 16.3, using the data from Exhibit 16.2.)

The next step is to determine the cash outflows associated with the deposits. The inter-
est costs in this example are assumed to be 6.5 percent of deposits during the year (results
shown in column 2). Maintenance costs are based on Federal Reserves Functional Cost
Analysis figures at 200 basis points (2 percent) of deposits (results shown in column 3).
Runoff is simply the reduction in deposit balances during the year (balances during pre-
ceding year less balances during current year, results in column 4). The total outflows (col-
umn 5) are discounted at the rate on zero-coupon Treasury instruments (usually the aver-
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Exhibit 16.3 Illustration of Cost Savings Approach to Valuation of Core Deposit Base
(Rounded to $000, using data from Exhibit 16.2)

Average
Deposits
During
Year Cash Outflows Associated Deposits Discounted
From Value of

Acquired Mainte- Discount Cash
Year Accts1 Interest2 nance3 Runoff Total Rate4 Outflow

2000 $2,721 $177 $54 $279 $510 7.85% $ 472
2001 2,219 144 44 502 690 8.05% 591
2002 1,902 124 38 317 479 8.16% 379
2003 1,681 109 34 221 368 8.17% 269
2004 1,487 97 30 194 321 8.17% 217
2005 1,332 87 27 155 269 8.23% 167
2006 1,191 77 24 141 242 8.26% 139
2007 1,065 69 21 126 216 8.30% 114
2008 953 62 19 112 193 8.34% 94
2009 847 55 17 106 178 8.35% 80
2010 754 49 15 93 157 8.37% 65
2011 674 44 13 80 137 8.39% 52
2012 601 39 12 73 124 8.40% 43
2013 536 35 11 65 111 8.41% 36
2014 479 31 10 57 98 8.41% 29
2015 429 28 9 50 87 8.40% 24
2016 381 25 8 48 81 8.41% 21
2017 340 22 7 41 70 8.41% 16
2018 304 20 6 36 69 8.39% 15
2019 271 18 5 33 56 8.35% 11
2020 242 16 5 29 50 8.35% 9
2021 115 7 2 127 136 8.33% 23

TOTAL $2,866

CORE DEPOSIT VALUE �
DEPOSITS ACQUIRED ($3,000) � DISCOUNTED VALUE OF OUTFLOW ($2,866) � $134 (4.5% PREMIUM).

1Average number of accounts that were open during year times average balance (from Exhibit 16.2).
2At 6.5%.
3At 2% of balances, per Fed Functional Cost Analysis, for regular savings.
4Using a yield curve on zero-coupon 30-year U.S. Government instruments.



age of the four quarterly rates for the year being discounted). The sum of these discounted
values ($2,866,000) is subtracted from the deposits acquired ($3,000,000) to arrive at the
deposit base value ($134,000).

The cost savings approach to core deposit base valuation can be difficult to understand.
To address this difficulty, it is useful to think of two streams of cash that a bank will have
to pay out over some period of time. The first stream of cash outflow is that which the bank
will pay to the depositors who own the deposits being acquired (column 5 in Exhibit 16.3).
The bank has acquired a liability with a book value of $3,000,000, but because the payout
occurs over time the value of the liability is less than $3,000,000 even considering interest
and maintenance costs.

The second stream of cash outflow to think of is one associated with the payout on a port-
folio of CDs paying market rates and having the exact same runoff characteristics as the de-
posit base which was acquired. Since it is assumed that the cost of alternative funding at mar-
ket rates is equal to the cost of CDs, the net present value of that portfolio of CDs (including
interest and maintenance) will be enough to replace the acquired deposits ($3,000,000).

Returning to the first stream of cash, those future outflows are discounted to present
value at a rate that reflects only the risk of the future cash outflows. The yields on zero-
coupon Treasury instruments are an excellent proxy for the market’s assessment of future
investment income risk at a specific point in time. Using these rates, the net present value
of the future cash outflows can be computed (in the example, $2,866,000).

The present value of the future liability of the bank for the deposits it acquired is
$2,866,000. The present value of an alternative source of funding liabilities at market rates
is $3,000,000. The difference between these two represents the advantage to the bank of be-
ing able to use core deposits instead of market rate alternatives. Consequently, the value of
those core deposits is equal to that advantage, or $134,000.

16.8 APPLICATION OF THE FUTURE INCOME APPROACH

The future income approach to valuing a core deposit base requires three steps:

1. Determine the earnings per acquired account based on the interest expense and oper-
ating costs associated with each account.

2. Project the total earnings from all acquired accounts as they run off over the average
life of the account base.

3. Compute the value of the deposit base by discounting the future earnings to present value.

Each of these three steps is described below.

16.8.1 Earnings Per Account Calculation

The fundamental basis of the future income approach is that deposits are invested in interest-
bearing assets. Consequently, the first step is to calculate how much is earned from each
dollar of deposit that is invested. The procedure below explains the after-tax earnings gen-
erated by one hundred dollars of deposits (assuming same type of savings deposit base as
in the cost savings example).
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1. Gross deposit received of $100.00

2. Minus reserves and float of $5.00

3. Equals net investable deposits of $95.00

4. Multiplied by yield on earning assets of 8.16 percent equals $7.75

5. Minus interest expense on gross deposit of 4.0 percent equals $3.95

6. Minus operations costs of $2.00 equals $1.95

7. Minus taxes of $.68

8. Equals after-tax earnings on deposit of $1.27 (1.27 percent)

The foundation of the future income approach becomes the 1.27 percent after-tax earnings
rate on deposits.
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Exhibit 16.4 Calculation of Core Deposit Base Value Using Income Approach (Rounded to
$000, using data from Exhibit 16.2)

Average
Deposits During Discounted

Year From After Tax Discount Value of
Year Acquired Accts1 Income2 Rate3 Income

2000 $2,721 $34 12% $ 30
2001 2,219 28 12% 22
2002 1,902 24 12% 17
2003 1,681 21 12% 13
2004 1,487 19 12% 11
2005 1,332 17 12% 9
2006 1,191 15 12% 7
2007 1,065 14 12% 6
2008 953 12 12% 4
2009 847 11 12% 4
2010 754 10 12% 3
2011 674 9 12% 2
2012 601 8 12% 2
2013 536 7 12% 1
2014 479 6 12% 1
2015 429 5 12% 1
2016 381 4 12% 1
2017 340 4 12% 1
2018 304 4 12% .5
2019 271 3 12% .3
2020 242 3 12% .3
2021 115 1 12% .1

$136

1Average number of accounts open during year times average balance (from Exhibit 16.2).
2At 1.27%, as described in text.
3The 12% discount rate reflects what a bank would expect to apply to a comparable business that takes deposits
and makes loans. This is fundamentally different from the discount rate used in the cost savings approach to val-
uation, and will not be the same.



16.8.2 Projection of Earnings from Acquired Deposit Base

Once the percent return from each deposit account type is calculated, the future earnings of
the acquired deposit base can be computed. Exhibit 16.4 illustrates the earnings calculation.
The average number of accounts is multiplied by the average balance (which results in to-
tal deposit balances). The after-tax income percent (1.27 percent) is applied, resulting in the
earnings attributable to the acquired deposits each year over the life of the deposit base.

16.8.3 Computation of Deposit Base Value

The value of the deposit base under the future income approach is the net present value of
the after-tax income attributable to the acquired deposits. Applying a 12 percent discount
rate, the net present value of all after-tax income shown in Exhibit 16.4 is about $136,000—
a 4.5 percent premium. This is the value of the acquired deposit accounts (for that one type
of account) to the buyer.

Notice that in the income approach a discount rate of 12 percent was used, but for the
cost savings the discount rate used was based on the yield curve for zero-coupon Treasury
securities. The main difference is that the 12 percent reflects what a bank would apply to a
comparable business taking deposits. Consequently, there is a risk factor associated with
the business activity in addition to the normal time value of money reflected in the yield
curve of zero-coupon Treasury securities.

The core deposit value by the cost savings approach was $134,000. By the future income
approach, the value was estimated at $136,000. As with the valuation of any asset, differ-
ent approaches will yield different results. In general, it is unlikely that two different ap-
proaches to core deposit value will result in estimates that are this close to one another.

ENDNOTES
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6. The economic argument underlying this assumption is based on the principle of substitution. If
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with the customer for other product sales, but it is a supportable and reasonable assumption.
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CHAPTER 17

Derivative Financial Instruments

Derivative financial instruments have grown rapidly because of the dynamics of the global
financial markets, the ever-lasting fluctuation in interest and currency exchange rates, the
complexity of financial engineering, and their potential profitability. Commercial banks in
the United States reported outstanding derivatives contracts with a national value of $33
trillion in 1999. The trend in derivatives transactions shows a steady growth of about 20 per-
cent compound annual rate increase since 1990. Of the $33 trillion reported outstanding de-
rivatives national value, only four trillion were exchange-traded derivatives, and the re-
mainder were off-exchange or over-the-counter (OTC) derivatives.1 Derivatives are defined
as any financial instruments or other contracts (e.g, futures, forwards, options, swaptions,
caps, collars, and floors) with one or more underlyings (e.g., interest rate, index security
price, commodity price, foreign exchange rate, or some other variables) with one or more
notional amounts or payment provisions or both (e.g., face amount expressed in currency
units, number of shares, bushels, pounds, or other units specified in the contract). Key ele-
ments of this definition are “underlying,” “notional amount,” and “payment provision.” An
underlying is a specified interest rate, security price, commodity price, foreign exchange
rate, or some other variable or index whose market movements cause the fair market value
or cash flows of a derivative to fluctuate. A notional amount is a number of currency units,
shares, bushels, pounds, or other units specified in the contract that determines the size of
the change caused by the movement of the underlying. The underlying and notional amount
typically determine the amount of settlement and whether or not a settlement is required in
most cases. A payment provision determines a fixed or determinable settlement that is to be
made if the underlying behaves in a certain manner. A net settlement indicates that a deriv-
ative can be settled in cash rather than the delivery of the underlying item. 

Derivatives typically derive their value from underlying traditional financial instru-
ments. Participants in derivative markets (e.g., dealers, financial institutions, business firms,
mutual and pension funds, state and local governments) use derivatives for a number of rea-
sons, including risk management purposes and speculation activities. The widespread use
of derivatives, coupled with the concerns raised by the financial community regarding com-
plexities, risks, failures, and insufficient measurement, recognition, and disclosures of de-
rivative transactions, has caused regulators and the accounting profession to issue authori-
tative guidelines on derivatives. 

Derivatives have been used for: (1) managing financial risks; (2) speculating on the price
of financial instruments; (3) reducing the cost of raising capital; (4) earning higher invest-



ment returns; (5) adjusting investment portfolios to take advantage of miss-pricing between
stock baskets and stock index futures; and (6) combining derivatives with other financial
instruments to create new and more powerful financial products. Most commonly, active
end-users of derivatives are financial institutions, mutual funds, pension funds, and com-
mercial firms. Derivatives are being traded through both organized exchanges and over-the-
counter and their “notional value” exceeds the estimated total value of the world’s bonds
and stocks. Exchange-traded derivatives are typically more standardized and offer greater
liquidity than OTC derivatives which are individually arranged contracts. Most of the risk
associated with exchange-traded derivatives is market risk rather than credit risk. OTC de-
rivatives are privately-traded instruments which are customized to meet specific needs and
for which the counterparty is not an organized exchange. 

Derivative transactions have grown significantly in volume and complexity from the tra-
ditional interest rate and currency swaps to more sophisticated, computer-driven risk man-
agement derivatives. This ever-increasing use of derivatives and recent losses by some de-
rivatives end-users have raised numerous issues of concern among regulators, the financial
community, and the accounting profession as to the appropriate use, proper risk assessment,
and adequate disclosures of derivative transactions by both issuers and end-users of these
financial products. Improved oversight by regulators and new accounting standards by the
accounting profession have been suggested as a means of addressing these issues.

The global financial community is concerned with the frequency and magnitude of de-
rivatives losses suffered by public companies (e.g., Gibson Greetings, Proctor & Gamble,
Air Products & Chemicals, and Eastman Kodak), mutual funds and municipal governments
(e.g., Orange County, California), and Barings PLC (e.g., British Merchant Bank). These
well publicized derivative losses focused on renewed attention on OTC derivatives sold by
banks and brokers. As a result, several congressional and private initiatives have been taken
to address derivatives issues.

17.1 AUTHORITATIVE GUIDELINES ON DERIVATIVES

A number of reports (GAO, 1994; The Group of Thirty, 1993)2,3 studied derivatives and made
recommendations to Congress, financial regulators, the SECs, and the FASBs to take proper
actions to: (1) close the perceived regulatory gaps related to dealers of derivatives; (2) estab-
lish new regulations for derivatives brokers, dealers, and end-users to ensure investors’ protec-
tion; (3) issue new accounting standards and guidelines for proper disclosures of derivatives;
and (4) require reasonable capital requirements for derivatives dealers and brokers to mitigate
unexpected derivatives losses or failures. The GAO report places the responsibility for manag-
ing derivatives on a strong system of corporate governance consisting of responsible boards of
directors, independent audit committees, and effective internal and external auditors.

The Federal Financial Institutions Examination Council (FFIEC), in April 1998, published
a new rule that affects financial institutions’ investment activities entitled, “The Supervisory
Policy Statement on Investment Securities and End-User Derivatives Activities.”4 The FFIEC
consists of the main five regulatory agencies, the Federal Reserve System, the Federal Deposit
Insurance Corporation, the National Credit Union Administration, the Office of Thrift Super-
vision, and the Office of the Comptroller of the Currency who oversees financial institutions.
This policy statement states that management should establish and maintain appropriate risk
management practices to continuously assess the risks of investment securities and derivatives
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activities for the entire institution in the context of the portfolio as a whole. The policy state-
ment describes five types of risk associated with investment securities and derivatives trans-
actions. These are market or interest risk, credit risk, liquidity risk, operational or transac-
tion risk, and legal risk. These risks and their related control activities will be discussed in
section 17.4 and Exhibit 17.2.

17.2 DERIVATIVE MARKETS

Derivative markets are markets for contractual financial instruments whose value is deter-
mined based on the value of underlying assets or instruments, and their performance is
measured by how underlying assets or instruments perform. Like any other contracts, de-
rivatives are agreements between two parties (buyer and seller) dealing on an arm’s length
basis. The price of these contracts is determined based on bargaining power of the two in-
volved parties, when the buyer tries to purchase as cheaply as possible and the seller at-
tempts to sell as dearly as possible. Like any other investment market, the derivatives mar-
ket determines the prices of the derivatives trading therein which theoretically should
reflect their fair values or true economic values to investors. In efficient derivatives markets,
prices are determined by using investment models (e.g., the Capital Asset Pricing Model,
the Arbitrage Pricing Theory, or the Black-Scholes Option Pricing Model) in such a way
that prices fluctuate randomly as investors cannot consistently earn abnormal returns (re-
turns above those that would compensate them for the level of risk they assume). Return
measures investment performance which represents the percentage increase in the in-
vestor’s wealth resulting from making the investment (for stock this is the percentage
change in price plus the dividend yield). Risk is the uncertainty of future returns. 

To increase their wealth, investors attempt to maximize their return subject to minimum
level of risk. However, in an investment market, there is a positive correlation between risk
and return, known as the risk-return trade-off. Derivative prices (e.g., options, forwards) are
based on the prices of the underlying traditional financial instruments (e.g., stocks, bonds)
traded in capital markets. Derivatives are often used for hedging purposes to manage the
risk of investing in the underlying instruments. Derivatives can also be utilized for specu-
lation purposes of trading derivative contracts rather than the underlying securities. Never-
theless, derivative markets typically offer several advantages over security markets. First,
commissions and other trading costs of derivative markets are much lower than transaction
costs of spot markets. Second, derivative markets (e.g., options and futures) typically have
greater liquidity than the underlying securities market. Finally, short selling is readily avail-
able and possible in derivative markets but not in securities markets. Derivative markets al-
low the speculators willing to assume risk to accommodate the hedgers wishing to reduce
it and, thus, help financial markets become more efficient which provides better opportu-
nities to managing risk. 

OTC derivatives are often traded based on the system of telephones and voice brokers.
Some firms use on-line systems through which traders can assess the availability of credit
lines for the counterparty and within overall trading limits. Automation of trading has been
traditionally limited in the OTC derivatives market which makes it difficult to determine 
the on-line fair value of OTC derivative transactions. Brokers are being utilized to locate
counterparties who are willing to transact at the quoted price. After counterparties have
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been identified, they determine for themselves whether each other’s credit quality is ac-
ceptable and whether the exposure can be accommodated within credit limits. Foreign ex-
change dealers, especially bank dealers, have developed electronic trading facilities such as
Web sites that allow their customers to trade electronically. Therefore, the on-line fair value
quotations are easily available for foreign exchange derivatives. 

Forward foreign exchange and forward foreign agreements are the two derivative prod-
ucts that have attracted significant volumes. Development of electronic trading systems for
swaps has facilitated execution of online swap tradings between dealers. Participants in this
system electronically express their desire to enter into specific swap transactions, while
other participants (e.g., dealers) accept the transaction as offered or suggest possible
changes in terms. The credit limits of all participants (dealers) are also loaded into the sys-
tem prior to trading. These electronic systems allow on-line, accurate capture of data espe-
cially fair value for swap transactions. The rapid growth and widespread acceptance of elec-
tronic on-line brokering of derivatives has made the pricing process of determining fair
value more accurate and timely.

The rapid growth and increasing use of derivatives by many large banks has concerned
banking authorities and regulators and has provided sufficient incentives for market partic-
ipants and policymakers to re-evaluate derivatives risk management procedures, especially
the risk assessment and management of counterparty credit risk and the probability that a
counterparty will not settle an obligation for full value, either when the obligation is due or
at any time thereafter. 

17.3 DERIVATIVES RISK MANAGEMENT

The collapse of long-term capital management prompted several professional groups to
study derivatives and their related risk. The President’s Working Group on Financial Mar-
kets (PWGFM), Counterparty Risk Management Policy Group (CRMPG), and the Inter-
national Swaps and Derivatives Association (ISDA) are the most active groups which have
suggested ways to strengthen risk management for derivatives.5 The PWGFM issued its re-
port that evaluates the regulatory framework for over-the-counter derivatives and suggests
policies, procedures, and techniques by which individual firms measure and manage coun-
terparty risk associated with derivatives. The CRMPG and the ISDA called for important
cooperative efforts related to collateral programs to strengthen market infrastructure to re-
duce derivative risk. The ISDA has developed templates for confirmations that market par-
ticipants use for many derivative products. The confirmation lists both the economic fea-
tures and legal terms of derivative transactions. 

Banks involved in derivative transactions should establish and maintain an adequate and
effective risk management system which promotes risk-management policies and proce-
dures, develops effective risk-assessment and monitoring systems, and requires both inter-
nal and external audits and sound accounting systems in properly measuring, recognizing,
and disclosing fair value of derivatives. Banks should establish an adequate and effective
derivatives risk management system consisting of: (1) appropriate board of directors, audit
committee, and management oversight; (2) sufficient risk-management policies and proce-
dures; (3) adequate and effective risk-measurement and monitoring systems; (4) adequate
and effective internal controls; and (5) independent external audit.
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Derivatives can be utilized to manage (e.g., increase or decrease) the risk of investing in
the spot items (underlying instruments) primarily because the value of derivatives is related
to the prices of the underlying spot market goods. Derivative markets enable investors to
manage their risk to their tolerant and preferable level by transferring risk from those wish-
ing to reduce the risk to those willing to increase it. Thus, risk management is essential to
the valuation and long-term performance of derivatives. Financial institutions are facing
significant risks of changes in interest rates, foreign currency value, equity, and commod-
ity prices as well as loan defaults and changes in market conditions. Therefore, financial in-
stitutions often use derivatives to manage, transfer, or hedge such risks. Indeed, one study
reveals that 80 percent of private sector entities consider derivatives as critical or impera-
tive risk management strategies.6

The Committee of Sponsoring Organizations of the Treadway Commission better known
as the COSO, in 1996, issued a report entitled “Internal Control Issues in Derivatives Usage—
An Information Tool for Considering the COSO Internal Control-Integrates Framework in
Derivatives Applications.” The COSO report suggests the application of the COSO frame-
work control principles to derivatives in their overall risk management processes. These risk
management processes, depending on the nature and extent of derivatives used, should con-
sist of the following (COSO, p. 4):

1. Understanding operations and entity-wide objectives.

2. Identifying, measuring, assessing, and modifying business risk.

3. Evaluating the use of derivatives to control market risk and link use to entity-wide and
activity-level objectives.

4. Defining risk management activities and terms relating to derivatives to provide a clear
understanding of their intended use.

5. Assessing the appropriateness of specified activities and strategies relating to the use
of derivatives.

6. Establishing procedures for obtaining and communicating information and analyzing
and monitoring risk management activities and their results.7

The COSO report also suggests that entities, including financial institutions and their
boards of directors, senior management, and others involved with derivatives, consider a
number of actions to manage the use of their derivatives. These suggested actions are
(COSO, p. 6):

1. Initiating a self-assessment of entity-wide control systems, directing attention specifi-
cally to areas of derivative operations that are of primary importance.

2. Fully integrating management of derivative activities into the enterprises’ overall risk
management system by developing and implementing a comprehensive risk manage-
ment policy.

3. Ensuring that policy objectives specifying the use of derivatives are clearly articulated
and documented.

4. Requiring that any use of derivatives be clearly linked with entity-wide and activity-
level objectives.
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17.4 DERIVATIVES RISK MANAGEMENT POLICY

An appropriate risk management policy for derivatives should address all aspects and is-
sues pertaining to derivatives including their purposes, risks, and accounting methods to
measure their fair value. Such a risk management policy should become part of the risk
management process which addresses all aspects and key considerations of the use of de-
rivatives. This process is described in the following sections.

17.4.1 The Extent of Derivatives’ Use

Recently, derivatives have grown rapidly because of the dynamic state of financial markets,
the volatility in interest and currency exchange rates, the complexity of financial engineer-
ing, and the impact of derivatives on profitability and risk management. The extent of the
use of derivatives should be considered because it determines the degree to which the in-
stitution is affected by fair value measurement and recognition requirements of accounting
standards (e.g., SFAS No. 133).8

17.4.2 Identification and Analysis of All Types of Derivatives

Derivatives are generally classified into: (1) stand-alone (freestanding) derivatives; (2) com-
pound derivatives (derivatives combined with other derivatives); and (3) embedded deriva-
tives (derivatives that are bifurcated from the instrument in which they are embedded). The
proper classification of derivatives is important because SFAS No. 133 requires that ac-
counting for and reporting of gains and losses resulting from changes in fair value depend on
the purpose and reasons for holding derivatives as well as their intended use and the result-
ing designation. For financial reporting purposes, derivatives should be designated as: (1) a
fair value hedge of an existing asset, liability, or firm commitment; (2) a cash flow hedge of
a forecasted transaction; (3) a hedge of a foreign operation; or (4) not intended as a hedge. 

The description, examples, and accounting for each of these four categories are summa-
rized in Exhibit 17.1. The basic premise of the three types of hedges (cash flow, fair value,
foreign currency) is that a derivative must be expected to be “highly effective” in offsetting
exposure due to changes in fair value attributable to the risk of being hedged. Derivatives,
in terms of their contract, can be described as either forward-based, option-based, or hy-
brid. A forward-based derivative (e.g., futures, forward, swap) is a two-sided contract in
which each party can incur a favorable or unfavorable outcome resulting from changes in
the value of the underlying instrument or the amount of the underlying reference factor. An
option-based derivative (e.g., options, interest-rate caps, interest-rate floors) is only a one-
sided contract in which the holder of such derivative has an option to exercise the right,
which would result in a favorable outcome for the holder and an unfavorable outcome for
the buyer. However, if market conditions would result in an unfavorable outcome for the
holder, the holder can leave the right to expire unexercised.

17.4.3 Identification and Assessment of Derivative Risk

Derivatives typically expose issuers, holders, and investors to various types of risk. Financial
institutions should establish adequate and effective internal control structure and procedures
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to manage derivative risks by: (1) identifying and classifying derivative risks; (2) measuring
the effects of these risks on the institutions’ value and reputation; (3) determining the likeli-
hood of risk occurrence and magnitude of their expected losses and unfavorable outcomes;
and (4) managing derivative risks to an acceptable prudent risk. Derivative risks are: (1) mar-
ket risk; (2) credit risk; (3) liquidity risk; (4) operational risk; (5) legal risk; (6) control risk;
(7) basis or correlation risk; (8) systematic risk; (9) settlement risk; and (10) valuation or
model risk. Many of these risks and their related control activities described in this section
were derived from the following sources:

• Deloitte & Touche LLP, 1996. “Internal Control Issues in Derivatives Usage.” The Com-
mittee of Sponsoring Organizations of the Treadway Commission.

• American Institute of Certified Public Accountants, 1994. “Derivatives—Current Ac-
counting and Auditing Literature.” The Financial Instruments Task Force of the Ac-
counting Standards Executive Committee.

• The Federal Financial Institutions Examination Council (FFIEC), 1998. “The Supervisory
Policy Statement on Investment Securities and End-User Derivatives Activities (April).”

Exhibit 17.2 presents these ten types of derivative risks and their related attributes and
control activities.

(i) Market Risk
This risk is defined as the exposure to an institution’s financial condition causing economic
losses resulted from adverse changes in the fair value of the derivative. Any significant and
unexpected movements in interest rates, foreign exchange rates, equity prices, commodity
prices, and other factors related to market volatilities of the rate, index, or price underlying
the derivative can increase the derivative market risk.

(ii) Credit Risk
With this risk, an end user would incur economic losses if the counterparty fails to meet its
financial obligations under the contract. The derivative credit risk is positively correlated
with the derivative’s market value which is the economic benefit that can be lost if the coun-
terparty fails to fulfill its obligation.

(iii) Liquidity Risk
This risk is related to the institution’s failure to achieve its cash flow projections and liq-
uidity characteristics of derivatives used in accomplishing institutional objectives. The in-
stitution should identify the types and sources of funding liquidity risk of all derivatives and
consider the effects that market risk can have on liquidity for different types of instruments.

(iv) Operational Risk
This risk is defined as the failure of the institution to: (1) establish appropriate risk-
management policy consistent with derivative objectives set for the board of directors au-
thorization; (2) develop adequate and effective control activities to ensure that only author-
ized derivative transactions take place and that unauthorized derivative transactions are de-
tected and corrected; (3) ensure that the magnitude, complexity, and risks of derivatives are
commensurate with the purposes established for derivatives activities; (4) maintain appro-
priate source documents to support management intent as well as justification regarding is-
suing, holding, and classifying derivatives; (5) keep accurate subsidiary ledgers for all de-
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rivatives; and (6) periodically reconcile all derivatives on the general ledger to the support-
ing subsidiary ledgers.

(v) Legal Risk
This risk is the failure of the institution to comply with applicable rules, laws, and regula-
tions pertaining to derivatives which may cause losses due to legal or regulatory actions
taken against the institution. Legal risk can arise from: (1) misunderstanding of terms of de-
rivative contracts; (2) insufficient documentation of the contract; (3) adverse changes in ap-
plicable laws and regulations including tax laws and regulatory requirements that prohibit
the institution from investing in or even holding certain types of derivatives; and (4) inabil-
ity to enforce a netting arrangement in bankruptcy.

(vi) Control Risk
This risk is defined as the failure of the institution’s internal control structure pertaining to de-
rivatives to prevent, detect, and correct errors, irregularities, and fraud that negatively affect the
institution’s ability to achieve its derivatives’operational, financial, and compliance objectives.
Control risk could arise from: (1) absence of an adequate and effective derivatives’ internal
control structure; (2) lack of appropriate managerial policies and procedures to continuously
monitor derivative transactions; (3) noncompliance with applicable laws, regulations, and con-
tract requirements; and (4) noncompliance with derivatives’ financial reporting requirements.

(vii) Basis or Correlation Risk
This risk mostly relates to hedging contracts and measures the differing effects market
forces have on the performance or value of two or more distinct instruments used in a com-
bination. Basis risk is determined by calculating the difference between the cash market
price of the derivative being hedged and the price of the related hedging contract. This risk
indicates the lack of proper correlation between hedging contract prices and the price
movement in the cash market when the basis changes while the hedging contract is open. 

(viii) Systematic or Interconnection Risk
This risk relates to the institution’s particular risk resulting from operating in a particular
market segment, across specific markets or borders, and/or to a settlement system.

(ix) Settlement Risk
This risk is defined as the institution’s inability to settle derivative contracts in cash or other
assets that are readily convertible into cash such as treasury securities or marketable equity
securities rather than the delivery of the underlying items on an appropriately timely basis.

(x) Valuation and Model Risk
This risk relates to the imperfection and subjectivity of models and the associated assump-
tions used to value derivatives. Valuation model is the failure of the utilized derivative mod-
els to determine the true fair value of derivatives. This risk will be further discussed in Sec-
tion 17.9.

17.5 ACCOUNTING OF DERIVATIVES

Financial derivatives have grown rapidly during the past decade primarily because of fun-
damental changes in global financial markets, advancements in computer technology, and
fluctuations in interest and currency exchange rates. Derivatives have become increasingly

17.5 Accounting of Derivatives 397



E
xh

ib
it

 1
7.

2
D

er
iv

at
iv

es
 R

is
ks

,A
tt

ri
bu

te
s,

an
d 

C
on

tr
ol

 A
ct

iv
it

ie
s

R
is

k
A

ttr
ib

ut
es

C
on

tr
ol

 A
ct

iv
iti

es

M
ar

ke
t

C
re

di
t

L
iq

ui
di

ty

O
pe

ra
tio

na
l

1.
M

ar
ke

t r
is

k 
m

ea
su

re
m

en
t s

ys
te

m
 a

dd
re

ss
in

g 
ca

pi
ta

l a
t r

is
k 

an
d

va
lu

e 
at

 r
is

k.
2.

O
ng

oi
ng

 m
ar

k-
to

-m
ar

ke
t v

al
ua

tio
n 

of
 d

er
iv

at
iv

e 
po

si
tio

ns
.

3.
Se

ns
iti

vi
ty

 a
nd

 s
im

ul
at

io
n 

an
al

ys
is

 o
f 

de
ri

va
tiv

e 
po

rt
fo

lio
s 

in
de

te
rm

in
in

g 
th

ei
r 

pe
rf

or
m

an
ce

 u
nd

er
 s

tr
es

s 
co

nd
iti

on
s 

(e
.g

.,
ab

no
rm

al
 v

ol
at

ili
ty

 o
f 

m
ar

ke
t,

m
ar

ke
t s

ho
ck

s)
.

4.
D

et
er

m
in

at
io

n 
of

 o
ve

ra
ll 

m
ar

ke
t r

is
k 

lim
its

 (
e.

g.
,n

et
 a

nd
/o

r
gr

os
s 

po
si

tio
n,

st
op

-l
os

s,
ra

te
 c

ha
ng

e,
op

tio
ns

,v
al

ue
-a

t-
ri

sk
).

5.
Se

le
ct

io
n 

of
 a

pp
ro

pr
ia

te
 m

od
el

 e
st

im
at

io
ns

 o
f 

m
ar

ke
t v

al
ue

s.

A
pp

ro
pr

ia
te

 c
re

di
t r

is
k 

m
an

ag
em

en
t w

hi
ch

:
1.

A
dd

re
ss

es
 c

om
pl

ex
ity

 o
f 

de
ri

va
tiv

e 
tr

an
sa

ct
io

ns
.

2.
Id

en
tif

ic
at

io
n 

of
 th

e 
va

ri
ou

s 
ty

pe
s 

an
d 

so
ur

ce
s 

of
 c

re
di

t r
is

k.
3.

Po
lic

y 
pr

ov
is

io
ns

 f
or

 c
ou

nt
er

pa
rt

y 
de

fa
ul

t,
se

ttl
em

en
t,

an
d 

pr
e-

se
ttl

em
en

t c
re

di
t r

is
k.

4.
Pr

op
er

 c
re

di
t r

is
k 

lim
its

 o
n 

in
di

vi
du

al
 a

nd
 c

ou
nt

er
pa

rt
y

ex
po

su
re

.
5.

M
ec

ha
ni

sm
 f

or
 m

on
ito

ri
ng

 c
re

di
t r

is
k 

on
 a

n 
on

go
in

g 
ba

si
s.

6.
E

st
ab

lis
hm

en
t a

nd
 d

oc
um

en
ta

tio
n 

of
 c

re
di

t r
is

k 
po

lic
ie

s 
an

d
pr

oc
ed

ur
es

.

1.
Id

en
tif

ic
at

io
n 

of
 th

e 
ty

pe
s 

an
d 

so
ur

ce
s 

of
 m

ar
ke

t l
iq

ui
di

ty
 r

is
k.

2.
Pa

rt
ic

ip
at

io
n 

in
 O

T
C

 m
ar

ke
ts

.
3.

Pr
e-

ap
pr

ov
al

 o
f 

th
e 

liq
ui

di
ty

 c
ha

ra
ct

er
is

tic
s 

of
 d

er
iv

at
iv

es
.

4.
B

oa
rd

-a
pp

ro
ve

d 
liq

ui
di

ty
 li

m
its

.

1.
Pr

op
er

 a
ut

ho
ri

za
tio

n 
of

 d
er

iv
at

iv
e 

tr
an

sa
ct

io
ns

.
2.

E
ff

ec
tiv

e 
ex

ec
ut

io
n 

of
 d

er
iv

at
iv

e 
tr

an
sa

ct
io

ns
.

3.
E

st
ab

lis
hm

en
t o

f 
ad

eq
ua

te
 a

nd
 e

ff
ec

tiv
e 

in
te

rn
al

 c
on

tr
ol

st
ru

ct
ur

e 
fo

r 
de

ri
va

tiv
es

.
4.

O
pe

ra
tio

na
l p

ol
ic

ie
s 

an
d 

pr
oc

ed
ur

es
 to

 e
ns

ur
e 

pr
op

er
 p

ri
ci

ng
an

d 
va

lu
at

io
n 

of
 d

er
iv

at
iv

es
.

5.
So

un
d 

ac
co

un
tin

g 
in

fo
rm

at
io

n 
sy

st
em

s 
w

hi
ch

 g
at

he
r,

cl
as

si
fy

,
m

ea
su

re
,r

ec
og

ni
ze

,a
nd

 r
ep

or
t d

er
iv

at
iv

e 
tr

an
sa

ct
io

ns
.

1.
B

oa
rd

-a
pp

ro
ve

d 
lim

its
 (

e.
g.

,t
ra

de
,c

ou
nt

er
pa

rt
y 

po
si

tio
n,

le
ve

ls
 o

f 
un

he
dg

ed
 m

ar
ke

t e
xp

os
ur

e,
st

op
-l

os
s,

op
en

 p
os

iti
on

by
 p

ro
du

ct
 ty

pe
).

2.
M

ar
ke

t-
to

-m
ar

ke
t d

er
iv

at
iv

es
.

3.
In

co
rp

or
at

io
n 

of
 s

tr
es

s 
te

st
in

g,
se

ns
iti

vi
ty

 a
na

ly
si

s 
an

d
sc

en
ar

io
 a

na
ly

si
s 

in
to

 d
er

iv
at

iv
e 

m
od

el
 e

st
im

at
es

.
4.

C
on

tin
uo

us
 a

ss
es

sm
en

t o
f 

bo
ar

d-
ap

pr
ov

ed
 li

m
its

.
5.

R
ev

ie
w

 m
od

el
 e

st
im

at
io

ns
 o

f 
m

ar
ke

t v
al

ue
s 

es
pe

ci
al

ly
 w

he
n

m
ar

ke
t v

al
ue

s 
ar

e 
no

t r
ea

di
ly

 a
va

ila
bl

e.

1.
A

ss
es

si
ng

 th
e 

cr
ed

itw
or

th
in

es
s 

of
 th

e 
is

su
er

 o
r 

co
un

te
rp

ar
ty

.
2.

T
hi

rd
 p

ar
ty

 v
er

if
ic

at
io

n 
of

 c
ou

nt
er

pa
rt

y 
cr

ed
it.

3.
C

on
tin

uo
us

 m
on

ito
ri

ng
 o

f 
co

un
te

rp
ar

ty
 c

re
di

t.
4.

O
ng

oi
ng

 m
on

ito
ri

ng
 o

f 
cr

ed
it 

ri
sk

 li
m

its
.

5.
Pr

oc
ed

ur
es

 f
or

 m
on

ito
ri

ng
 o

f 
cr

ed
it 

ex
po

su
re

 o
n 

th
e

in
st

itu
tio

n-
w

id
e 

ba
si

s.
6.

R
ev

ie
w

 a
nd

 r
e-

ap
pr

ov
al

 o
f 

cr
ed

it 
ri

sk
 p

ol
ic

ie
s,

pr
oc

ed
ur

es
,a

nd
lim

its
.

1.
R

ev
ie

w
in

g 
th

e 
ty

pe
s 

an
d 

so
ur

ce
s 

of
 m

ar
ke

t l
iq

ui
di

ty
 r

is
k.

2.
C

lo
se

 m
on

ito
ri

ng
 o

f 
O

T
C

 m
ar

ke
t i

n 
w

hi
ch

 th
e 

in
st

itu
tio

n
pa

rt
ic

ip
at

es
.

3.
C

on
tin

uo
us

ly
 m

on
ito

ri
ng

 li
qu

id
ity

 li
m

its
 a

nd
 c

ha
ra

ct
er

is
tic

s 
of

de
ri

va
tiv

es
.

1.
A

pp
ro

vi
ng

 e
ve

ry
 d

er
iv

at
iv

e 
tr

an
sa

ct
io

n 
ac

co
rd

in
g 

to
 th

e
es

ta
bl

is
he

d 
au

th
or

iz
at

io
n 

po
lic

ie
s 

an
d 

pr
oc

ed
ur

es
.

2.
E

va
lu

at
in

g 
an

d 
m

on
ito

ri
ng

 th
e 

de
ri

va
tiv

e’
s 

in
te

rn
al

 c
on

tr
ol

st
ru

ct
ur

e 
on

 a
n 

on
go

in
g 

ba
si

s.
3.

C
on

tin
uo

us
 m

on
ito

ri
ng

 o
f 

va
lu

at
io

n 
an

d 
pr

ic
in

g 
m

od
el

s.
4.

E
ns

ur
in

g 
th

at
 d

er
iv

at
iv

e’
s 

in
fo

rm
at

io
n 

sy
st

em
 c

on
fo

rm
s 

to
ap

pl
ic

ab
le

 a
cc

ou
nt

in
g 

an
d 

re
po

rt
in

g 
st

an
da

rd
s.



L
eg

al

C
on

tr
ol

B
as

is
 o

r 
C

or
re

la
tio

n

Sy
st

em
at

ic

Se
ttl

em
en

t

V
al

ua
tio

n 
or

 
M

od
el

1.
Id

en
tif

ic
at

io
n 

of
 d

if
fe

re
nt

 ty
pe

s 
an

d 
so

ur
ce

s 
of

 le
ga

l r
is

k.
2.

In
vo

lv
em

en
t o

f 
le

ga
l c

ou
ns

el
 f

or
 d

er
iv

at
iv

e 
ac

tiv
iti

es
.

3.
E

nf
or

ce
ab

le
 p

ro
ce

du
re

s 
fo

r 
de

ri
va

tiv
e 

tr
an

sa
ct

io
ns

.
4.

A
de

qu
at

e 
le

ga
l d

oc
um

en
ts

 o
f 

de
ri

va
tiv

e 
co

nt
ra

ct
s.

5.
D

ue
 d

ili
ge

nc
e 

co
nt

ra
ct

 e
nf

or
ce

m
en

t a
ct

iv
iti

es
.

1.
R

is
k-

m
an

ag
em

en
t p

ol
ic

y 
co

ns
is

te
nt

 w
ith

 d
er

iv
at

iv
e

ob
je

ct
iv

es
 s

et
 f

or
th

 b
y 

th
e 

bo
ar

d 
of

 d
ir

ec
to

rs
.

2.
E

xi
st

en
ce

 o
f 

ad
eq

ua
te

 a
nd

 e
ff

ec
tiv

e 
in

te
rn

al
 c

on
tr

ol
 s

ys
te

m
fo

r 
de

ri
va

tiv
es

.
3.

A
ch

ie
ve

m
en

t o
f 

in
te

rn
al

 o
pe

ra
tio

na
l g

oa
ls

.
4.

E
xt

er
na

l f
in

an
ci

al
 r

ep
or

tin
g 

re
qu

ir
em

en
ts

.
5.

C
om

pl
ia

nc
e 

w
ith

 a
ll 

ap
pl

ic
ab

le
 la

w
s 

an
d 

re
gu

la
tio

ns
.

1.
Id

en
tif

ic
at

io
n 

of
 th

e 
ty

pe
s 

an
d 

so
ur

ce
s 

of
 d

er
iv

at
iv

e 
ba

si
s 

or
co

rr
el

at
io

n 
ri

sk
.

2.
B

oa
rd

-a
pp

ro
ve

d 
co

rr
el

at
io

n 
lim

its
.

3.
M

et
ho

do
lo

gy
 o

f 
co

rr
el

at
io

n 
m

ea
su

re
m

en
ts

.

1.
Id

en
tif

ic
at

io
n 

of
 th

e 
di

ff
er

en
t t

yp
es

 a
nd

 s
ou

rc
es

 o
f

sy
st

em
at

ic
 r

is
k.

2.
E

ff
ec

tiv
e 

ri
sk

 m
an

ag
em

en
t s

ys
te

m
.

3.
E

xi
st

en
ce

 o
f 

co
nt

in
ge

nc
y 

pl
an

s 
to

 m
in

im
iz

e 
lo

ss
es

 w
he

n
m

ar
ke

t d
is

ru
pt

io
ns

 o
cc

ur
.

1.
Id

en
tif

ic
at

io
n 

of
 th

e 
di

ff
er

en
t t

yp
es

 a
nd

 s
ou

rc
es

 o
f

se
ttl

em
en

t r
is

k.
2.

B
oa

rd
-a

pp
ro

ve
d 

m
ax

im
um

 s
et

tle
m

en
t r

is
k 

lim
its

.

1.
Id

en
tif

ic
at

io
n 

of
 a

ll 
ap

pr
op

ri
at

e 
va

lu
at

io
n 

m
od

el
s 

of
 p

ri
ci

ng
al

l t
yp

es
 o

f 
de

ri
va

tiv
es

.
2.

U
se

 o
f 

va
lu

e-
at

-r
is

k 
m

et
ho

do
lo

gy
 to

 m
ea

su
re

 m
ar

ke
t r

is
k.

1.
C

on
tin

uo
us

 a
ss

es
sm

en
t o

f 
th

e 
na

tu
re

 o
f 

de
ri

va
tiv

es
 a

nd
 th

e
au

th
or

ity
 o

f 
co

un
te

rp
ar

tie
s.

2.
U

se
 o

f 
st

an
da

rd
 c

on
tr

ac
t o

r 
m

as
te

r 
ag

re
em

en
t.

3.
C

on
tin

uo
us

 m
on

ito
ri

ng
 b

y 
le

ga
l c

ou
ns

el
.

1.
E

ns
ur

in
g 

th
at

 o
nl

y 
au

th
or

iz
ed

 d
er

iv
at

iv
e 

tr
an

sa
ct

io
ns

 ta
ke

pl
ac

e 
an

d 
th

at
 u

na
ut

ho
ri

ze
d 

tr
an

sa
ct

io
ns

 a
re

 d
et

ec
te

d 
an

d
co

rr
ec

te
d.

2.
E

ns
ur

in
g 

th
at

 th
e 

m
ag

ni
tu

de
,c

om
pl

ex
ity

,a
nd

 r
is

ks
 o

f
de

ri
va

tiv
es

 a
re

 c
om

m
en

su
ra

te
 w

ith
 th

e 
pu

rp
os

e 
es

ta
bl

is
he

d 
fo

r
de

ri
va

tiv
e 

ac
tiv

iti
es

.
3.

M
ai

nt
ai

ni
ng

 a
pp

ro
pr

ia
te

 s
ou

rc
e 

do
cu

m
en

ts
 to

 s
up

po
rt

 m
an

ag
e-

m
en

t i
nt

en
t f

or
 is

su
in

g,
ho

ld
in

g,
an

d 
cl

as
si

fy
in

g 
de

ri
va

tiv
es

.
4.

K
ee

pi
ng

 a
cc

ur
at

e 
su

bs
id

ia
ry

 le
dg

er
s 

fo
r 

al
l d

er
iv

at
iv

es
 a

nd
pe

ri
od

ic
al

ly
 r

ec
on

ci
lin

g 
al

l d
er

iv
at

iv
es

 o
n 

th
e 

ge
ne

ra
l l

ed
ge

r 
to

th
e 

su
pp

or
tin

g 
su

bs
id

ia
ry

 le
dg

er
s.

1.
A

ss
es

si
ng

 th
e 

co
rr

el
at

io
n 

be
tw

ee
n 

de
ri

va
tiv

e 
in

st
ru

m
en

ts
pr

ic
ed

 o
ff

 o
f 

di
ff

er
en

t y
ie

ld
 c

ur
ve

s.
2.

M
ea

su
ri

ng
 a

nd
 e

va
lu

at
in

g 
th

e 
co

rr
el

at
io

n 
co

ef
fi

ci
en

t.
3.

E
ns

ur
in

g 
th

at
 c

or
re

la
tio

n 
lim

its
 a

re
 w

ith
in

 th
e 

ap
pr

ov
ed

 le
ve

l.

1.
C

on
tin

uo
us

 m
on

ito
ri

ng
 o

f 
sy

st
em

at
ic

 r
is

k.
2.

Ta
ki

ng
 a

pp
ro

pr
ia

te
 a

ct
io

n 
ba

se
d 

on
 th

e 
ap

pr
ov

ed
 c

on
tin

ge
nc

y
pl

an
s 

w
he

n 
m

ar
ke

t d
is

ru
pt

io
ns

 o
cc

ur
.

1.
M

on
ito

ri
ng

 p
ay

m
en

ts
 o

n 
an

 a
pp

ro
pr

ia
te

ly
 ti

m
el

y 
ba

si
s.

2.
C

lo
se

ly
 m

on
ito

ri
ng

 u
ns

et
tle

d 
ite

m
s.

1.
A

ss
es

si
ng

 d
if

fe
re

nt
 v

al
ua

tio
n 

m
od

el
s.

2.
C

on
tin

uo
us

ly
 m

on
ito

ri
ng

 v
ar

ia
bl

e 
of

 v
al

ua
tio

n 
m

od
el

s.
3.

U
si

ng
 v

al
ue

-a
t-

ri
sk

 m
et

ho
do

lo
gy

 in
 m

ea
su

ri
ng

 m
ar

ke
t r

is
k.



important and widely used in global business. They have been utilized for a variety of pur-
poses, including risks management, financing schemes, tax planning, earnings manage-
ment, and speculation activities. However, the nature and risks associated with derivatives
and how entities use them are not well understood by many users of published financial
statements (e.g., investors, creditors, customers). The financial community and standard-
setting bodies are concerned with complexities, risks, lack of uniform accounting practices
for derivatives, and insufficient disclosures of their fair values. Thus, the Financial Ac-
counting Standards Board (FASB) issued its Statement of Financial Accounting Standards
(SFAS) No. 133 ‘Accounting for Derivative Instruments and Hedging Activities’ in June
1998 to standardize accounting for derivative transactions. 

SFAS No. 133 establishes accounting and reporting standards for derivative instruments
and hedging activities by requiring that affected entities recognize all derivatives as either
assets or liabilities in financial statements and measure them at fair value. The adoption of
SFAS No. 133 provides for the first mandated source of public information about fair value
of derivatives. The fair value measurement and recognition requirements of the Statement
provide some detailed information about previously unreported derivatives extensively
used by all entities including not-for-profit organizations. 

Derivatives are commonly defined as financial products such as swaps, options, futures,
forwards, and unstructured receivables, which derive their value from underlying financial
instruments such as stocks, bonds, and foreign currencies. SFAS No. 133 (Paragraph 6) de-
fines a derivative instrument as “a financial instrument or other contract with all three of the
following characteristics: (a) It has (1) one or more underlyings and (2) one or more no-
tional amounts of payment provisions or both . . .; (b) it requires no initial net investment
or an initial net investment that is smaller than would be required for other types of con-
tracts . . . ; (c) Its terms require or permit net settlement . . . .” These derivatives have been
used for: (1) managing financial risks; (2) speculating on the price of financial instruments;
(3) reducing the cost of raising capital; (4) earning higher investment returns; (5) adjusting
investment portfolios to take advantage of miss-pricing between stock baskets and stock in-
dex futures; and (6) combining derivatives with other financial instruments to create new
and more powerful financial products. The most common active end-users of derivatives are
financial institutions, mutual funds, pension funds, and commercial firms. Derivatives are
being traded through both organized exchanges and over-the-counter and their “notional
value” exceeds the estimated total value of the world’s bonds and stocks.9 Exchanged
traded derivatives are typically more standardized and offer greater liquidity than OTC de-
rivatives which are individually arranged contracts.

Derivative transactions have grown significantly in volume and complexity from the tra-
ditional interest-rate and currency swaps to more sophisticated computer-driven risk man-
agement derivatives. This ever-increasing use of derivatives and recent losses by some de-
rivatives end-users has raised numerous issues of concern among regulators, the financial
community, and the accounting profession as to the appropriate use, proper risk assessment,
and adequate disclosures of derivative transactions by both issuers and end-users of these
financial products. Improved oversight by regulators and new accounting standards by the
accounting profession have been suggested as a means of addressing these issues. SFAS
No. 119 provides more guidance for proper disclosures of derivatives than SFAS Nos. 105
and 107. However, SFAS No. 119 only deals with disclosures of derivatives, not their meas-
urement and recognition, and is only considered as a step in the right direction for provid-
ing better and more adequate guidance for companies to present quantified disclosure of the
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risks they face from on-and-off book financial instruments. SFAS No. 119 intended to im-
prove the quality of disclosures about derivatives instruments while SFAS No. 133 ad-
dressed accounting for recognition and measurement of derivative transactions. 

SFAS No. 133 requires all derivative instruments to be measured at fair market value and
be reported on the balance sheet as assets or liabilities. The accounting method and report-
ing of the change in fair values depend on the reason for holding derivatives, their intended
use, and the resulting designation. The FASB rationales in issuing SFAS No. 133 (Para-
graph 3) were: (1) derivatives represent rights or obligations that meet the definitions of as-
sets or liabilities and, accordingly, should be reported in financial statements; (2) fair value
is the only relevant measure for derivatives and hedging activities and, therefore, they
should be measured at fair value; (3) only derivatives and hedged items that are considered
either assets or liabilities should be reported as such in financial statements; and (4) special
accounting for hedging activities should be provided only for qualified hedged items that
are attributable to the risk being hedged.

Other initiatives by the SEC and Congress have been introduced that would eventually
require more quantitative disclosures about derivative risks and risk management activities
of companies under the SEC’s jurisdiction. In response to derivatives concerns, six of Wall
Street’s biggest securities firms have voluntarily agreed to impose more controls over their
derivatives activities.10 The firms have agreed to provide adequate disclosures to the SEC
and Commodity Futures Trading Commission (CFTC) about: (1) how they manage their in-
ternal derivative risks; and (2) their capital standards and reporting requirements. These
standards are intended to avoid direct legislative action on derivatives by Congress. These
standards address four derivatives issues: (1) adequate and effective internal controls for
monitoring derivatives risks; (2) proper disclosure and reporting of derivatives activities to
regulators; (3) sufficiency of the firm’s capital standards in terms of the risks involved; and
(4) counterparty relationships in dealing with the firm’s customers. The SEC (1997) has
amended and expanded the disclosure requirement for derivatives under SFAS No. 119 in
Release No. 33-7386.11 The amendments require enhanced disclosure of accounting poli-
cies for derivatives as well as quantitative and qualitative information about market risk in-
herent in market risk sensitive instruments.

17.5.1 Financial and Managerial Impacts of SFAS No. 133

Adoption of SFAS No. 133 provides the first mandated source of public information about
fair value of derivatives. The fair value recognition requirements of SFAS No. 133 provide
some details of these previously unreported derivatives used extensively by financial com-
panies to service customers and generate income and by other entities to manage risk in-
cluding interest rate and foreign currency exposures. Thus, issuers and end-users of deriv-
atives are affected by the fair value recognition of the statement. The FASB has addressed
several problems associated with current accounting practices for derivatives. These prob-
lems include inconsistent, incomplete, and complex accounting guidance for derivatives
and the fact that the effect of derivatives is not transparent in the financial statements. As a
result, under current accounting practices, derivative transactions are not properly recog-
nized in the financial statements, making it difficult for users to determine the nature, ex-
tent, and effects of derivatives on a firm’s financial positions and results of operations.

SFAS No. 133 is intended to address and resolve the perceived problems of lack of vis-
ibility, completeness, and consistency of accounting practices for derivative transactions.

17.5 Accounting of Derivatives 401



All derivatives should be reported in the statement of financial position at fair value and
their related changes in fair value should be recognized in income when they occur. There
is one exception which is for derivatives that qualify as hedges. Depending on the nature of
the exposure, changes in the fair value can be reported in other comprehensive income (via
shareholders’ equity). The requirement of recognition of changes in fair value would, de-
pending on the accounting method used (hedge or non-hedge accounting), create volatility
in either income or equity. Thus, under the current accounting standards, all derivatives
would be reported on the balance sheet at fair value. The accounting for gains or losses that
result from changes in fair value depends on the reasons for holding the instrument, its in-
tended use, and whether it qualifies for designation as a hedge of a fair value exposure, a
cash flow exposure, or a net investment in a foreign entity.

The FASB rationales for issuing SFAS No. 133 were: (1) derivatives represent rights or
obligations that meet the definition of asset or liabilities and, therefore, should be reported
as such in financial statements; (2) like other financial instruments, derivatives should be
measured at fair value because fair value is the only relevant measure for derivatives; (3) any
adjustments to the carrying amount of hedged items should reflect changes in their fair
value (gains or losses) associated with the risk being hedged; (4) only hedged items that are
qualified as assets or liabilities should be reported in financial statements; and (5) special
accounting for items designated as being hedged should be provided only for qualifying
items. SFAS No. 133 requires matching the timing of gain or loss recognition on the hedg-
ing instrument with the recognition of: (1) the changes in the fair value of the exposure-
hedged asset or liability; and (2) the earnings effect of the hedged-forecasted transaction. 

Adoption of SFAS No. 133 may increase volatility in earnings and equity through com-
prehensive income. The degree of volatility, however, depends on the entity’s intended use
of derivatives and their nature and the type and extent of derivatives and hedging activities.
The increased volatility results primarily from the requirement for recognition of any
changes in fair value (gains or losses) in either earnings or components of other compre-
hensive income depending on the reason for holding derivatives or hedging activities. Tra-
ditionally, any gains or losses resulting from changes in fair value of derivatives and hedg-
ing activities were either ignored or disclosed in footnotes to financial statements. Under
SFAS No. 133, all derivatives are recorded at their fair value on the balance sheet as assets
or liabilities, and changes in their fair value are reported on the income statement or bal-
ance sheet depending on their intended use and their designation as either a fair value hedge,
cash flow hedge, or foreign currency exposure hedge.

The balance sheet effect of adopting SFAS No. 133 is an increase in the size of the bal-
ance sheet because of the fair value recognition of derivatives as assets or liabilities. The in-
come statement effects of changes in fair value of derivatives depend on the intended use
of derivatives and whether they are qualified and designated as hedging instruments. If the
derivative does not qualify as a hedging instrument or is not designated as such, any changes
in its fair value and the resulting gain or loss should be recognized currently in earnings. If
the derivative qualifies for special hedge accounting, the resulting gain or loss should be ei-
ther recognized in income or deferred in other comprehensive income (e.g., equity). To
qualify for special hedge accounting, the derivative must be designated as either a fair value
hedge, cash flow hedge, or foreign currency hedge.

Adoption of SFAS No. 133 can affect risk-management strategies in several ways. Tra-
ditionally, management has used “synthetic-instrument accounting” techniques to convert
variable-rate debt into fixed-rate debt by using an interest-rate swap. Prior to SFAS No. 133,
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“synthetic-instrument accounting” techniques had affected the income statement as if the
entity had actually issued fixed-value debt. Under SFAS No.133, these techniques should
qualify as cash flow hedge with essentially the same income statement effect as before;
however, the balance sheet effect of these techniques should reflect the swaps’ fair value
and their changes in fair value that are deferred in other comprehensive income.

17.5.2 How Does This SFAS No. 133 Work?

SFAS No. 133 is very complicated, its implementation is complex, and it requires substan-
tial changes in accounting information systems of financial institutions which use deriva-
tives. However, SFAS No. 133 provides an excellent opportunity for financial institutions
to further examine their risk management practices and policies on derivatives. SFAS No.
133 requires that all derivatives be measured at their fair value and be recognized as assets
or liabilities in the statement of financial position. The accounting for changes in the fair
value of a derivative (gains or losses) depends on the intended use of the derivative, the rea-
son for hedging the instruments, and the resulting designation as a hedge of a fair value ex-
posure, a cash flow exposure, or a net investment in a foreign currency.

The fact that derivative activities are to be made publicly available increases the respon-
sibility of management to ensure that measurement, recognition, reporting, and disclosures
are reliable, relevant, and adequately supported. The magnitude of derivatives being used
by entities, coupled with their associated risk and the first-mandated source of public in-
formation about their fair value, necessitates that the affected entities organize an imple-
mentation team to effectively and efficiently adopt SFAS No. 133. The implementation
team should include auditors and individuals knowledgeable in global financial markets,
risk management, accounting, law, tax, information systems, operations, treasury, and as-
set and liability management. The implementation team should analyze and understand the
nature, terms, and extent of derivatives and consult with the entity’s independent auditors,
advising them of key decisions. SFAS No. 133 does not delineate a specific methodology
for assessing whether a hedge is expected to be highly effective or for measuring hedge in-
effectiveness. The implementation team should clearly define the intended use of deriva-
tives, because the only requirement under SFAS No. 133 is that there be a “reasonable ba-
sis” for assessing hedge effectiveness. 

Extensive information system modification may be necessary to ensure compliance with
substantial fair value requirements of SFAS No. 133. The implementation team should:
(1) identify all derivatives that meet the definition of derivatives as stated in SFAS No. 133;
(2) determine whether existing hedging strategies qualify for hedging accounting under
SFAS No. 133; (3) consider the changes in the existing accounting system and disclosure
policies that should be made to satisfy the fair value accounting requirements of SFAS No.
133; (4) assess and document the entity’s risk-management strategies including objectives
and policies consistent with the requirements of SFAS No. 133; and (5) communicate the
financial and managerial impacts of adopting SFAS No. 133 to all internal (e.g., executive
management, audit committee) and external (auditors, shareholders) parties.

17.5.3 Financial Requirements

Financial institutions should establish accounting policies and procedures pertaining to the
classification and reasons for holding derivatives. The proper classification of derivatives is
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important because SFAS No. 133 requires that accounting for and reporting of gains and
losses resulting from changes in fair value depend on the purpose and reason for holding
derivatives. For financial reporting purposes, derivatives should be specifically designated
as: (1) a fair value hedge of an existing asset, liability, or firm commitment; (2) a cash flow
hedge of a forecasted transaction; (3) a hedge of a foreign operation; or (4) not intended as
a hedge. The hedge accounting should consider: (1) the type of hedge relationship (e.g., fair
value, cash flow, or foreign currency); (2) how effectively hedged items are measured; and
(3) potential alternatives to existing hedging strategies.

Financial institutions’ accounting systems should: (1) measure, recognize, and report
fair value of derivatives and hedging activities including related gains and losses in finan-
cial statements; and (2) provide adequate disclosure while not revealing critical data about
characteristics of related assets to competitors. The complexity and extensive use of deriv-
atives requires that the financial institution’s accounting information system: (1) accurately
assess valuation considerations in light of the related derivatives’ risk; (2) provide income
adjustments for fluctuations in fair value of derivatives and hedging activities; (3) keep
track of other comprehensive income fair value adjustments and their subsequent recogni-
tion in earnings; and (4) consider the procedures for bifurcating and subsequent measure-
ment of the component of hybrid instruments. Financial institutions, according to provi-
sions of SFAS No. 133, should also provide documentation of: (1) the reason for issuing or
holding derivatives; (2) derivatives’ intended use and resulting designation; (3) the nature
of cash hedge strategy; (4) the nature and assessment of the risk that is being hedged;
(5) how the hedging instrument’s effectiveness is being assessed; and (6) the designation of
derivatives and hedged items in hedging relationships.

The FASB, in June 2000, issued an amendment to SFAS No. 133 entitled “Accounting
for Certain Derivative Instruments and Certain Hedging Activities” to address major im-
plementation problems of adopting SFAS No. 133. The amendment postpones the effective
date of the adoption of SFAS No. 133 to January 1, 2001, for many companies. The amend-
ment was intended to resolve major implementation problems of SFAS No. 133 including
restrictions on cross-currency hedges, specific risks that can be hedged, expansion of the
normal purchase and normal sales expectations, hedges of interest rate risk, and hedges of
foreign-currency-denominated assets and liabilities. The amendment: (1) permits the use of
a benchmark interest rate that excludes the sector spread; (2) relaxes restrictions on hedg-
ing recognized foreign-currency-denominated assets and liabilities; and (3) reduces earn-
ings volatility resulting when the changes in those foreign-currency items are measured at
fair value.

17.5.4 Disclosure Requirements

Financial institutions should disclose the objectives for issuing or holding derivatives, the
context needed to understand the objectives, and strategies for achieving those objectives.
SFAS No. 133 requires disclosure of the classification of derivatives into: (1) those desig-
nated as fair value hedging instruments; (2) those designated as cash flow hedging instru-
ments; (3) those designated as hedging instruments for hedges of the foreign currency ex-
posure of a net investment in a foreign operation; and (4) all other derivatives. Financial
institutions should indicate the risk management policy for each of these types of hedge, in-
cluding a description of the items or transactions for which risks are hedged. Furthermore,
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the SEC requires disclosures based on the type of market risk that is being hedged (e.g., in-
terest rate, foreign currency, commodity). If appropriate and feasible, qualitative disclo-
sures about objectives and strategies for using derivative instruments should be provided.

The extensive disclosure requirements of SFAS No. 133 are classified into qualitative in-
formation and quantitative information. Qualitative disclosures are: (1) the entity’s objec-
tives and strategies for holding and issuing derivatives; and (2) a description of the trans-
actions or other events that will result in the recognition of gains and losses in earnings
resulting from changes in fair value of cash flow hedges, deferred in accumulated other
comprehensive income. Quantitative disclosures are: (1) the net gain or loss recognized in
earnings for the period representing aggregate ineffectiveness for all hedges and the com-
ponent of the derivatives’ gain or loss excluded from the assessment of hedge effectiveness;
(2) an estimate of the amount of gains and losses related to cash flow hedges, included in
other comprehensive income that will be recognized in earnings within the next 12 months;
(3) the amount of gains and losses reclassified into earnings as a result of the discontinu-
ance of cash flow hedges because it is probable that the original forecasted transaction will
not occur; (4) the maximum period of time over which the entity is hedging cash flows re-
lated to forecasted transactions; and (5) the net amount of the foreign currency transaction
gain or loss on the hedging instrument included in the cumulative translation adjustment
during the period. 

17.6 TAX CONSIDERATIONS OF DERIVATIVES

Financial institutions should identify and examine the applicable tax rules on derivatives to
determine: (1) how derivatives should be classified for tax purposes (debt or equity);
(2) how their related trading revenues (gains or losses) should be measured and classified
(capital or ordinary); and (3) what is the timing of derivative gains or losses for tax pur-
poses. Determination of the tax treatment of derivative transactions depends on: (1) the type
of derivatives; (2) the status of the taxpayer holding derivatives (e.g., corporations, indi-
viduals, dealers, and investors); (3) the purpose of holding derivatives (e.g., capital asset,
inventory, and holding instrument); and (4) the manner of acquisition, holding, or disposi-
tion of derivatives. 

The tax effects of the transition adjustments should also be considered. Transition ad-
justment is the difference between a derivative’s previous carrying amount and its fair value
at the time of the adoption of SFAS No. 133. This transition adjustment should be reported
in net income or other comprehensive income, as appropriate, as the effect of a change in
accounting principles and presented in a manner similar to the cumulative effect of a change
in accounting principles as described in APB Opinion No. 20. Many of the transition ad-
justments, required under SFAS No. 133, create temporary differences. Depending on the
nature of the hedge relationship (e.g., fair value or cash flow hedge), the deferred tax im-
pacts of the temporary differences should be netted in the cumulative effect of adoption on
net income or on other comprehensive income as set forth in the statement. Consult with
tax experts (e.g., public accounting firms) and seek advice from the Internal Revenue Ser-
vice (IRS) to provide reasonable assurance of compliance with tax laws regarding classifi-
cation, measurement, and recognition of derivative transactions for tax purposes. 
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17.7 AUDIT OF DERIVATIVE TRANSACTIONS

Financial institutions should communicate the financial and managerial impacts of issuing
and/or holding derivatives to all interested parties including executive management, the au-
dit committee, shareholders, creditors, regulators, and independent auditors. Risk manage-
ment strategies will be more visible under SFAS No. 133 primarily because of the required
extensive justification and documentation regarding how derivatives and hedging activities
are initially designed, measured, recognized, and subsequently tracked and disclosed.
SFAS No. 133 eliminates managerial practices of “synthetic or accrual accounting” with
the intention of keeping derivatives off the balance sheet with net periodic settlements be-
ing recorded through earnings.

Adoption of SFAS No. 133 may increase volatility in earnings and equity through com-
prehensive income. The degree of volatility, resulting from the requirement for recognition
of any changes in fair value (gains or losses) in either earnings or components of other com-
prehensive income, depends on the reason for holding derivatives or hedging activities. The
balance sheet effect of adopting SFAS No. 133 is an increase in the size of the balance sheet
because of the fair value recognition of derivatives as assets or liabilities. The income state-
ment effects of changes in fair value of derivatives depend on the intended use of deriva-
tives and whether they are qualified and designated as hedging instruments. If the hedged
item fails to meet general criteria applicable in all circumstances as well as criteria specific
to the type of hedge (fair value, cash flow, or net investment in a foreign operation), it can-
not be treated as a hedge and would be marked to market with no offset. If the derivative
does not qualify as a hedging instrument or is not designated as such, any changes in its fair
value and the resulting gain or loss should be recognized currently in earnings. If the de-
rivative qualifies for special hedge accounting, the resulting gain or loss should be either
recognized in income or deferred in other comprehensive income (equity). Auditors’ in-
volvement in assessing and classifying derivatives is important in preparing financial state-
ments in conformity with accounting standards (SFAS No. 133) as well as in complying
with applicable laws and regulations on derivatives. External auditors should be provided
with appropriate answers to the set of questions suggested by the American Institute of Cer-
tified Public Accountants (AICPA)12 and other authoritative bodies (e.g., FASB). The ques-
tions are as follows:

• Has the board established a clear and internally consistent risk management policy, in-
cluding risk limits (as appropriate)?

• Are management’s strategies and implementation policies consistent with the board’s 
authorization?

• Do key controls exist to ensure that only authorized transactions take place and that unau-
thorized transactions are quickly detected and appropriate action is taken?

• Are the magnitude, complexity, and risks of the entity’s derivatives commensurate with
the entity’s objectives?

• Are personnel authorized to engage in and monitor derivative transactions well qualified
and appropriately trained?

• Do the right people have the right information to make decisions?

• How are the fair value of derivatives and hedged assets and liabilities determined?
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• Do derivatives previously designated as hedges continue to qualify under the require-
ments of SFAS No. 133?

• How is management responding to the possible volatility in earnings and equity result-
ing from the changes in fair value of derivatives and hedging items?

• Are there any derivatives that qualify as hedges under SFAS No. 133 which previously
were not considered as hedged items (e.g., foreign currency futures in certain hedging
relationships)?

The AICPA suggests that “objectives of audit procedures for derivative transactions
might include those designed to test that:13

• Derivatives contracts have been executed and processed according to management’s 
authorizations.

• Income on derivatives, including premiums and discounts, are properly measured and
recorded.

• Derivatives accounted for as hedges meet the applicable criteria for hedge accounting.

• Changes in the market value of derivatives have been appropriately accounted for in the
circumstances (whether or not hedge accounting is used).

• Information about derivatives in the financial statements is accurate and complete and has
been properly classified, described, and disclosed.”

17.8 SOURCES OF INFORMATION ON DERIVATIVES

Many of the derivative failures have been caused by allowing individual employees to trade
or invest in derivatives without proper knowledge as well as lack of supervision and au-
thorization of top-level management. Senior management should establish proper policies
and procedures for issuing and/or holding derivatives and monitor effective implementation
of these policies and procedures.

Financial institutions should provide in-house training and education for employees di-
rectly involved with derivative transactions and SFAS No. 133 on a continuous basis. Fi-
nancial institutions should obtain and study existing publications on derivatives and provide
education for employees dealing with derivative transactions and hedging activities. Em-
ployees should be provided with the most recent publications, regulations, and accounting
standards on derivatives. Some of the current initiatives on derivatives are: (1) Derivatives:
Practices and Principles, Group of Thirty, 1993; (2) Financial Derivatives: Actions Needed
to Protect the Financial Systems, U.S. General Accounting Office (GAO), May 1994;
(3) Banking Off the Balance Sheet: Using Derivatives for Risk Management and Perfor-
mance Improvement at Commercial Banks, Bank Administration Institute (BAI) and Mc-
Kinsey and Company, 1994; (4) Risk Management Guidelines on Derivatives, Basel Com-
mittee on Banking Supervision, July 1994; (5) Risk Management of Financial Derivatives:
Questions and Answers, Office of the Comptroller of the Currency (OCC), Bulletin 94-31,
May 10, 1994; (6) Examination Guidance for Financial Derivatives, Federal Deposit Insur-
ance Corporation (FDIC), May 18, 1994; (7) Statement of Financial Accounting Standards
(SFAS) No. 119, Disclosure about Derivative Financial Instruments and Fair Value of 
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Financial Instruments, Financial Accounting Standards Board, October, 1994; (8) Financial
Accounting Series, Special Report, “Illustrations of Financial Instruments Disclosures,” Fi-
nancial Accounting Standards Board, December 1994; (9) new government initiatives and
Congressional legislation on derivatives; (10) SFAS No. 113, “Accounting for Derivative In-
struments and Hedging Activities,” Financial Accounting Standards Board, 1998; (11) U.S.
Securities and Exchange Commission (SEC), “Disclosure of Accounting Policies for Deriv-
ative Financial Instruments and Derivatives Commodity Instruments and Disclosure of
Quantitative and Qualitative Information about Market Risk Inherent in Derivative Financial
Instruments, other Financial Instruments, and Derivative Commodity Instruments,” Release
No. 33-7386, 1997, Washington DC; (12) the FASB Implementation Task Force on Deriva-
tives; (13) the Supervisory Policy Statement on Investment Securities and End-User Deriv-
atives Activities which was issued on April 23, 1998 by the Federal Financial Institutions
Examination Council (FFIEC); (14) Risk Management of Financial Derivatives, Comptrol-
ler of the Currency Banking Issuance Circular 277, October 27, 1993; (15) Six Common-
Sense Questions About the Use and Risks of Derivatives, American Institute of Certified
Public Accountants, 1994; (16) Internal Control Issues in Derivatives Usage: An Informa-
tion Tool for Considering the COSO Internal Control—Integrated Framework in Derivatives
Applications was issued by the Committee of Sponsoring Organizations of the Treadway
Commission in 1996; (17) Derivatives—Current Accounting and Auditing Literature issued
by the American Institute of Certified Public Accountants, 1994; and (18) Banking Off the
Balance Sheet, Bank Administration Institute and McKinsey and Company, Inc., 1994. 

SFAS No. 133 has been issued with many unanswered implementation questions and, ac-
cordingly, implementation guidelines will evolve as the Statement is adopted by affected en-
tities. To facilitate the proper adoption of SFAS No. 133 and to provide adequate answers to
implementation questions, the FASB has appointed the Derivatives Implementation Group,
which is a task force to assist the FASB in identifying implementation issues and in answer-
ing the related questions. The task force is in the process of compiling an implementation
guide to highlight and resolve significant implementation problems in advance of the adop-
tion of the statement. The status of the guidance will remain tentative until it is formally
cleared by the FASB and will finally be incorporated in a FASB staff implementation guide.

17.9 DERIVATIVES VALUATION MODELS

The increasing use of derivative contracts available over the counter, on exchanges, and
through private placements has raised serious concerns regarding their proper valuations. A
number of valuation models for different types of derivatives (e.g., option, call, swap) have
been developed based on the premise that if the suggested model accurately determines the
value of a derivative, its market price should equal its theoretical fair value. Many of these
models go far beyond the intended level of this book. The models range from the relatively
simple models (e.g., binomial option pricing model) to more complex and sophisticated
models (e.g., Black-Schobes model, digital contracts). 

17.9.1 Binomial Model

To simplify, the binomial model presented here is the one-period binomial option pricing
formula.14 This model determines the option price as a weighted average of the two possi-
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ble option prices at expiration, discounted at the risk-free rate. Mathematically the option
price is calculated as follows:

where
C � the theoretical fair value of call option
Cu � the price of call when it goes up � Max [0,S(1�u)�E] where S is stock price,

E is the exercise price of call, and u is the percentage increase in value of stock
Cd � Price of call when it goes down � Max [0,S(1�d)�E] where d is the percent-

age decrease in value of stock

P � where r is the risk-free rate

17.9.2 Binomial Model—An Illustrative Example

Assume that a stock is currently priced at $150 and can go up to $177, an increase of 18
percent, or down to $120, a decrease of 20 percent, in just one period. Furthermore, the ex-
ercise price of a call option is $125, and the risk-free rate is 12 percent. The theoretical fair
value of the call is calculated as follows:

Cu � Max [0,S(1�U)�E] � Max [0,150(1 � .18)�125] � $52

Cd � Max [0,S(1�d)�E] � Max [0,150(1 � 20)�125] � $�

1-P�1-.842�.158

17.9.3 The Black-Scholes Call Option Valuation Model

In the world of no taxes and no transaction costs, one could adjust hedge positions almost
constantly within the short time period. Black and Scholes (1973) developed a call option
pricing formula known as the Black and Scholes option pricing model, which has been
modified and used by valuation professionals to determine the theoretical fair value of call
options.15 The Black and Scholes call option valuation formula as described below deter-
mines the call value based on the stock price, exercise price, risk-free rate, time to expira-
tion, and variance of the stock return. The formula is 

d1 �

In�Ps

E � � �r �
1

2
�2�t

��t

Pc � Ps N (d1) �
E

ert N (d2)

C �
PCu � (1 � P)Cd

1 � r
�

(.842)(52) � (.158)0

1 � .12
�

43.78

1.12
� $39

P �
r � d

u � d
�

.12 � (�.20)

18 � (�.20)
�

.32

.38
� .842

r � d

u � d

C �
PCu � (1 � P)Cd

1 � r
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where:
Pc � the current price of the call option
Ps � the current value of the stock
E � the exercise price of the call option
e � 2.71828
t � the time remaining before expiration (in years)
r � the continuously compounded risk-free rate of return
� � the standard deviation of the continuously compounded annual rate of return on

the stock

� the natural logarithm of 

N(d1)iN(d2) � cumulative normal probabilities which is the probability that a derivative
less than d will occur in a normal distribution with a mean of zero and a standard deriva-
tion of one.

The Black-Scholes option valuation formula can be applied to a variety of financial de-
rivatives in light of the following assumptions:

1. There are no taxes or transaction costs.

2. The stock pays no dividends prior to expiration.

3. The risk-free rate is constant throughout the life of the option.

4. The standard deviation of the return on the stock is constant throughout the life of the
option. 

5. The rate of return on the stock follows a lognormal distribution of a normal curve.

6. The calls are European-style with a single payoff received on a maturity date known at
the contract’s inception.

17.9.4 An Illustrative Example of the Black-Scholes Valuation Formula

Consider a stock is currently priced at $75. Assume a call option with an exercise price of
$86. The risk-free rate is ten percent, and the standard deviation of the continuously com-
pounded annual return is 50 percent. The time remaining before the expiration is three
months.

d2 �

In�75

86� � �.10 �
1

2
(.5)2�.25

.50�.25
� � .545

d1 �

In�75

86� � �.10 �
1

2
(.5)2�.25

.50�.25
� � .319

Ps

E
In�Ps

E �

d2 �

In�Ps

E � � �r �
1

2
�2�t

��t
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N(d1) � N(–.319)�.3725 (from a normal curve distribution)
N(d2) � N(–.545)�.2912 (from a normal curve distribution)

17.9.5 Digital Contracts for Valuation of Derivatives

Digital contracts are simple building blocks that provide a unified approach for determin-
ing formulas for a wide variety of financial instruments. Unlike these specialized formulas
(e.g., Black-Scholes) that can only be applied to the specific asset for which they were de-
rived, digital contracts are applicable to a wide variety of financial assets. Digital contracts
are simple because their payoffs are either “on” or “off, ” indicating that a digital option
pays at maturity either one dollar (on) or nothing (off), depending on its payoff event.

Ingersoll (2000) suggested a three-step valuation process with digital contracts. The first
step is the determination of the (risk-neutral) probability of a particular payoff event. The
second step involves development of the formulas for the digital contracts. The third step is
to use these instruments (formulas) to value financial derivative contracts.16 To simplify
mathematically, a pure European-style call option can be valued as follows:

where k(SitiTiMi) is the value at time t of receiving $1 at time T, the maturity date, if and
only if the event M occurs, and L(SjtjTjMj) is the value at time t of receiving one share of
stock at time T (no dividends), if and only if the event M occurs.

The probability of event M happening depends on the current stock price (S), so the val-
ues of k and L are determined based on stock price (S). Thus, the value of the call option is
determined based on the value of stock.17

Financial institutions should establish managerial policies and procedures regarding is-
suing and/or holding derivatives. Management should initially brainstorm various methods
that can be used in issuing and holding derivatives in order to maximize the expected return
and minimize the potential risk. Derivatives should be used in a manner consistent with the
entity’s overall financial and investment activities as well as risk management. The mana-
gerial policies on derivatives should be clearly defined, including the purposes for which
derivatives are being issued or held, because the classification and the accounting for
changes in the fair value of derivatives, under SFAS No. 133, depend on their intended use.
These policies should be reviewed and revised as business and market circumstances
change to properly determine the value of derivatives. The institution’s risk management
philosophy should be properly documented and assessed in achieving the overall risk man-
agement objectives.

17.10 CONCLUSION

Derivatives have grown significantly in volume and complexity from the traditional interest-
rate and currency-swap to more sophisticated computer-driven risk management derivatives.

Pc � �
i

aik(SitiTiMi) � �
j

bjL(SjtjTjMj)

Ps � PsN (d1) �
E

ert N (d2) � (75 � .3725) � � 86

e.10� .25 � .2912� � $10.29
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The magnitude, complexity, risks, and incomplete as well as inconsistent accounting and re-
porting practices for derivatives have raised some concerns. Improved oversight require-
ments, regulatory initiatives, and new accounting standards have been suggested as a means
of addressing these concerns. SFAS No. 133 standardizes the accounting for derivatives by
requiring that derivative instruments be measured at fair value and recognized in financial
statements. Financial institutions should obtain a thorough knowledge and understanding of
the provisions of regulatory requirements and accounting standards about derivatives. 

The widespread use of derivative transactions presents new challenges and opportunities
for financial regulators, the accounting profession, and the business community. Deriva-
tives provide a means to: (1) access low-cost funds; (2) earn higher investment re-
turns;(3) adjust investment portfolios to take advantage of miss-pricing between stock bas-
kets and stock index futures; and (4) combine derivatives with other financial instruments
to create new and more-powerful financial products. The FASB accelerated its financial in-
struments project and first issued SFAS No. 119, which requires disclosures about amounts,
nature, and terms of derivatives in October 1994, two years later issued the Exposure Draft,
and finally in June 1998 issued SFAS No. 133, which requires all derivatives to be meas-
ured at fair value and reported as assets or liabilities in the statement of financial position.

The adoption of SFAS No. 133 would cause financial institutions to report a fuller pic-
ture of their financial exposures by requiring measurement, recognition, and reporting of
fair value of derivatives in their financial statements. The balance sheet effect of adopting
SFAS No. 133 is an increase in the size of the balance sheet because of the fair value recog-
nition of derivatives as assets or liabilities. The income statement effects of changes in fair
value of derivatives depend on the intended use of derivatives, whether they are qualified
and designated as hedging instruments. Adoption of SFAS No. 133 may increase volatility
in earnings and equity through comprehensive income. Implementation of provisions of
SFAS No. 133 is very complex and requires substantial changes in affected entities’ finan-
cial information system, internal control structure, and risk-management strategies. Cur-
rently, many financial institutions use derivatives for a variety of purposes, including ac-
cessing low-cost funds, earning higher investment returns, and creating more powerful
financial products. Financial institutions must continually assess their risk management
practices to ensure that their derivatives are properly valued and in compliance with the
board-authorized policies and procedures approved to facilitate the implementation of
leveraged trading strategies.
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CHAPTER 18

Real World Bank Valuation
Complications

Not all bank valuations will involve normal conditions and clean banks that have healthy
prospects for reasonable returns in the future. There are numerous instances where special
circumstances require adjustments to the standard valuation approaches. This chapter de-
scribes the application of the various valuation approaches under eight real world compli-
cating circumstances:

1. A bank that has experienced losses in recent years because of low spreads, high over-
head expenses, or excessive loan losses

2. A bank with inadequate capital levels

3. A bank that faces very uncertain loan loss exposure on a significant portion of its portfolio

4. A bank whose equity base consists of both preferred and common stock, but only the
value of the common stock is needed

5. A bank that is highly leveraged

6. A branch of a bank that is to be purchased

7. Bank assurance

8. Initial Public Offering (IPO)

Each of these situations requires slight modifications to the valuation approaches used in
Chapter 14.

18.1 BANKS EXPERIENCING RECENT LOSSES

Banks and banking organizations in the United States have reported eight consecutive years
of record earnings, showing financial health and strength in rebounding from the financial
difficulties of the late 1980s and early 1990s. In 1991, the Federal Deposit Insurance Cor-
poration Improvement Act (FDICIA) introduced mandatory procedures called prompt cor-
rective action (PCA), which requires regulators to promptly close depository institutions
when their capital falls below predetermined quantitative standards.



The banking industry during the past eight years has been profitable and financially
healthy with the average annual return on assets (ROA) of above one percent and the aver-
age annual return on equity (ROE) of above 15 percent. However, the chairman of FDIC in
her February 8, 2000 testimony before the U.S. House of Representatives raised some con-
cern regarding several recent failures of insured institutions.1 Exhibit 18.1 shows the fre-
quency of banks’ and thrifts’ failures from 1980–1999.

Exhibit 18.1 also reveals that in light of the existing health of the economy in general,
and the banking industry in particular, the frequency and trend of bank failures has been
low during the past five years. In addition, recent loss rates, stated as the loss to the deposit
insurance fund as a percentage of the total assets of the failed banks, have not been signif-
icant and are considered to be within the acceptable 12 percent range of the FDIC.2 The pri-
mary reasons for recent bank failures are (1) extensive activity in subprime lending with-
out prudential standards with regard to borrowers with blemished or limited credit histories
and inadequate safeguards (e.g., capital) to meet anticipated losses; (2) valuation and liq-
uidity risk resulting from “retained interests” generated from the securitization of high-risk
assets for institutions with excessive concentrations of these assets in relation to capital; and
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(3) fraudulent financial activities by failed bank managers and directors (e.g., BestBank,
Keystone, Golden City Commercial Bank, Hartford-Carlisle Savings Bank).3

The minimal recent bank failure rates, coupled with profitable financial services, more
diversification of risks, and maintenance of a greater amount of capital encourage some
banks to relax their lending standards. This has increased the number of “3,” “4,” or “5”
rated state member banks to 43, the highest since 1995.4 Banks can minimize the risk of
failure by engaging in the following activities:

1. the use of a more sophisticated risk management system;

2. the use of a risk-focused approach of emphasizing the adequacy and effectiveness of
the internal control system;

3. continuous testing of the loan portfolio and other transactions to ensure that prudent
risk-taking is occurring;

4. continuous assessment of an institution’s risk management system and overall risk 
profile;

5. ongoing monitoring of control activities to ensure that the designed control activities
are functioning effectively as intended;

6. in-depth review of the loan portfolio;

7. identification of problems at an early stage; and

8. fraud prevention policy of reducing incidents of fraud.

An increasingly common situation in bank mergers and acquisitions is when the selling
bank has experienced losses in recent years. Use of the market approach may not accurately
reflect true value, and the income approach may be distorted by the recent losses. There are
two options in such a situation. If the losses are expected to continue for at least the next few
years—that is, if a turnaround is unlikely for whatever reason—it may be appropriate to es-
timate the bank’s net asset value—the market value of the bank’s assets less the market value
of its liabilities. In extreme situations, the liquidation value of the bank may be the most ap-
propriate value measure. Liquidation value is the lowest price a business commands—a busi-
ness is worth no less than what remains after assets are liquidated and liabilities satisfied.

The more likely situation is a bank that has experienced recent losses being evaluated by
a buyer who will be able to improve its performance. In this case, it is first necessary to con-
struct a detailed balance sheet as it would exist on the date of acquisition. This balance sheet
should reflect adjustments to clean up the bank so that its performance can be forecast as a
healthy entity. This clean balance sheet would be the starting point for the new income state-
ment. It is essential that the new income statement immediately reflect the expenses asso-
ciated with cleaning up existing problems, recognizing loan losses, undertaking needed de-
ferred maintenance, and so on. The income approach as described in Chapter 14 could then
be used. The difference is that cleanup costs are reflected as immediate outflows of cash
when calculating available cash flow.

Exhibit 18.2 provides a simple example. In this case, the available cash flows have been
forecast based on an acquired balance sheet free of problem assets. Without cleanup costs
the value of the bank is $94 million, but because of problems requiring $25 million, the
value of the bank is only about $69 million. This simple example illustrates how estimated
cleanup costs would be reflected in value calculations.
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18.2 BANKS WITH LOW EQUITY CAPITAL

A situation closely related to low earnings is a bank with low equity, often below regula-
tory minimums. In such a situation, it is difficult to apply the market approach unless banks
with similarly low equity levels have been sold recently and can be used as comparables. A
better approach is similar to the one described above. Project value by the income approach
after a capital injection, then adjust the value to reflect that capital injection.

The difference between the low equity situation and the recent losses situation has to do
with where the money goes. The cost of cleaning up the bank described above presumably
went to outside parties. In a low equity situation, a capital injection stays with the bank and
helps with earnings but essentially is unavailable to the owners until the bank is sold or is
sufficiently profitable that internal capital creation is adequate. For example, if a buyer is
required to inject one dollar of new capital upon acquisition, the assets will increase by one
dollar, as will equity. All or virtually all of the additional dollar can be invested in earning
assets, thus improving the income of the bank. And when the bank is sold, the one dollar is
still part of the equity base. Contrast this scenario with one in which one dollar is a direct
loss (say from the sale of investments). The dollar is removed from the bank, with no cur-
rent or future benefit.

Despite the differences in effect, the valuation of a bank with low equity can be under-
taken essentially in the same manner as for a bank with recent losses. The key is to estab-
lish a starting balance sheet reflecting the capital injection. Exhibit 18.3 illustrates how a
buyer would adjust a balance sheet of a $160 million bank to reflect a $6 million addition
to equity. An income statement would then be projected based on this starting balance sheet.
Available cash flow would be adjusted downward to reflect the required equity injection,
with value estimated based on the income approach.
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Exhibit 18.3 Reflecting Capital Injections in Starting Balance Sheet ($000,000)

Acquired Capital Starting
Balance Sheet Injection Balance Sheet

Assets
Cash and Due Froms $ 10 $ 10
Securities & Fed Funds 20 �5 25
Total Loans 130 130
(Loan Loss Reserves) (10) (10)_____ _____
Net Loans 120 120
Premises & Fixed Assets 5 �1 6
Other Real Estate Owned 3 3
Other Assets 2 2_____ _____
Total Assets $160 �6 $166_____ __________ _____
Liabilities & Equity
Noninterest-bearing Deposits $ 25 $ 25
Interest-bearing Deposits 115 115_____ _____
Total Deposits 140 140
Other Liabilities 17 17
Equity 3 �6 9_____ _____
Total Liabilities & Equity $160 �6 $166_____ __________ _____



Another possibility is that the balance sheet is so weak that it cannot be cleaned up within
realistic financial or time limits. In such an extreme case, the liquidation value, as described
earlier, may be the most appropriate measure of value.

In some instances the net asset value may be negative; that is, the value of the bank’s as-
sets may be less than its liabilities. This is the typical situation with an FDIC-assisted sale.
In this case, the buyer requires the FDIC to inject sufficient capital (and hold back certain
nonperforming assets) to ensure that the acquired balance sheet is reasonably clean.

18.3 BANKS WITH UNCERTAIN FUTURE LOAN LOSS EXPOSURE

A third complicating situation is when the bank being valued faces uncertain future loan
loss exposure. In other words, the loss facing the bank in its loan portfolio is difficult if not
impossible to assess with any reasonable degree of accuracy, and existing reserves may or
may not be adequate. This can be a particular problem in smaller banks where a few large
problem loans have a disproportionate impact on the bank’s financial condition and subse-
quent value to a buyer.

One way to reflect such uncertain exposure is to identify separately those problem loans
on the projected income statement of the bank. Instead of one line item called Loan Loss
Provision, there would be two: Loan Loss Provision for Identified Problem Loans and Loan
Loss Provision for All Other Loans. The total of these two would be the loan loss provision
for the bank. The normal income approach could then be used to value the bank.

The advantage of this separation technique is that a normal annual loan loss provision
could be applied to all other loans, while the specific impact of the problem loans on the
value estimate can be assessed. Different assumptions of degree and timing of collectabil-
ity can be simulated to determine how franchise value might be affected.

Loans and loan losses are somewhat unique aspects of banks (and other financial insti-
tutions) for several reasons:

• Loans (which are, in effect, accounts receivable) constitute a large part of the asset base

• Losses on loans can be difficult to predict

It is this second aspect that is of most concern in the valuation process.
In the valuation of Example Bank in Chapter 14, the loan loss provision was based on a

target loan loss reserve of 1 percent of total loans with a charge-off rate of 0.3 percent of to-
tal loans. Had these projections been different, the resulting value would also be different.
Exhibit 18.4 illustrates how the value impact can be affected by relatively minor changes in
assumptions. For every 0.05 percent increase in net charge-offs to average assets, the value
of Example Bank declines by about $1.0 to $1.1 million.

It should be noted that increasing or decreasing any expense item (salaries, occupancy, and
so on) would have the same impact on value. The difference is that most operating expenses of
a bank are either fairly predictable or controllable, or both. Loan losses are unique because they
can be unpredictable. Banks in a given peer group tend to have much more consistent operat-
ing expense ratios than loan loss ratios. Loan losses are related to many factors outside the
bank’s control. Consequently, when a bank is being valued, it is critically important that the loan
loss assumptions be as accurate as possible and based on a full knowledge of pertinent facts.
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18.4 PREFERRED AND COMMON STOCK

In cases where a bank has both common and preferred stock, there are instances where a
buyer is interested in the value of only one or the other. The technique is relatively straight-
forward. Preferred stock can be valued by either the market approach (comparing one issue
with similar issues of preferred stock) or the income approach (the net present value of in-
terest and return of principal).

To value just the common stock of a bank that has both preferred stock and common
stock requires that the bank first be valued as a total economic entity. The market and in-
come approaches used to value Example Bank in Chapter 14 provide this total economic
entity value. The preferred stock value is then subtracted from the total economic entity
value, with the result being the aggregate value of the common stock. This is the value on
a 100 percent common stock ownership basis. Any minority position valuation would re-
quire that an appropriate minority and/or marketability discount be applied.

18.5 HIGHLY LEVERAGED BANKS

Banks, or more likely bank holding companies, that have high debt-to-equity ratios may
have historical earnings that belie the underlying earning potential of the institution. If a
bank has a large debt burden, its fixed interest charges can have a significant impact on net
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Exhibit 18.4 Impact on Estimated Value of Example Bank with Varying Assumptions of
Loan Losses* ($ Millions)

Net Charge-offs Each Year, As a Percent of Total Loans (with constant 1% reserve for loan losses)
*From data in Chapter 14.



income and available cash flow. Leverage ratios can vary widely among different size hold-
ing companies.

Valuing a highly leveraged bank is best accomplished by examining it on a debt-free ba-
sis, both historical and projected. Historical income statements can be adjusted to reflect
what income would have been without the debt, or with a normal level of debt. Projected
income is then estimated on a debt-free basis. Normal market and income approaches to
value can then be used. The amount of debt is subtracted from the debt-free value to arrive
at a with-debt value. This is essentially the approach described in the discussion of total en-
terprise value versus value of equity in Chapter 6.

18.6 BRANCH ACQUISITIONS

As consolidation continues in the banking industry, more and more banks are finding that
redundant branch coverage is causing excessive costs. Moreover, with a greater focus on
optimal asset utilization, some banks are withdrawing entirely from selected markets. The
net result is that branch acquisitions have become commonplace. Buyers of branches con-
front an unusual set of circumstances, including the problem of defining exactly what is be-
ing acquired. Some branches are almost self-contained banks with their own loyal customer
base, while others are simply service centers for routine deposit and loan services.

In most instances, the value of a branch is more than the physical premises, furniture,
fixtures, and equipment. If only these parts of a branch are being acquired, typical real es-
tate and equipment valuation methods are sufficient. The more likely, and more complex,
situation is when a bank is selling a branch as a business unit, including earning and non-
earning assets and the customer relationships.

The most straightforward technique to valuation of a bank branch as a business unit is
to compute its net asset value. Exhibit 18.5 illustrates this approach. The first column shows
the book value of the assets and liabilities to be computed as part of the branch sale. (As is
the case with many branch acquisitions, there are more assigned liabilities than assigned as-
sets.) The second column shows the adjustments of assets and liabilities to market values.
The third column shows the balance sheet the buyer would have. It reflects a $5.2 million
injection by the seller and includes core deposit intangible value.

In essence, when a branch is acquired with equal assets and liabilities, the price paid re-
flects the value of the core deposit intangible—the customer base. Consequently, the buyer
must be confident that a significant number of depositors will not move their accounts when
the branch is sold. If this were to occur, the deposit base upon which to value the intangi-
ble would be smaller, thus lowering the premium.

Another approach is to forecast the income and cash flows from the assets acquired and li-
abilities assumed. The normal income approach could then be used to value the branch. When
using this approach, the required additions to capital must be factored into the available cash
flow calculation. For example, if a branch with $20 million in assets and $20 million in lia-
bilities is being acquired, the incremental equity capital needed for the buyer to inject, as-
suming a 5 percent equity-to-assets ratio, would be $1 million. Such a requirement should be
considered in the valuation.

In some cases the purchaser of a branch is taking over only the deposits and fixed assets
of the branch. No assets except for the physical structures are being acquired. This is the
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typical scenario for an FDIC branch sale. In determining the value of this type of branch
acquisition, the purchaser will pay a premium for the customer base. This premium repre-
sents the value of the core deposit intangible.

The premiums paid for a deposit purchase vary considerably, but most fall into the 2.5
to 5 percent range. This means that for every $100 of deposit the bank takes over, it will pay
the seller $2.50 to $5.00 in addition to taking over the liability. The premium will depend
on the types of deposits being acquired and the contractual interest rates the purchaser will
have to pay depositors. Lower cost stable deposits (such as checking and passbook savings)
tend to command higher premiums.

18.7 EUROPEAN BANKING MODEL

Consolidation, convergence, and global competition in recent years have encouraged banks
to engage in insurance and investment activities. Especially, the passage of the Gramm-
Leach-Bliley Financial Modernization Act (GLB) of 1999 allows banks to establish finan-
cial holding companies (FHC) which could engage in a wide variety of financial services
activities including insurance and investment activities. The banking model under the GLB
Act in which banks can fully integrate insurance and investment businesses into their core
product and service offerings would resemble the European banking model of “bancassur-
ance.” The bancassurance model has been successfully used by European banks and would
be possible for U.S. banks under the GLB Act.

Traditionally, the investment marketplace was driven primarily by institutional investors
and wealthy individuals. Recently, especially during the 1990s, individuals across all in-
come and demographic segments have become active investors by investing in the reward-
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Exhibit 18.5 Example of Net Asset Valuation of Branch to be Acquired ($000,000)

Book Value of Market Value of Buyer’s Opening
Assets and Liabilities Assets and Liabilities Balance Sheet

Assets
Vault cash $  10 $  10 $  10
Investments 20 18 $ 70*
Total loans 105 100 100
(Loss reserve) (5) (5) (5)_____ _____ _____
Net loans 100 95 95
Fixed assets 15 20 20
Miscellaneous 5 5 5
Core deposit

value — — 10_____ _____ _____
Total assets $150 $148 $210_____ _____ __________ _____ _____
Liabilities
Deposits $200 $200 $200
Total liabilities $200 $200 $200_____ _____ _____
Net asset value ($ 50) ($ 52) $ 10_____ _____ __________ _____ _____

*Reflects $5.2 million injection by seller to balance market value of assets and liabilities.



ing stock market, 401(k) plans, and mutual funds. Exhibit 18.6 shows that during the 1990s
the amount of assets in mutual funds exceeded bank deposits and grew at a rapid pace. The
passage of the GLB Act enabled U.S. banks to adopt and apply the European banking model
of “bancassurance” to increase their market share and profitability in nontraditional mar-
kets such as mutual funds. Banks will be able to meet all of their customers’ basic financial
needs by integrating insurance and investment products with their core banking operations.

This wave of convergence will create a number of challenges for banks in shifting 
away from offering traditional banking services (e.g., deposits, loans, transaction activi-
ties) and moving toward engaging in nontraditional markets including insurance and mu-
tual funds. By enacting the GLB Act, the United States was almost the last developed econ-
omy to eliminate convergence restrictions in the financial services industry and to allow
the financial systems to respond to changes in the global marketplace. With this conver-
gence now being possible in the financial services industry, several issues arise about the
future structure and directions of financial service providers. These issues are: (1) the pos-
sible impacts of the passage of the GLB Act on future mergers and acquisitions in the fi-
nancial services industry; (2) whether the convergence, specifically between banks and
insurance companies, will limit consumer choice; and (3) whether banks and securities
companies combine without imposing excess and unjustifiable levels of risk on the 
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Exhibit 18.6 Trends in the Growth of Mutual Funds Assets and Bank Deposits
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consumer and the economy in general. These and other related issues should be addressed
in complying with the provisions of the GLB Act and in adopting the European bank as-
surance model in the United States. The effective and successful convergence requires
banks to combine with insurance companies and mutual funds according to the provisions
of the GLB Act. To achieve a successful level of convergence, banks should modify their
financial reporting as well as their internal risk assessment policies and procedures. These
changes require compliance with insurance and mutual funds laws and regulations and
make bank valuations more complicated.

During the past decade, the mutual fund industry has grown substantially to the un-
precedented level of over $6 trillion and surpassed the total deposits at banks.5 The Invest-
ment Company Act of 1940 requires calculation and reporting of the net asset value (NAV)
per share for a mutual fund. Mutual funds are not taxpaying entities; their earnings pass di-
rectly through to shareholders who report individual earnings information on their tax re-
turns. Mutual funds calculate daily NAV per share by using the market value of funds’ in-
vestments. The daily reporting of NAV in the financial press permits investors to determine
the fair market value (FMV) of their investments. NAV is calculated as follows:

Exhibit 18.7 shows the calculation of the daily net asset value for the hypothetical ABC
mutual fund.

NAV �
market value of shareholders� equity

 outstanding shares of mutual funds
�

assets (at FMV) � liabilities

outstanding shares of mutual funds
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Exhibit 18.7 Calculating the Daily Net Asset Value (NAV) 
for the ABC Mutual Fund

Assets
Cash $ 1500
Interest receivable 325,000
Dividend receivable 416,000
Investment at cost 395,000,000
Net appreciation of investments* 15,000,000___________
Total assets at FMV $410,742,500______________________

Liabilities
Investment purchases payable $ 2,100,000
Accrued expenses 216,000___________
Total Liabilities $ 2,316,000______________________

Shareholders’ equity
Capital stock $391,000,000
Net appreciation of investments 15,000,000
Retained Earnings** 2,426,500___________

Total shareholders’ equity (at FMV) $408,426,500______________________
Shares outstanding $ 18,000,000

Net asset value (NAV) � 408,426,500 � 18,000,000 � $22.69.
*The “net appreciation” and “net depreciation” of investments represent un-
realized holding gains and unrealized holding losses.
**Retained earnings consist of capital gains, income, expenses, and distri-
butions.



18.8 INITIAL PUBLIC OFFERING (IPO)

Initial public offering is another business area that requires determination of fair value of
the company going public in order to assess the IPO pricing and fair value of the minority
interests prior to the IPO. In the IPO process the privately held company in the transition
process provides the public with the opportunity to buy shares in the public stock markets.
The financial institution in the transition process of “going public” may be considered at-
tractive to the public stock markets for the following reasons: (1) generating new capital
from the IPO; (2) increasing earnings capacity resulting from the new capital invested;
(3) increasing growth prospects resulting from new capital and increased earnings capac-
ity; and (4) accessibility to a public market for offering stock in an active market to a great
number of potential shareholders.

In most of the aforementioned valuation services, the considerations in dispute are not
bought and sold every day by able and willing involved parties. In other words, there is not
a readily available fair market value for them, and accordingly the proper valuation method
should be employed to assess their value. Valuation experts utilize a number of valuation
methods commonly derived from theories of finance (e.g., discounted cash earnings, capi-
tal asset pricing model) to calculate a business’s value.

The eight situations described in this chapter are not uncommon and are likely to be con-
fronted in the course of most bank valuations. A summary of the approaches that should be
considered is shown in Exhibit 18.8.
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Exhibit 18.8 Summary of Valuation Approaches in More Complex Situations

Situation Valuation Approach

Bank has experienced losses 
in recent years.

Bank has very low equity.

Bank faces uncertain loss 
exposure on a selected 
portion of its portfolio.

If losses are expected to continue, use the market value of equity
approach, which essentially measures liquidation value. If
losses are not expected to continue, develop a projected income
statement based on detailed analysis of current balance sheet
and yields, costs, etc. Factor in any costs necessary to divest of
assets or liabilities that are draining earnings. Then use income
approach.

If the current balance sheet is clean, a projected income statement
can be prepared based on the yields, costs, etc. Then use the
income approach, taking into account any needed immediate
capital injection. If current balance sheet is not clean and level
of required equity is very high relative to likely asset quality,
the liquidation value approach may be warranted.

A detailed analysis of the problem loans should be undertaken to
reduce the uncertainty as much as possible. Then, two line
items for loan losses should be included in the projected income
statement; one for the problem loans, another for all others.
This way, the problem loans can be evaluated separately from
the rest. The normal income approach can then be used.

(Continued)
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Exhibit 18.8 Summary of Valuation Approaches in More Complex Situations—continued

Situation Valuation Approach

Bank has preferred and 
common stock, and only 
the value of the common 
stock is desired.

Bank is highly leveraged.

Branch purchase.

The total value of the bank is equal to the value of common stock
plus the value of preferred stock, or conversely the value of the
common stock is equal to the total value of the bank less the
value of the preferred stock. Therefore, the first step is to value
the bank in total, then value the preferred stock using
techniques described in Chapter 6. The difference is the
common stock value.

Value bank on debt-free basis using income approach, then
subtract debt to be assumed to arrive at value with debt.

Compute net asset value taking into account the value of the core
deposit intangible asset or construct an opening day balance
sheet of the branch, then project the income statement based on
the yields, costs, etc. Value by the income approach taking into
account any capital injections needed to support the acquired
assets.



Index

Accounting Principles Board (APB):
goodwill and, 7.4, 13.1
pooling accounting requirements,

7.3.2
Accounting procedures:

generally, 3.3, 7.3—7.4
pooling accounting requirements,

7.3.2—7.33
pooling versus purchase accounting,

7.3, 7.4 
typical valuation examples, 7.4

Accounting-based valuation approach,
14.10.2

Aggregation method, future income
level projections, 6.4.6

Allocated transfer risk, financial analy-
sis, expenses composition, 9.11.3

Allocated transfer risk reserve, loans,
financial analysis, 9.3.4

Alternatives principle, described, 5.5.1
American Institute of Certified Public

Accountants (AICPA), 2.1
American Society of Appraisers,

(ASA), 2.1
Amortization:

amortizable versus nonamortizable
assets, 8.2

core deposits valuation, 16.1. See
also Core deposit base valuation

going concern value, 5.2
intangible asset valuation, 6.5, 8.5.

See also Intangible asset valua-
tion

useful life measurement, 8.3
AmSouth case, 16.3.3
Annual budget, financial analysis, 9.1.5
Antitrust, merger and acquisition

process, 12.3.2
Antitrust Department, 3.4
Appraisal, cost approach, 6.2
Appraisal Foundation (AF), 2.3
Appraisal plan, 2.93
Appraisers, 2.1
Appraiser’s traits, 2.10
Arbitrage pricing theory, 17.2

Assembled work force. See Work force
Asset composition. See also Financial

analysis; Financial assets valua-
tion process; Fixed assets; Intangi-
ble assets; Physical assets; Tangi-
ble asset valuation

balance sheet analysis example, 9.12
financial analysis, 9.3
property factor, internal characteris-

tics assessment, 10.2.8
Asset composition peer group

comparison, financial analysis,
balance sheet analysis example,
9.12.3

Asset growth rates, financial analysis,
balance sheet analysis example,
9.12

Asset/liability (A/L) management
report, financial analysis, 9.1

Asset size, business enterprise valua-
tion process, comparability basis,
14.5.2

Asset transfer transaction (Type D reor-
ganization), nontaxable transac-
tions, valuation process, 7.1.1

Asset valuation, business enterprise
valuation process contrasted, 12.1

Associated company, asset composi-
tion, 9.3.8 

Assumption changes, business enter-
prise valuation process and, 14.7,
14.8

Audit Committees, 4.12.4
Available cash flow, income type

selection, 6.4.4

Balance sheet:
financial analysis, 9.2
projection of, business

enterprise valuation process,
14.6.2-14.6.3

Balance sheet analysis example, 9.12 
asset composition, 9.12.2
asset composition peer group com-

parison, 9.12.3

asset growth rates, 9.12.1 
capital levels and trends, 9.12.7 
liability composition, 9.12.5
liability composition peer group

comparison, 9.12.6
liability growth rates, 9.12.4

Balanced scorecard (BSC), 10.3.3
Banc One case, 16.3.2
Bankers acceptance, customers’ liabili-

ties, financial analysis, 9.3.9
Bank examination report, financial

analysis, 9.1.5
Bank and thrift failures, 18.1
Bank holding company:

BHC, 1.2.2, 4.2.2, 4.11
capital components, 9.7.2
special considerations, 9.17

Bank Holding Company Performance
Report (BHCPR), 9.1.2

Bank supervision, 4.4
Banking franchise concept, business

enterprise valuation process, 14.2
Basel Capital Accord, 1.4.4, 3.5
Basel Committee, 1.4.4
Below-market rate lease, intangible as-

set valuation, 8.4.3
Binomial Model, 17.9.1
Block-Scholes Option Pricing Model,

17.2, 17.9.3
Book value:

adjusted, to compute market value of
equity, business valuation, 6.6.4

defined, 5.2
Borrowed money, financial analysis, li-

abilities, 5.4.4
Branch acquisitions, valuation process

complications, 18.6
Budget, annual, financial analysis,

9.1.5 
Business enterprise valuation process,

Chapter 9. See also Business valu-
ation

asset valuation contrasted, 14.1
assumption changes and, 14.7
banking franchise concept, 14.2



cost approach limitations, 14.5
income approach, 14.6 

balance sheet projection, 14.6.2
cash flow measurement, 14.6.1
example, 14.6.4, 14.7
generally, 14.6
income, expenses, and cash flow

projections, 14.6.3
model overview, 14.6.1

market approach, 14.5
advantages and disadvantages of,

14.5.5
comparability basis, 14.5.2 
comparable transactions identifi-

cation, 14.5.1
example of, 14.5.4
generally, 14.5
publicly traded companies as com-

parables, 14.5.3
stockholders and, 14.11
strategic versus tactical valuations,

14.3
value creation opportunities, 14.8 

Business to Business (B2B), 1.4
Business Valuation Standards, 2.1
Business valuation, 6.6. See also Busi-

ness enterprise valuation process
book value, adjusted, to compute

market value of equity, 6.6.4
generally, 6.6
liquidation value, 6.6.5
preferred stock, 6.6.3
total enterprise value versus value of

equity, 6.6.2

Call reports, financial analysis, 4.11,
9.1.3

CAMEL factor, 4.4.4, 12.3.2
Candidate identification, merger and

acquisition process, strategy
phase, 12.1.5

Capital: 9.6
Components, 9.7.1
Reserves, 9.6.4
Risk-based, 9.8

Capital, risk-based, financial analysis,
9.8 

Capital Asset Pricing Model, (CAPM),
6.4., 6.4.7, 14.10.1, 17.2

discount rate, and, 6.4.7
Capital composition, financial analysis,

9.6 
Capital standards, 1.4.4
Capitalization rate:

business valuation, preferred stock,
6.6.2 income approach to valua-
tion, 6.4 

internal characteristics assessment,
potential factor, 10.2.10

selection of, income approach to val-
uation, 6.4.7

Capitalized leases, financial analysis,
liabilities, 9.4.5

Capital levels and trends, financial
analysis, balance sheet analysis
example, 9.12.7

Capital reserves, financial analysis,
9.6.4 

Cash and due froms, financial analysis,
asset composition, 9.3.1

Cash flow, available, income type
selection, 6.4.4

Cash flow measurement, business en-
terprise valuation process, income
approach, 14.6.1

Certificate of Deposit (CD):
core deposits valuation, 16.5.2
interest expense, financial analysis,

9.10.1
Chambers of commerce, external

environment assessment, 11.2
Citizens & Southern Bancorporation

case, 8.5, 16.3.4 
Closely held corporations (CHC), 6.8
Closely held stock, 2.8

generally, 2.8
IRS Revenue Ruling, 6.8.1, 7.1.1
marketability, lack of, discount for,

6.8.3
minority position/premium for con-

trol, discounts for, 6.8.2
Collateralized Mortgage Obligation

(CMO), 15.2.1
Commercial loans, tangible asset valua-

tion process, 15.2.3
Committee of Sponsoring Organiza-

tions (COSO), 4.12, 17.3
Common stock. See also Preferred

stock
business valuation, 6.6.3
par value of, financial analysis, 9.6.1
valuation process complications,

18.4
Community impact, regulator approval,

merger, and acquisition process,
12.3.2

Community Reinvestment Act (CRA),
1.2.2

Comparability:
business enterprise valuation

process, 14.5.1, 19.5.2
lack of, adjusting for, 6.3.2

Comparables: 
identification of

business enterprise valuation
process, 14.5.1 valuation
process, 6.3.1

publicly traded companies as, busi-
ness enterprise valuation
process, 14.5.3

Competitive analysis, external environ-
ment assessment, 11.6

Complications, Chapter 18. See also
Valuation process complications

Consolidation, Convergence, and Com-
petition, (3 C’s), 1.2, 1.4, 2.2, 4.2

Consumer loans, tangible asset
valuation process, 15.2.4

Continuous quality improvement, 1.4.6
Core capital, 1.4

regulatory capital components,
financial analysis, 9.7

Core deposit base, intangible asset val-
uation, 6.1.2

Core deposit base valuation, Chapter 16
cost

savings approach
described, 16.2
example of, 16.7

deposits included in, 16.4
future income approach

described, 16.5.3
example of, 16.8

historical development cost
approach, 16.5.1

intangible asset concept and, 16.1
IRS position on, 16.2
life estimation, 16.6

historical retention, 16.6.1
projected lifing, 16.6.2

tax court cases on, 16.3
AmSouth case, 16.3.3
Banc One case, 16.3.2
Citizens & Southern case, 16.3.4
generally, 16.3
Midlantic case, 16.3.1
Newark Morning Ledger case,

16.3.5
Corporate culture, internal characteris-

tics assessment, 16.2.3
Cost, value contrasted, 5.2
Cost approach:

intangible asset valuation, 8.4.1
limitations of, business enterprise

valuation process, 14.4
replacement principle, 5.5.2
valuation process, 6.2

Cost recovery method, intangible asset
valuation, amortization, 8.5

Cost savings approach:
core deposits valuation

described, 16.5.2
example of, 16.7

intangible asset valuation, 6.53, 8.43
Customers’ liabilities, financial

analysis, asset composition, 9.3.9

Daily statement of condition, financial
analysis, 9.1.5

Data sources. See also Financial analy-
sis availability, comparables iden-
tification, 6.3.1 external environ-
ment assessment, 11.2, 11.5

Debentures, financial analysis,
liabilities, 9.4.7

Delinquent and classified loan analysis,
financial analysis, loan risk analy-
sis illustration, 9.14.2

Delinquent (past due) loan report,
financial analysis, 9.1.5

Demand notes, financial analysis,
liabilities, 9.4.3

Demographic analysis, external envi-
ronment assessment, 11.2, 11.4

Department of Justice (DOJ), 3.4
Deposits, financial analysis, liabilities,

9.4.1
Depreciation, book value and, 5.2
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Derivatives, 17
authoritative guidelines, 17.1
market, 17.2
risk management, 17.3
accounting, 17.5
tax considerations, 17.6
audit, 17.7
sources of information, 17.8
valuation model, 17.9

Direct approach, business valuation,
8.6.2

Discounted cash flow (DCF), 14.7
Discounted future income method, de-

scribed, 6.4.2
Discount for lack of marketability,

closely held stock, valuation
process, 6.8.3

Discount rate, selection of, income ap-
proach to valuation, 6.4.7

Dividend capitalization model, income
approach to valuation, 6.4.8

Due diligence review: 3.10.5, 12.2.4
internal characteristics assessment,

10.1
merger and acquisition process, 12.2.4

Earnings per share, business enterprise
valuation process and, 14.4

Economic Growth, 3.7
Economic obsolescence, cost approach,

6.2
Economic value, defined, 5.1. See

also Value 80 percent rule, tax-
ation, typical valuation exam-
ples, 7.2

Economic value added (EVA), 10.3.2
Electronic Data Interchange (EDI), 3.8
Employees. See Work force
Employee stock ownership plans

(ESOPs), 10.2.2
Enhancements, value creation opportu-

nities, business enterprise
valuation process, 14.8

Equity capital:
financial analysis, 9.6
low, valuation process complica-

tions, 18.2
Equity valuation, book value and, 5.2 
Equity value:

book value adjusted to compute,
business valuation, 6.6.4

total enterprise value versus,
business valuation, 6.6.2

Excess Earnings Method, 6.5.4
Erratic trend pattern, stabilized level of

income estimation, 6.4.5
Examination report, financial analysis,

9.15
Excess earnings method, intangible as-

set valuation, 6.54
Expenses composition, 9.11

generally, 9.11
income taxes, 9.11.4
interest expense, 9.11.1
loan and lease losses and allocated

transfer risk, 9.11.3

noninterest expense, 9.11.2
Expenses projection, business enter-

prise valuation process, income
approach, 14.6.3

External environment assessment,
Chapter 11. See also Internal char-
acteristics assessment

competitive analysis, 4.6
data sources, 11.2, 11.5
demographic analysis, 11.4
economic analysis, 11.5
market-wide versus small area

analysis, 11.3
value and, 11.1

Extraordinary gains or losses, financial
analysis, income composition,
9.10.3

Fair market value: 2.1, 2.2, 2.3
book value and, 5.2
business valuation, 6.6
defined, 5.2
goodwill value and, 5.2
investment value and, 5.2

Fair value accounting (FVA), 4.6, 4.10
Fair value standards, 2.2, 3.7
Federal Deposit Insurance Corporation

(FDIC):
FDIC Act, 1.2.1

external environment assessment,
11.2, 11.6

liquidation value. 5.2
low equity capital complication,

18.2
Federal Financial Institutions Examina-

tion Council (FFIEC), 9.1.1 
Federal financial safety net, 1.2.1
Federal Home Loan Bank Board

(FHLBB), 4.6
Federal Home Loan Bank System,

1.2.1
Federal Reserve Bank, 14.5.1
Fed funds sold:

asset composition, 9.3.3
liabilities, 9.4.2

Federal Reserve Board, 1.4.5, 3.4.1
Final agreement, merger and acquisi-

tion process, 12.3.1
Finalization and integration phase,

merger and acquisition process,
12.3. See also Merger and acquisi-
tion process

Financial Accounting Standards. Board
(FASB), 9.3.6

Financial analysis, Chapter 9
asset composition, 9.3

cash and due froms, 9.3.1
customers’ liabilities, 9.3.9

fed funds sold and reverse repos,
9.3.3

intangible assets, 9.3.10
investment securities, 9.3.2
loans and lease financing

receivables, 9.3.4
other assets, 9.3.11
other real estate owned, 9.3.7

premises and fixed assets, 9.3.6
trading account assets, 9.3.5
unconsolidated subsidiaries and as-

sociated company investments,
9.3.8

balance sheet analysis example, 9.12
asset composition, 9.12.2
asset composition peer group com-

parison, 9.12.3
asset growth rates, 9.12.1
capital levels and trends, 9.12.7
liability composition, 9.12.5
liability composition peer group

comparison, 9.12.6
liability growth rates, 16.12.4
summary, Exhibit 9-4

bank holding company considera-
tions, 9.17

capital composition, 9.6
data types and sources, 9.1

Bank Holding Company Perfor-
mance Report (BHCPR),
9.1.2

call reports, 9.1.3
generally, 9.1
internal data sources, 9.1.5
private sources, 9.1.4
Uniform Bank Performance

Report (UBPR), 9.1.1
expenses composition, 9.11

generally, 9.11
income taxes, 9.11.4
interest expense, 9.11.1
loan and lease losses and allocated

transfer risk, 9.11.3
noninterest expense, 9.11.2

external environment assessment
demographic analysis, 11.4
economic analysis, 11.5

financial statements, 9.2
balance sheet, 9.2.2
generally, 9.2
income statement, 9.2.1

income composition, 9.10
extraordinary gains or losses,

9.10.3
interest income, 9.10.1
noninterest income, 9.10.2

income statement and profitability
analysis illustration, 9.13

overall income and expenses,
9.13.1

profitability sources, 9.13.2
summary, Exhibit 9-6

internal characteristics assessment
portfolio factor, 10.2.5
potential factor, 10.2.10
liabilities, 9.4
liquidity and investment portfolio

analysis illustration, 9.15
loan risk analysis illustration, 9.14
off-balance sheet items, 9.5
regulatory capital components, 9.7
risk-based capital, 9.8

Financial assets valuation process, 15.2
commercial loans, 15.2.3 
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consumer loans, 15.2.4
generally, 15.2
investment securities, 15.2.1 
lease financing. 15.2.6
loan portfolio, 15.2.6
mortgage loans, 15.2.5 
nonperforming loans, 15.2.7

Financial Electronic Data Interchange
(FEDI), 3.8

Financial Holding Company, 1.1, 1.2.2
Financial Institutions Reform, Recov-

ery, and Enforcement Act (FIR-
REA), 2.3

Financial statements, 9.2
balance sheet, 9.2.2 
generally, 9.2
income statement, 9.2.1

Financial Structure, 3.10.8
First Pennsylvania case, 8.3.2
Five-year asset growth, business enter-

prise valuation process, compara-
bility basis, 14.5.2

Five-year return on assets, business en-
terprise valuation process, compa-
rability basis, 14.5.2

Fixed assets:
financial analysis, 9.3.6
property factor, internal characteris-

tics assessment, 10.2.8
Forced liquidation value:

defined, 5.2
value relationships and, 5.4

Forecasting:
balance sheet projection, business

enterprise valuation process,
income approach, 14.6.2

future income level projections,
income approach to valuation,
6.4.5

income statement projection, business
enterprise valuation process, in-
come approach, 14.6.3

projected lifing, core deposits valua-
tion, 16.6.2

Franchise concept, business enterprise
valuation process, 14.2

Functional obsolescence, cost
approach, 6.2

Future benefits principle, described,
5.5.4

Future income approach:
core deposits valuation

described, 16.5.3
example of, 16.8

income approach to valuation, 6.4 
Future income level projections, in-

come approach to valuation, 6.45

General Accounting Office (GAO),
4.12.3

General Utilities, Section 338 election,
taxable transactions, 7.1.2

Generally Accepted Accounting Princi-
ples (GAAP), 2.9, 4.6, 4.11

Generally Accepted Auditing Standards
(GAAS), 4.12.1

Glass-Steagall Act of 1933, 1.2.1,
3.4, 13.1

Global marketplace, 1.4.3
Going concern value, defined, 5.2
Goodwill value:

Accounting Principles Board
(APB), 7.4

defined, 5.2
financial analysis, 9.3.10
intangible asset valuation, 8.2
value relationships and, 5.4

Government Agency Securities,
tangible asset valuation process,
10.2.1

Gramm-Leach-Bliley (GLB) Act, 1.1,
1.2.2, 3.3, 4.5

Growing erratic trend pattern, stabi-
lized level of income estimation,
6.4.5

Herfindahl-Hirschman Index
(HHS), 3.4

Highly leveraged banks, valuation
process complications, 18.5

Historical development cost approach,
core deposits valuation, 16.5.1

Historical loan risk analysis, financial
analysis, loan risk analysis illus-
tration, 9.14.3

Historical retention, core deposits valu-
ation, 16.6.1

Immateriality, intangible asset identifi-
cation criteria, 8.1.1

Improvements, cost approach, 6.2
Income, intangible asset valuation, 6.5.2
Income approach, 6.4

business enterprise valuation
process, 14.6

balance sheet projection, 14.6.2
cash flow measurement, 14.6.1
example, Exhibit 14-6
generally, 14.6
income, expenses, and cash flow

projections, 14.6..3
model overview, 14.6.1

capitalization and discount rates
selection, 6.4.7

discounted future income method,
6.4.2 

dividend capitalization model, 6.4.3
future benefits principle, 5.6
future income level projections, 6.4.5
income type selection, 6.4.3
inflation and, 6.4.9
intangible asset valuation, 8.4.3
overview of, 6.4
stabilized income method, 6.4.1
stabilized level of income estimation,

6.4.5
Income composition, 9.10

extraordinary gains or losses, 9.10.3
interest income, 9.10.1
noninterest income, 9.10.2

Income forecast method, intangible as-
set valuation, amortization, 8.5

Income statement:
business enterprise valuation

process, income approach,
14.6.3

financial analysis, 9.2.1
Income statement and profitability

analysis, 9.13
overall income and expenses, 9.13.1
profitability sources, 9.13.2
summary, Exhibit 19-6

Income taxes, financial analysis, ex-
penses composition, 9.11.4. See
also Internal Revenue Service
(IRS); Taxation

Indirect approach:
business valuation, 6.6.1
future income level projections, 6.4.6

Individual component analysis, intangi-
ble asset valuation, 8.3.2

Inflation, income approach to valua-
tion, 6.4.8

Inseparability, intangible asset identifi-
cation criteria, 8.1.1

Information technology, 1.4.2
Initial public offering (IPO), 18.7
Institute of Business Appraisers, 2.1
Insurable value, defined, 5.2
Intangible assets:

financial analysis, 9.3.10
going concern value, 5.2
goodwill value, defined, 5.2
valuation and, 5.3
value relationships and, 5.4

Intangible asset valuation, 6.5, Chapter
8. See also Tangible asset valua-
tion

amortizable versus nonamortizable
assets, 8.2

amortization, 8.5 
core deposit base, 8.1.2
core deposits valuation, Chapter 16.

See also Core deposit base valu-
ation

cost savings and, 6.5.3 
excess earnings method, 6.5.4
generally, 6.5
good will, 8.1.9 
identification of asset criteria, 8.1.1
income and, 6.5.2
leasehold interests, 8.1.7 
loan servicing contracts, 8.1.3 
proprietary computer software, 8.1.5
replacement cost, 6.5.1
safe deposit box contracts, 8.1.4 
support for, 8.6 
trust accounts, 8.1.6 
useful life measurement, 8.3

generally, 8.3
individual component analysis,

8.3.2 
unique experience, 8.3.1

value establishment, 8.4
work force, 8.1.8

Integration, 3.10.10, 12.3.5
problems, internal characteristics as-

sessment and, 10.1
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Interest expense, financial analysis,
expenses composition, 9.11.1

Interest income:
financial analysis, income composi-

tion, 9.10.1
net business enterprise valuation

process, income approach,
14.6.4

core deposits valuation, 16.5.3
profit factor, internal characteristics

assessment, 10.2.1
Internal characteristics assessment,

Chapter 10.
See also External environment as-

sessment framework of, 10.2
people factor, 10.2.2 
personality factor, 10.2.3
physical distribution factor, 10.2.4 
planning factor, 10.2.9 
portfolio factor, 10.2.5 
potential factor, 10.2.10 
processes factor, 10.2.7
product factor, 10.2.6 
profit factor, 10.2.1 
property factor, 10.2.8

objectives and benefits of, 10.1
Internal control structure, 14.12.2
Internal Revenue Service (IRS): 2.3

core deposits valuation, 16.2.
See also Core deposit base
valuation

excess earnings method, 6.5.4
going concern value, 5.2
intangible asset valuation, 8.2.2, 8.6
338 election, taxable transactions,

7.1.2, 7.2
useful life measurement, 8.3, 8.3.2
value-in-use/value-in-exchange, 5.2

Internal Revenue Service (IRS)
Revenue Ruling 7.1.1, closely
held stock, valuation process,
6.8.1

International Accounting Standards
Committee (IASC), 13.1

Intrinsic value, 5.2.4
Investment securities:

financial analysis, asset composition,
9.3.2 

tangible asset valuation process, 15.2
Investment value: 5.2.2, 14.5

business enterprise valuation
process, 14.6

defined, 5.2

Keefe, Bruyette & Woods, 9.1.4

Lack of comparability, adjusting for,
market approach, 6.3.1

Lease financing, tangible asset valua-
tion process, 15.2.6

Lease financing receivables, financial
analysis, asset composition, 9.3.4

Leasehold interests, intangible asset
valuation, 8.1.7

Lease losses, financial analysis, ex-
penses composition, 9.11.3

Leases:
below-market rate lease, intangible

asset valuation, 8.4.3,
Exhibit 8-2

capitalized, financial analysis,
liabilities, 9.4.5

premises and fixed assets, financial
analysis, 9.3.6

Letter of intent, merger and acquisition
process, 12.2.3

Leveraged banks, valuation process
complications, 18.5

Liabilities:
balance sheet analysis example,

9.12.4—9.12.6
financial analysis, 9.4

Liability composition peer group com-
parison, financial analysis, balance
sheet analysis example, 9.12.6

Liability growth rates, financial analy-
sis, balance sheet analysis exam-
ple, 9.12.4

Life estimation, core deposits valua-
tion, 16.6

Liquidation value:
business valuation, 6.6.4 
defined, 5.2.7 
value relationships and, 5.4

Liquidity and investment portfolio
analysis, 9.15

Loan losses:
financial analysis, expenses compo-

sition, 9.11.3
uncertain future exposure, valuation

process complications, 18.3,
Exhibit 18-3

Loan loss provision, financial analysis,
9.13.2

Loan portfolio, tangible asset
valuation process, 15.2.2

Loan risk analysis, 9.14, 9.14.1
Loans:

financial analysis, asset composition,
9.3.4

nonperforming
business enterprise valuation

process, 14.1
tangible asset valuation process,

15.2.2, 15.2.7
performing, tangible asset valuation

process, 15.3
Loan servicing contracts, intangible as-

set valuation, 8.1.3
Local government securities, financial

analysis, 9.3.2
Losses. See also Loan losses

recent, valuation process complica-
tions, 18.1, Exhibit 18-1

uncertain future loan loss exposure,
valuation process complica-
tions, 18.3, Exhibit 18-3

Low equity capital, valuation process
complications, 18.2

Malcolm Baldrige National Quality
Award (MBNQA), 1.4.6

Management:
merger and acquisition process, inte-

gration, 12.3.5
people factor, internal characteristics

assessment, 10.2.2
Marketability, lack of, discount for,

closely held stock, valuation
process, 6.8

Market approach:
business enterprise valuation

process, 14.5
advantages and disadvantages of,

14.5.5
comparability basis, 14.5.2, 14.5.3
comparable transactions identifi-

cation, 14.5.1, Exhibit 14-1 
example of, 14.5.4
publicly traded companies as com-

parables, 14.5.3
intangible asset valuation, 8.4 
substitution principle, 5.5.3
valuation process

comparables identification, 6.3.1 
generally, 6.3
lack of comparability, adjusting

for, 6.3.2
Market comparison method, discount

rate selection, 6.4.7
Market discipline, 4.4.1
Market position, planning factor, inter-

nal characteristics assessment,
10.2.9

Markets:
external environment assessment,

economic analysis, 11.5
merger and acquisition process, strat-

egy phase, 12.1.1
Market type, business enterprise valua-

tion process, comparability basis,
14.5.2

Market-wide analysis, small area analy-
sis versus, external environment
assessment, 11.3

Mass asset rule, intangible asset valua-
tion, 8.3.2

Merger and acquisition process, Chap-
ter 12

finalization and integration phase,
12.3 

final agreement, 12.3.1
final review, 12.3.3 
integration, 12.3.5
regulator and shareholder ap-

proval, 12.3.2
transaction finalization, 12.3.4

negotiation and investigation phase,
12.2

candidate contact and preliminary
negotiation, 12.2.2

due diligence review, 12.2.4
generally, 12.2 
letter of intent, 12.2.3 
strategy for, 12.2.1

overview of, 12.1, Exhibit 12-1
strategy phase, 12.1, 12.1.1—12.1.7 

candidate analysis, 12.1.6 
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candidate criteria, 12.1.4 
candidate identification, 12.1.5
generally, 12.1
overall plan, 12.1.1
plan for, 12.1.3
preliminary valuation and finan-

cial feasibility study, 12.1.7
team for, 12.1.2

tangible asset valuation process and,
15.3

Mergers and acquisitions (M & A):
1.2.1, 3.3, 3.7, 3.10, 13.3, 14.9 

accounting procedures, 7.3, 7.3.1—
7.3.3, 7.4, Exhibit 7-5

generally, 7.3
pooling accounting requirements,

7.3.2
pooling versus purchase account-

ing, 7.3, 7.3.1—7.3.3, 7.4
typical valuation examples, 7.4

book value, 5.2.6
branch acquisitions, valuation

process complications, 18.6
goodwill value, 5.2.4 
income approach to valuation, 6.4 
taxation

generally, 7.1 
nontaxable transactions, 7.1.1 
taxable transactions, 7.1.2
typical valuation examples, 7.2,

7.3, Exhibit 7-1
taxation and, 7.1, 7.1.1, 7.1.2, 7.2 
value creation opportunities, busi-

ness enterprise valuation
process, 14.9

Midlantic case, 16.3.1
Minimum capital regulation, 4.4.3
Minority position/premium for control,

discounts for, closely held stock,
valuation process, 6.8.2

Mortgage loans:
financial analysis, liabilities, 9.4.6
tangible asset valuation process,

15.2.5

National Association of Certified Valu-
ation Analysts (NACVA), 2.1

National Association of Regional
Councils, 11.2 

Negotiation, 3.10
Negotiation and investigation phase,

merger and acquisition process,
12.2, 12.2.1—12.2.4. See also
Merger and acquisition process

Net amount, liquidation value, 5.2.7 
Net interest income:

business enterprise valuation
process, income approach,
14.6.3

core deposits valuation, 16.5.3
Net asset value (NAV), 18.7
Net interest margin, financial analysis,

income statement and profitability
analysis illustration, 9.13.2

Net lease financing receivables, finan-
cial analysis, 9.3.4

Net loans, financial analysis, 9.3.4
Newark Morning Ledger case, 16.3.5
Nonamortizable assets, amortizable as-

sets versus, intangible asset valua-
tion, 8.2.1, 8.2.2

Noninterest expense, financial analysis,
expenses composition, 9.11.2

Noninterest income:
business enterprise valuation

process, income approach,
14.6.3

financial analysis, income composi-
tion, 9.10.2

Noninterest income to total income, fi-
nancial analysis, 9.13.2

Nonperforming loans. See also Loans
business enterprise valuation

process, 14.1
tangible asset valuation process,

15.2.2, 15.3
Nontaxable transactions, mergers

and acquisitions, 7.1.1
North American Industry Classification

System (NAICS), 1.1

Obsolescence, 6.2
Off-balance sheet items:

financial analysis, 9.5
risk-based capital, financial analysis,

9.8 
Office of the Comptroller of the Cur-

rency (OCC), 1.4.2, 4.3, 16.7
Office of Thrift Supervision (OTS),

11.2, 11.6
Operating expenses, per dollar of total

income, financial analysis, 18.2
Orderly liquidation value, defined,

5.2.7
Organizational structure, internal char-

acteristics assessment, 10.2.2
Other assets, financial analysis, asset

composition, 9.3.11
Other liabilities, financial analysis, lia-

bilities, 9.4.8
Other comprehensive basis of account-

ing (OCBOA), 2.9.2
Other real estate (ORE) owned:

business enterprise valuation
process, 14.1

financial analysis, asset composition,
9.3.6

Par value of stock, financial analysis,
9.6.1

Past due loan report, financial analysis,
9.1.5

Patents, intangible asset valuation,
6.5.2, Exhibit 6-7

Payment form, business enterprise val-
uation process, comparability ba-
sis, 14.5.3

People factor, internal characteristics
assessment, 10.22

Performing loans, tangible asset valua-
tion process, 15.2.2. See also
Loans.

Permanent differences, financial analy-
sis, expenses composition, 9.11.4

Personality factor, internal characteris-
tics assessment, 10.2.3

Personnel. See Work force
Physical assets, tangible asset valuation

process, 15.1
Physical distribution factor, internal

characteristics assessment, 10.2.4
Physical obsolescence, cost approach,

6.2
Planning. See Merger and acquisition

process
Planning agencies, external environ-

ment assessment, 11.2
Planning factor, internal characteristics

assessment, 10.2.9
Pooling accounting:

purchase accounting versus, 7.3,
7.3.1—7.3.3,7.4 

requirements for, 7.3.2
Portfolio factor, internal characteristics

assessment, 10.2.5. See also Liq-
uidity and investment portfolio
analysis; Loan portfolio

Preferred stock. See also Common
stock 

business valuation, 6.6.2—6.6.4
par value of, financial analysis, 9.6
valuation process complications,

18.4, Exhibit 18-3
Premises, financial analysis, 9.3.6 
Premium for control/minority position,

discounts for, closely held stock,
valuation process, 6.8.2

Price, value contrasted, 5.2.1, 14.11
Price/earnings (PIE) ratio, 6.4.7:

business enterprise valuation process
and, 14.11

discount rate selection, 6.4.6
Pricing value, reporting value versus,

valuation, 5.6
Process factor, internal characteristics

assessment, 10.2.7
Product factor, internal characteristics

assessment, 10.2.6
Profitability sources, financial analysis,

income statement and profitability
analysis illustration, 9.13

Profit factor, internal characteristics as-
sessment, 10.2.1

Profits:
business enterprise valuation process,

comparability basis, 14.5.3
improvement in, internal characteris-

tics assessment, 10.1
undivided, capital, financial analysis,

9.6.3
Projected lifing, core deposits

valuation, 16.6.2
Projections. See Forecasting
Property, valuation and, 5.3
Property factor, internal characteristics

assessment, 10.2.8
Proprietary computer software, intangi-

ble asset valuation, 8.1.5
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Publicly traded companies, as compara-
bles, business enterprise valuation
process, 14.5.3

Purchase accounting, pooling account-
ing versus, Mergers and acquisi-
tions, 7.3, 7.3.1-7.3.3

Rate of return:
income approach to valuation, 6.4 
risk-free, discount rate and, 6.4.5

Real estate:
cost approach, Exhibit 6-1
other real estate (ORE) owned

business enterprise valuation
process, 14.2

financial analysis, asset compo-
sition, 8.3.7

property factor, internal characteris-
tics assessment, 10.2.8

valuation and, 5.3
Recapitalization transaction (Type E re-

organization), nontaxable transac-
tions, valuation process, 7.1.2

Recent losses, valuation process com-
plications, 18.1, Exhibit 18-1

Regression analysis, future income
level projections, 6.4.5, Exhibits
6-9, 6-10

Regulations, 1.4.1
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