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PREFACE
Charles Darwin is best known for the concept of survival of the fittest. Although Darwin wrote about animals, the same concept can be applied to business
corporations, including banks. The environment in which banks operate changes
continuously. Three major changes are new laws, new technology, and globalization. In this regard, the Dodd-Frank Act, Basel capital rules, Financial Services Modernization Act, growth of derivatives, unbundling of financial services, cybersecurity,
and large number of foreign-owned financial holding companies in the United States
are a few examples of changes. Some obvious consequences of these changes are
the consolidation and convergence of financial services. Another consequence is
that an increasing number of financial services are being offered on the Internet.
And internationally, we see more emphasis on harmonizing bank regulations in an
attempt to regulate large complex financial organizations, prevent system-wide
banking collapses, and manage other issues. The fourth edition of this book reflects
these and other changes that have occurred in banking in recent years. Our goal is
to equip students with the knowledge and skills needed to apply for good jobs in
the banking industry.
A central theme of this book focuses on bank management as the management of risk. Bankers take risks in order to make a profit. Due to dynamic changes in
the banking environment, the risks in banking require competent management to
attain opportunities for growth and profits. For this reason, the management of risk
is the central theme of our book, including credit risk, liquidity risk, investment risk,
capital risk, derivatives risk, and more. This fourth edition is updated to cover the
2008-2009 financial crisis that severely challenged the banking industry, especially
large money center banks. A number of legal and regulatory changes emerged from
the crisis that we cover in this new edition. Many changes have occurred in banking
over the past decade, and the pace of change seems to be accelerating. Banks are
innovating new electronic financial services and developing customized services to
meet the convenience and needs of their customers. More than ever before, it is
essential that the industry attract well-educated employees that are able to learn
and grow with the future.
Organization of the Text
The book is divided into five parts.
Part 1: Introduction explains what banks are and the functions they perform. It also
delves into the major laws that have shaped our financial structure in the past and in
the future. Finally, it explains how to evaluate the financial performance of a bank.
Part 2: Asset/Liability Management examines the factors that affect the value of a
bank and techniques for managing that value, including the use of financial derivatives.
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Part 3: Investment, Lending, and Liquidity Management is concerned with the asset
side of the balance sheet, which involves lending, investment, and liquidity management. Because banks make most of their profit from lending, we examine their principal lending activities to businesses and individuals. Also, banks invest a sizeable portion of their assets in various investment securities, which we discuss. Both lending
and investment activities have liquidity implications to the bank that must be effectively managed.
Part 4: Capital, Liabilities, and Off-Balance-Sheet Management focuses on the right
side of the balance sheet, which consists of bank capital and bank liabilities. These are
the sources of funds that banks use to finance loans and investments. Banks also
make extensive use of off-balance-sheet activities to service customer needs.
Part 5: Domestic and International Financial Services overviews the wide array of financial services offered by commercial banks nowadays. Under laws passed in 1999,
banks can do anything financial, including various securities and insurance services.
These chapters help students to better grasp the many different careers that exist in
the banking industry both domestically and internationally.
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Bank Valuation

After reading this chapter, you will be able to:



Define the valuation process for
bank stock



Describe how changes in the
amounts and riskiness of cash flows
affect the value of a bank



Discuss the determinants of bank
prices in mergers



Compare the market reaction of
bank stocks of bidders and targets
in bank mergers



Identify the factors that define
investment value
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The management of a commercial bank attempts to balance risk and profitability in making its lending, investing, and funds-raising decisions. For example, issues concerning the pricing of deposits or loans and decisions about buying and selling securities should be thought of within a risk and return framework. Yet just what
should be the goal of these decisions?
Under most situations, the goal of bank management should be to maximize
the value of the owners' equity. For a publicly traded bank, this involves making decisions that will increase the market value of the stock of the bank. Hence, opportunities that increase the profitability of the bank more than sufficiently to offset the
risk exposure and thereby increase the price of the stock should be pursued. In contrast, opportunities that do not increase the profitability of the bank sufficiently to
offset the increased risk, and thereby lead to a reduction in share price, should be
rejected. For example, a high-risk loan could increase the profitability of the bank,
but it could increase its risk even more and therefore should be rejected.
The general rule of pursuing opportunities that increase the value of the
stock must be tempered somewhat when discussing a bank whose stock is not publicly traded (and the stock of most banks is not publicly traded). For these banks,
since there is no public market price, management must rely more on the income
statement and balance sheet implications of various decisions. Moreover, for these
closely held banks -- many of which are owned by only a few individuals with a substantial fraction of their wealth committed to the bank -- dividend income and tax
considerations are often very important, and may lead to decisions that are different
from those taken to maximize share value.
This chapter considers the determinants of the value of shareholder equity
for a commercial bank and the strategies that management can follow in attempting
to achieve its goals. It begins with a general discussion of the determinants of value.
It then analyzes the specific determinants of bank shareholder value. It also considers the implications for shareholder value of the recent wave of mergers and acquisitions that has taken place in the banking industry over the past decade, including
megadeals that are causing the formation of financial service giants.

DETERMINING THE EQUITY VALUATION OF A COMMERCIAL BANK
Bank management should make investment, lending, deposit gathering, and
other financial management decisions that will result in an increase in the stock
price. The focus of these decisions is on the investor in the stock. Given this focus,
the immediate question is: How does that investor obtain returns from his or her
investment in the stock? To understand this, we need to focus on the rate of return
concept where
D  ( Pt  Pt 1 )
4.1
Rate of return  t
Pt 1
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The rate of return that the investor obtains from holding a share of stock for
a year or some other period is composed of two parts: (1) the dividend return (Dt)
and (2) the capital gain in the value of the stock (Pt – Pt–1). For example, if the price
of the stock at Pt–1 was 50, the price at Pt equals 55, and the dividend payment was
$1.00 per share, then the rate of return to each shareholder for the year is:

Rate of return 

1.00  (55  50) 6

 12%
50
50

(4.2)

Table 4-1 provides the stock rates of return (sometimes called total rates of
return or market rates of return) for some of the largest U.S. banking organizations
during the period July, 2014 to December, 2014. The returns are divided into that
portion due to price change and that part due to dividend return. Large returns for
the bank stocks in Table 4-1 reflected price appreciation. Dividend yields averaged
less than two percent in this six-month period, or four percent per year. This pattern
is typical -- that is, price changes dominate dividend yields in determining market
rates of return. Since these price changes reflect reappraisals of earnings potential
and risk for banks, it is the market reacting to an announcement by the bank and by
others that fundamentally determines the return.
Table 4-1: RATE OF RETURN FOR SELECTED COMMERCIAL BANKS:
JULY 2014-DECEMBER 2014

Jul-14
Aug-14
Sep-14
Oct-14
Nov-14
Dec-14

Citicorp
3.84%
5.60
0.33
3.30
0.82
0.26

Jul-14
Aug-14
Sep-14
Oct-14
Nov-14
Dec-14

Citicorp
0.02%
0
0
0.02
0
0

Jul-14
Aug-14
Sep-14
Oct-14
Nov-14
Dec-14

Citicorp
3.86%
5.60
0.33
3.32
0.82
0.26

Price Change
Bank of
JP Morgan
America
Chase
-0.78%
0.09%
5.51
3.10
5.97
1.33
0.65
0.40
-0.70
-0.53
4.99
4.02
Dividend Return
Bank of
JP Morgan
America
Chase
0%
0.69%
0
0
0.31
0
0
0.66
0
0
0.29
0
Total Return
Bank of
JP Morgan
America
Chase
-0.78%
0.78%
5.51
3.09
6.28
1.33
0.65
1.06
-0.70
-0.53
5.28
4.02

Wells
Fargo
-3.16%
1.06
0.85
2.35
2.62
0.62

Capital
One
-3.70%
3.17
-0.54
1.42
0.53
-0.78

Wells
Fargo
0%
0.69
0
0
0.66
0

Capital
One
0%
0.38
0
0
0.36
0

Wells
Fargo
-3.16%
1.75
0.84
2.35
3.28
0.62

Capital
One
-3.70%
3.55
-0.54
1.4
0.88
-0.78

Source: Center for Research in Security Prices, University of Chicago
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In the Great Recession of 2008 to 2009, bank stocks experienced volatile
price changes. The severe economic recession at that time contributed to loan and
securities losses, and historically low interest rates drove profit margins down for
most banks. Citicorp’s stock dropped precipitously from almost $50 per share in
2006 to less than $1 dollar per share in early 2009, becoming a penny stock for a brief
period of time! By year-end 2014, it recovered into the $50 range. Here we see that
economic conditions have a major impact on the earnings and riskiness of bank
stocks and, therefore, their valuation.
From equation (4.1), it is obvious that returns to investors are determined by
dividend payments and price appreciation. But management can control only dividend payments directly (and dividend policies represent an important dimension of
management policies). Management’s influences on price changes are, at best, quite
indirect. But what determines the stock price (and the change in the stock price) of a
bank?
Although many variables enter into the determination of value, three in particular are relevant:
1. The amount of cash flow
2. The timing of cash flow
3. The riskiness of cash flow.
The value of a share of stock is determined fundamentally by the cash benefits
(dividends) the buyer expects to receive from the asset. In terms of the present value concept, the value of an asset is the present value of all of its expected cash flows
discounted at the appropriate discount rate that reflects the risk of those cash flows.
This approach may be expressed algebraically as follows:
V0 

CF3
CFn
CF1
CF2


 ... 
1
2
3
(1  r ) (1  r ) (1  r )
(1  r ) n

4.3

where Vo is the present value (or price) of the asset at time zero, CF is the expected
cash flow that accrues to the owner of the asset during the owner’s holding period, r
is the required rate of return or discount rate, and n is the amount of time the asset
is held or is expected to be held. In this valuation model, the appropriate required
rate of return is a controversial subject in finance. One possibility is to use the Capital
Asset Pricing Model (CAPM), or other asset pricing model. Perhaps the most common method of estimating r is to use observed rates of return for similarly-sized
commercial banks as a benchmark and then adjust this rate for specific risk factors
associated with the individual bank. Of course, using different realistic values for expected cash flows and discount rates can generate a relevant range of estimated
stock values.
In this approach three factors will cause an increase in the value of the asset:
1. An increase in the amount of cash flow (i.e., dividends) to be received
from the asset
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2. Earlier receipt of the expected cash flow
3. A decrease in the required rate of return.
Conversely, three factors will cause a decrease in the value of the asset:
1. A decrease in the amount of cash flow to be received from the asset
2. Later receipt of the expected cash flow
3. An increase in the required rate of return.
MANAGERIAL ISSUES
HOW BANK MANAGERS CAN CREATE VALUE
ments
 Maintain adequate capital to satisfy regulatory requirements and enable selected acquisitions and de novo (or new) entry to take
advantage of profitable market opportunities
 Achieve an excellent reputation with regulatory agencies
 Employ an aggressive sales strategy by encouraging employees to reach out to customers and their needs
 Provide employee training on a regular basis
to keep up with recent changes in products
and services
 Avoid excessive growth that can unduly
stretch management resources and increase
bank risk
 Understand that your most valuable asset is
quality management
These lessons from past experiences of bank
managers are not only important to regional
banks but may well be valuable to larger institutions also. The ongoing merger and acquisition wave has been driven primarily by large
institutions, whose managements have been
occupied with the process of restructuring.
Eventually, after the consolidation process
slows down, managers of large banks will
need to create value from their newlyacquired asset bases.

In the United States many of the most
profitable and highest valued banks are
midsize regional banks with from $500 million
to $10 billion in total assets. These banks strive
to create value for their shareholders by maximizing profits per unit risk from everyday operations. Based on interviews with chief executive officers and comments by industry experts, some of the ways in which bank management can boost earnings and add value to
share prices are as follows:
 Minimize operating costs by keeping a careful eye on the ratio of operating expenses to
operating income, an often-cited industry
measure of how well a bank is managing its
costs
 Avoid high concentrations of past-due loans,
non-accrual loans, and foreclosed real estate.
 Use branching systems to attract core deposits and sell profitable retail products, such
as credit cards, small business loans, and trust
services
 Evaluate performance for individual units
within a bank branch or office to better understand the profitability of each unit, especially
core recurring earnings
 Control the credit quality of the loan portfolio
 Control the market valuation implications of
securities investments on accounting state-

An example of the determinants of value can assist in an understanding this
concept. Assume that the cash benefits from holding an asset for five years are $20
per year. Further assume that the holder expects to be able to sell the asset for $100
at the end of the fifth year, and that the required rate of return is 12 percent. Then
the value of the asset is:
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$20
$20
$20
$20
$20
$100





 $128.70
1
2
3
4
5
(1.12) (1.12) (1.12) (1.12) (1.12) (1.12)5

(4.4)

What then produces changes in value? First, value obviously changes with
changes in investor expectations of dividends. Any event such as a large and unexpected increase in earnings clearly changes expectations of cash dividends. Since
cash dividends ultimately are paid out of the earnings created by lending, investing,
and deposit gathering, any information that causes investors to change their expectations of future earnings will change the market price of a stock.
As an illustration, suppose that a bank has a sharp reduction in its provision
for loan losses due to a strengthening in its local economy, and suppose further that
the bank expects the provision for loan losses to continue to be well under prior expectations. This reduction in current and future provision for loan losses will lead to
an increase in current reported earnings and in the market’s expectation of future
earnings (and dividends). Given the announcement of the change in provision for
loan losses, we would expect that the market price of the stock would rise. In terms
of equation (4.1), Pt would go up because it would capture the effects of higher expected future dividends. As a result, the return to the investor in the stock would
rise.
The growth rate of earnings can be incorporated into the valuation formula.
Modifying equation (4.3) by assuming that the number of periods n is infinite (i.e., in
practical terms stocks do not have a maturity date) and that earnings grow at a constant rate over time, the well-known Gordon growth model defines stock value as
follows:
Div0
V0 
(4.5)
(r  g )
where r is the nominal discount rate, and g is the nominal growth rate of earnings.
The nominal discount rate or market capitalization rate equals the current dividend
yield (or dividends per share divided by the market price of equity) plus the growth
rate of dividends. Here we assume that the bank does not pay out all of its dividends
to the shareholders; instead, the bank retains some earnings for reinvestment in
capital assets that will generate increased earnings. For example, if a bank retained
40 percent of its earnings (i.e., the payout ratio or dividends per share divided by
earnings per share equals 60 percent) and had a 12.5 percent return on equity (i.e.,
the ratio of earnings to book value of equity), its earnings growth rate would be 10
percent (i.e., 0.40 × 0.125 = 0.05). If the current annual dividend is $5, and the discount rate is 10 percent, the value of the stock would be Vo = $5/(0.10 – 0.05) = $100.
Notice that the discount rate equals the sum of the current dividend yield (or $5/
$100 = 0.05) plus the growth rate of dividends (or 0.05). It is clear that, as the
growth rate of dividends increases, bank value increases also. In this respect, it is
important to note that banks normally pay substantial dividends compared to nonfinancial firms. For example, many high tech firms do not pay any dividends and instead reinvest all earnings. For these firms equation (4.5) could not be applied to
stock valuation. Banks differ from most nonfinancial firms in terms of higher divi-
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dend payouts from profits to their shareholders.
One major reason for dividends to grow over time is inflation. However, since
inflation is also embedded in discount and growth rates, its effects should cancel out
in equation (4.5). In this regard, Modigliani and Cohn have argued that investors mistakenly undervalue stocks in inflationary times by incorrectly discounting real cash
flows in the numerator at nominal discount rates in the denominator. Normally, firms
are slow to adjust dividend payments to changes in earnings, including those changes associated with inflation. On the other hand, investors quickly adjust discount
rates for expected future inflation. According to Modigliani and Cohn, the difference
in the timing of these adjustments to inflation on dividends and discount rates in
equation (4.5) causes stocks to be undervalued during times of high inflation.1 They
point out that when inflation is low, these valuation problems are no longer present
and, therefore, the real value of stocks is revealed.
After the financial crisis of 2008 and 2009, the Federal Reserve lowered interest rates to near zero levels in an effort to stimulate the economy and prevent deflation that would decrease the values of real estate, stocks, bonds, and the like. Quantitative easing (QE) was implemented by the Fed to buy long-term bonds, raise their
prices, and thereby lower long-term interest rates. Inflation was relatively low at below two percent per year from 2009 to 2015. With little or no inflation, bank valuation has been simplified to focusing on earnings and their growth
In the banking industry another major trend affecting bank stock prices is the
consolidation movement to be discussed shortly. Banks are expanding across product lines and geographic boundaries, increasing their size, broadening their scope of
financial services, forming alliances with nonfinancial firms, developing new electronic payments systems, and upgrading employee expertise. These changes are affecting earnings growth rates and risk profiles, which affects all of the variables in equation (4.5). Today, valuation is a challenging and high-stakes issue in the consolidation
wave of bank mergers and acquisitions.

USING THE PRICE-EARNING RATIO
Another approach to understanding the price of a stock and the determinants
of changes in that price is in terms of its price-earnings multiple or ratio. The priceearnings ratio is calculated by dividing the current market price by earnings per
share:
Price per share
(4.6)
Price-earnings ratio =
Earning per share
For example, a bank with a market price per share of $45 and earnings per
share of $3 has a price-earnings ratio of 15 times.
The price-earnings (P/E) ratio summarizes the outlook for the future of the
bank—the amount of its earnings and dividends, the timing of earnings and dividends, and the risk of those earnings and dividends. A bank that is expected to show
rapid growth in earnings will have a higher price-earnings ratio than one with little
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expected earnings growth. Similarly, a bank in which earnings are highly variable
and unpredictable will tend to have a lower price-earnings ratio. Hence, even if two
banks have the same current earnings, their market prices can be sharply different.
Firms with low P/E ratios are often referred to as value stocks, whereas those with
high P/E ratios are known as growth stocks. Many analyses also compute price/book
equity value, price/assets, and price/deposits ratios to compare banks’ valuations.
Table 4-2 shows the price-earnings ratios over the period 2008 to 2014 for
the same group of banks shown in Table 4-1. These years were marked by major economic events. In 2008 and 2009, banks were struggling with securities and loan losses that caused negative earnings, which explains negative price-earnings ratios
around that time. In 2011 most banks were on the road to recovery with positive
ratios. Notice that Bank of America had relatively high price-earnings ratios in 2012
and 2014, but these ratios were due more to low earnings than high stock prices in
those years. Perhaps the most important uncertainties facing banks in recent years
has been the slow pace of economic growth, unemployment overhang from the
Great Recession, a slowing global economy, near zero government interest rates,
increased regulatory pressures under the 2010 Dodd-Frank Wall Street Reform and
Consumer Protection Act, and market volatility related to oil price instability. These
external factors slowed bank profits and the merger and acquisition (M&A) wave
that was prospering prior to 2008. However, improving economic conditions in 2015
led to higher bank profits and a resumption of M&As among small and regional
banks. How do M&As affect bank share values? We turn next to the empirical evidence in search of answers to this question.
Table 4-2: PRICE-EARNINGS RATIOS FOR SELECTED COMMERCIAL BANKS

2008
2009
2010
2011
2012
2013
2014

Citigroup
-1.19
-4.14
13.36
7.25
16.21
11.98
24.6

Bank of
America
26.07
-51.93
-36.05
5.56
46.44
17.30
49.69

JPMorgan
Chase
22.55
18.34
10.62
7.38
8.28
13.34
11.83

Wells
Fargo
42.11
15.42
14.02
9.77
10.17
11.67
13.37

Capital
One
-151.86
51.81
7.08
6.22
9.40
11.12
10.88

Source: http://marketcapitalizations.com/historical-data/pe-ratio-sp-100-companies/
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BANK MERGER AND ACQUISITION PRICING
Information from prices set in bank mergers and acquisitions (M&As) provides important insights into the determinants of value at commercial banks and the
factors that management should focus on in attempting to increase the value of a
bank. Such information is especially relevant for small, closely held banks in which
no public market exists for the bank. This comparable transaction method of stock
valuation is common is M&As in which the stock is privately held and does not publicly trade. Of course, publicly traded stock is valued continuously in the stock market on a day-to-day basis.
In forthcoming discussion it is important to recognize the difference between a bank merger and an acquisition. In the former case the target bank is absorbed into the bidding or buying bank. As such, the target loses its bank charter,
does not need a chief executive officer and board of directors anymore, and is converted to a branch office of the buying bank. By contrast, in a bank acquisition the
target bank retains its bank charter, CEO, and board of directors. It becomes an affiliate member of the bank holding company (BHC) to which the buying bank belongs.
Clearly, mergers are a much more drastic form of reorganization than acquisitions,
especially in terms of their impact on management.
Changing bank regulations are the driving force behind much of the M&A activity. In the United States, prior to the 1994 Riegle-Neal Interstate Banking and
Branching Efficiency Act’s deregulation of interstate banking barriers to expansion,
BHC acquisitions were more common than mergers. However, after implementation
of this legislation, mergers involving conversion to a branch office became the dominant form of reorganization. Clearly, mergers were favored as a means to expansion
because they are much less expensive than BHC acquisitions. Subsequently, the
1999 Financial Services Modernization Act triggered a new round of mergers and
acquisitions between banks, insurance companies, and securities firms. These conglomerate financial mergers transformed the financial services landscape. In Europe
the Second Banking Directive was passed in 1993 and allows nontraditional mergers
between different kinds of financial services firms. And in Japan the government in
the 1990s mandated the formation of seven financial holding companies in the country that wouldl offer a full menu of different financial services. These global trends in
M&As are creating so-called megabanks with global market power.
One of the most comprehensive studies of the determinants of value
(measured as the ratio of the market price to the book value of the target bank) was
done by the Federal Reserve Board.2 Research on the determinants of the
price-book ratio in bank acquisitions revealed that three variables were consistently
related to bank merger premiums: the growth of the assets of the target firm, the
growth of its market, and the target’s capital-to-assets ratio. The first two are, to a
considerable extent, outside the control of the bank. However, the impact of the
capital-assets ratio is under management control.
Another study by academic researchers studied the price-book value ratio for
smaller banks involved in both mergers and acquisitions.3 The banks are first broken
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down by size (less than or more than $100 million in total assets) and then by high
price (price-book ratio greater than 2.0) and low price (price-book ratio less than
1.30). Examination of the financial ratios indicated some important differences between the high-premium banks and the low-premium banks. Net income (as a fraction of total assets) was substantially higher for the high-premium small banks than
for the low-premium small banks (0.91 percent versus 0.34 percent). Not surprisingly, highly profitable small banks were able to command higher merger premiums.
The high-premium banks also had a larger fraction of their assets financed with noninterest-bearing demand deposits and also experienced sharply lower loan losses.
With regard to market conditions, the high-premium small banks were located in
markets experiencing greater population growth.
Other research on the determinants of the price-book ratio in bank mergers
examined prices paid in 264 bank mergers.4 It was found that the more profitable
the target bank (measured by the return on equity) the higher the merger premium,
and that the premium is negatively related to the ratio of U.S. Treasury investments
to total assets, the ratio of loans to total assets, and the ratio of the loan loss allowance plus equity (i.e., primary capital) to total assets.
Price-book ratios in bank mergers and acquisitions have varied widely (for
example, in a range of 1.0 to more than 3.0) in the 1990s and 2000s. While book values of equity do not change much over time due to regulatory constraints on the
maintenance of adequate bank capital, the market values of bank stocks can vary
considerably over time. In this regard, the price-book ratio is the conventional way
to express the sales price of targets in the banking industry. Higher ratios imply a
better price for target shareholders, and vice versa for lower ratios. Higher ratios
also imply that management must earn rates of return per unit of risk that exceed
historical levels in future years. In the early 1990s the average price-book ratio
offered in deals was around 1.5, but this ratio rose to over 2.0 in the late 1990s and
early 2000s as M&A activity accelerated at that time. Were the prices paid in too
high? In hindsight it would appear to be the case, as the Great Recession of 2008
and 2009 dashed hopes of growth and profits from those deals. In the post-crisis
years, the emphasis has shifted from finding target banks with strong financial condition to identifying weak banks that can be bought at relatively low price/book ratios.

BANK EARNINGS AND STOCK PRICES: WHICH EARNINGS MATTER ?
Although bank managers obviously should manage the asset portfolio in order to achieve those earnings that will lead to the highest share price, a question
arises as to which measure of earnings is most important. Given the argument that
the price of a bank’s stock is a function of its earnings and some earnings multiplier
(e.g., the price-earnings ratio), it is possible (perhaps likely) that the market may
place a different earnings multiple on different sources of earnings. For example,
earnings are composed of earnings before securities gains and losses (often referred to as operating earnings) as opposed to securities gains and losses realized
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when securities are sold.
Earnings before securities gains and losses stem from the fundamental deposit-taking and lending activities of the bank. Changes in these earnings vary with
changes in the levels of interest rates in deposit and loan markets, but under traditional historical cost accounting, operating earnings do not change with changes in
the market value of assets or liabilities. In particular, earnings before securities gains
and losses do not contain any explicit revaluations of the loan portfolio or securities
to reflect unrealized gains and losses. In contrast to earnings before securities gains
and losses, securities gains and losses consist of changes in the market value of investment securities since their purchase date, and only those gains and losses that
are realized. This income is likely to be more transitory and volatile than other components of income.
Given the difference in volatility and permanence between earnings before
securities gains and losses on the one hand, and securities gains and losses on the
other, we might expect that the market would capitalize the operating earnings at a
higher multiple than the securities gains on income. But does it?
Evidence on this issue suggests that this is so.5 Research relating the market
value of bank equity to the composition of earnings -- operating earnings or securities gains and losses -- has found that the market value of bank stock is positively
related to operating earnings. Hence, management attempts to structure the bank’s
portfolio in order to increase operating earnings should result in an increase in the
market price of the stock. However, the market value of the bank’s stock is negatively related to earnings from securities gains and losses.
The negative relationship between market value and earnings from securities
gains and losses is particularly interesting. This suggests that the market interprets
the realization of securities gains and losses as an attempt by the bank to manage
earnings by means of window dressing that smooths earnings. Thus, management
may attempt to take securities gains when operating earnings fall. However, this
attempt to “fool the market” apparently does not work. Hence, in the case of earnings smoothing, it is possible that the market will view realized securities gains as
bad news rather than good news.

DEREGULATION AND THE VALUE OF BANK STOCKS
The dramatic changes that have taken place in the economic, financial, and
regulatory environment within which banks operate have raised questions about
the determinants of bank stock prices. Specifically, what factors are important in
affecting the price-earnings ratio of bank stocks, and how have those factors
changed with deregulation? For example, interest rate deregulation in the 1980s
affected large banks’ price-earnings ratios.6 Before interest rate deregulation, the
growth rate of deposits, growth rate of earnings, and ratio of capital to assets were
positively associated with the price-earnings ratio. The volume of transitory earnings
(such as through securities gains and losses) was negatively related to the priceearnings ratio. After interest rate deregulation, the relative influence of these variaCommercial Banking : The Management of Risk 4e
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bles changed. In particular, the dividend payout ratio became more significant, while
the past earnings growth remained highly important. In contrast, the past five years
of deposit growth became less important while the capital/asset ratio became unimportant. Perhaps the most important finding is the decreased emphasis on growth
in recent years as a factor that influences bank price-earnings ratios.
Geographic deregulation under the Riegle-Neal Act of 1994 permitted interstate branching in almost all states. Research has shown that, while bank values significantly increased during this legislation’s passage, within-state M&As subsequently experienced fewer financial gains than M&As involving expansion across state
lines.7 Apparently, by diversifying across different state economies, banks achieved
lower operating risk. This diversification is a benefit to not only bank shareholders
but society in terms of greater bank safety and soundness.
More recently, deregulation in the United States and Europe has allowed financial conglomerates comprised of banks, securities firms, and insurance companies. Research has found that European mergers between banks and insurance companies tend to increase the total stock values of these two merging types of financial service firms.8 However, mergers between banks and securities firms did not increase their stock values. Additionally, domestic mergers between financial service
firms tend to increase stock values, but not mergers between financial service firms
in different European countries. These results suggest that financial firm diversification across geographic borders and across products is not always beneficial. It is
possible that cross-border merger deals face political, cultural, and other barriers
that lessen their potential gains to shareholders. Additionally, combinations of
banks and insurance companies, which are known as bancassurance, appear to be a
successful model for financial conglomerates that is more common in Europe than in
the United States.
The Financial Modernization Act (also known as the Gramm-Leach-Bliley Act)
in 1999 allowed U.S. commercial banks to form financial holding companies that
combine banks with insurance companies and securities firms. One U.S. study examined the shareholder returns of bidders in mergers and acquisitions between
banks and insurance companies.9 Both U.S. and non-U.S. bidders and targets were
included in separate analyses of bank bids for insurance companies and insurance
company bids for banks. On average, bidders experienced higher share prices. Unlike the European evidence discussed above, shareholders had larger wealth gains
when bidders and targets were in different countries. Hence, it is possible for geographic diversification across national borders to be beneficial. Another finding was
that the risk profile of acquiring firms was unchanged by the reorganization. This
evidence suggests that bancassurance deals are principally driven by increasing operating cash flows rather than risk reduction.
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MANAGERIAL ISSUES
SMALL BANK VALUATION
Most banks are small in size and do not
trade their stock in public markets. How can
these bank stocks be valued? Of course, a
starting point is the book value of equity of
the bank. In this case the price-book ratio is
the primary focus of valuation. This logical
procedure is a good reason for the emphasis
on this ratio in bank valuation analyses, as
opposed to the price-earnings ratio.
Is the market price of equity greater or
less than the book value of equity? One possible approach is to use the dividend model in
equation (4.5), or Vo = Divo/(r – g), where r is
now the dividend yield defined as dividends
divided by the book value of equity (instead of
the market price of equity) and g is the
growth of dividends in recent years. This value
will be biased to some extent due to the error
in measuring the discount rate r. Nonetheless,
this approach offers a value based on readily
available accounting data.
As discussed earlier in this chapter, an
alternative way to approximate the market
value of small bank stocks is to observe their
merger and acquisition prices under the comparable transaction method. Small banks of
similar size, asset and liability profiles, and

local market conditions can be expected to
have similar stock values. Due to the large
numbers of M&As involving small banks, there
is rich data that increases the chances of finding comparable banks.
Another valuation approach is to examine new issues of bank shares by existing or
de novo (newly chartered) small banks. De
novo banks are especially likely to publicize
their stock price in an effort to attract investors. Information on de novo banks can be
obtained from federal and state bank regulatory agencies.
Finally, it is possible that some shareholders of a small bank could be approached
to assess the potential value of common
shares. In this regard, a problem is that different shareholders of the bank may well have
different prices at which they would be willing
to sell their stock holdings. In this case no single price for the stock could be established.
So what is the value of a small bank’s
stock? Perhaps the most reasonable answer
to this question is that a relevant range of
values can be determined based on the above
valuation approaches.

EVIDENCE FROM MARKET RESPONSES TO
BANK M&A ANNOUNCEMENTS
Insight into the factors that affect the valuation of commercial banks can
also be obtained from examining the equity market response to the announcement
of a merger or acquisition among commercial banks. A number of studies have focused on the stock market response for the buyer (the bidder) and the seller (the
target) banks in M&As. Generally, the studies measure the market reaction by examining a short-term period (usually a few days) around the merger announcement
and calculating a measure of the difference between the actual stock price movement on those days and the movement that would have been expected given the
movements in the general level of stock prices. This difference between actual and
expected returns is commonly referred to as an abnormal return.
Results in one study are representative of others and provide insights useful
to bank M&As.10 Based on samples of target banks and bidder banks involved in
M&As, targets tended to do extremely well in M&As. The price of a target bank’s
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shares increased, on average, by about 11.5 percent during the week of the merger
announcement (11.5 percent more than would be expected given movements in the
stock market during that week). Moreover, the positive stock market response was
greater for those transactions in which payment is made in cash, with the stock price
increase being 5.76 percent higher for cash than for stock or other securities during
the announcement week. And, the target bank’s share price appreciates more the
larger the assets of the bidding bank.
How do the buyers fare in these mergers? Not very well it would seem. The
price of the bidding bank stock decreased, on average, during the week of the M&A
announcement, falling generally between one percent and two percent (after adjusting for general market movements). Moreover, the market reaction was more negative when the bidding bank paid for the transaction with stock and when the bidder
bank and the target bank were more similar in size.
The findings of a negative market reaction for the stock of the bidding bank
raises some important questions concerning the motivation for the management of
these banks. Why do banks buy other banks if it causes their stock price to fall? Such
behavior is apparently contrary to the stated goal of management to maximize
shareholder value. It is, however, consistent with a number of other hypotheses regarding the motivation of management. It may be, for example, that managers are
interested in maximizing their own welfare. Thus, if they expand through M&As or
through other strategies, they will be able to increase their salaries and fringe benefits associated with their position. Of course, this wealth transfer represents an agency cost from the standpoint of shareholders, who would bear losses to the extent
that management increased their salaries and perquisites (including pensions, office
expenditures, vacations, bonuses, etc.). Another explanation is provided by Roll’s
well known hubris hypothesis.11 According to this hypothesis, bidders invariably pay
too much for targets because they have excessive arrogance about their ability to
produce profits from the merged organization. This leads them to believe that their
valuation of the target is correct, even though their bid overvalues the target, often
by a substantial amount.
Another motive for M&As is synergy, or mutual benefits wherein the combined organization exceeds the sum of its parts, which suggests that both target and
acquirer experience gains. Gains could be possible immediately via cost reductions
due to cutting duplicate computer, office, employee, and other expenses. Or, gains
could be achieved in the long run via cost efficiency and greater management expertise. At first glance this motivation would appear to conflict with the fact that buyers
do not gain from mergers. Interestingly, after taking into account losses to buyers
due to agency costs and hubris, one study found evidence in favor of synergy.12
What do these results imply for bank managers interested in maximizing the
value of shareholders’ equity? First, it is obviously better to be a seller, not a buyer.
Sellers reap substantial gains in the value of their stock, gains that might be difficult
or impossible to obtain through operations. Second, sell to a bank that is substantially larger. Third, seek to minimize agency and hubris problems and maximize syner-
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gies in M&A deals. Beyond these factors, arrange a cash transaction unless tax factors make that impossible.13
What are the lessons for those thinking of making an acquisition? Perhaps
“don’t do it” is too strong an answer to that question. But clearly the results discussed here should give pause to any bank thinking about embarking on an aggressive M&A strategy. At the least, management should clearly understand the motivation for the structural reorganization. Is it the right motivation? Is it designed to benefit shareholders? Also, management should view with some degree of skepticism
any arguments that rest on being able to operate the target bank more effectively
than its existing management. Driving forces behind bank M&As nowadays are footprint expansion, market share expansion, product and service enhancement, human
capital synergies (such as management talent in the area of enterprise risk management), economies of scale, and management succession.
LONG-TERM EFFECTS OF BANK MERGERS
One possible explanation for the large number of bank M&As that is consistent with the assumption that managers are attempting to increase shareholder
value focuses on the longer-term effects of these decisions. Under this view, it may
indeed be the case that the announcement of a merger or acquisition does not increase (and may decrease) the bidder’s stock price on the announcement date, but
the longer-run improved performance of the combined entity more than offsets the
temporary decline in stock price. Although only limited evidence exists that relates to
this possibility, two studies support the long-term benefits of bank mergers.
Some studies have investigated the post-performance of bank buyers in M&A
deals. One study sampled both large interstate acquisitions and large intrastate acquisitions.14 The analysis focused on the following indicators of bank performance:
profitability, capital adequacy, credit quality, efficiency, liquidity, growth, and interest
rate risk. Evidence pointed to superior cash flow performance for banks involved in
acquisitions, due to their improved ability to attract loans and deposits, increases in
employee productivity, and greater asset growth. This higher long-run cash flow resulting from the merger is consistent with a long-run increase in stock price.
Another study of Italian banks found that in acquisitions both return on assets
and return on equity increased about 21 percent and 13 percent, respectively, over
the long run for the combined bank buyer and target.15 One factor explaining this increased profitability was lower loan losses in the long run. These results are consistent with the notion that bank mergers and acquisitions have long-run benefits
that are not measured by short-run price movements around the announcement
date of M&A deals.
STRATEGIES FOR INCREASING STOCK PRICE: BANK MEGAMERGER WAVE
Prior to the mid-1990s, M&As among large banks and other financial service
firms (particularly insurance companies and securities firms) were relatively rare. As
already mentioned, the main reason for the sudden increase in large M&As that are
creating so-called megabanks is the deregulation of geographic and asset reCommercial Banking : The Management of Risk 4e
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strictions. Also, the Great Recession caused a number of large home mortgage and
securities firms to fail, and they were absorbed into big banks that became even larger in size. In 1985 the top ten banks had an average asset size of about $100 billion; by
comparison, a similar list in 2015 would average over $500 billion. The following table
gives a sample of multi-billion dollar M&A deals in the banking industry during the
Great Recession. These mega deals will have lasting effects on the financial services
industry in the years to come.
Date Announced

Target

Acquirer (Buyer)

Type of Target

Value of Deal

April 1, 2008

Bear Stearns,
New York City

JPMorgan Chase, New
York City

Investment
bank

$2,200,000,000

July 1, 2008

Countrywide
Financial,
Calabasas, California

Bank of America, Charlotte,
North Carolina

Mortgage
lender

$4,000,000,000

September 14, 2008

Merrill Lynch, New York
City

Bank of America, Charlotte,
North Carolina

Investment
bank

$44,000,000,000

September 17, 2008

Lehman Brothers,
New York City

Barclays,
London, England

Investment
bank

$1,300,000,000

September 26, 2008

Washington
Mutual, Seattle,
Washington

JPMorgan Chase, New
York City

Savings and
loan association

$1,900,000,000

October 3, 2008

Wachovia,
Charlotte, North Carolina

Wells Fargo, San Francisco,
California

Retail and
investment
banking

October 24, 2008

National City
Bank, Cleveland, Ohio

PNC Financial
Services, Pittsburgh,
Pennsylvania

Bank

$5,580,000,000

October 24, 2008

Commerce
Bancorp, Cherry Hill,
New Jersey

Toronto-Dominion
Bank, Toronto, Canada

Bank

$8,500,000,000

$15,000,000,000

Source: Wikipedia. https://en.wikipedia.org/wiki/List_of_banks_acquired_or_bankrupted_during_the_Great_Recession

While the formation of megabanks no doubt have agency, hubris, and synergy
motivations, as discussed above, they could also be driven by diversification and market power in the case of very large banks. Diversification across products and services
as well as geographic areas can reduce operating risk. Also, market power may be
needed to maintain a competitive position in national and international banking.
Market evidence is mixed on whether in-market M&As provide improvements
in performance compared to cross-market M&As.16 In this regard, in-market M&As
(as measured by the extent of office overlap in shared markets) are more likely to be
driven by synergies and market power, whereas cross-market M&As are motivated
diversification and growth goals. In general, however, long-run negative stock returns in bank megamergers17 raise questions about the sudden increase in such activity. It is possible that various benefits from economies of scale and scope do not tell
the whole story. For example, some observers contend that: (1) CEOs of larger and
more diverse organizations increase their reputation and possibly financial salaries,
and (2) when the competitive environment is highly uncertain, it may be advantageous for banks to expand size and scope to reduce their risk.18 These explanations
Commercial Banking : The Management of Risk 4e

-110-

Kolari & Gup

Chapter

4

-111-

Bank Valuation

are useful because they have some degree of support in nonfinancial M&As.19
Another implication of megabanks is their potential impact on borrowers.
One study found that, for a large sample of more than 3,000 U.S. commercial loan
borrowers, average stock prices of borrowers declined in response to a megamerger
involving their lending bank.20 This and other evidence suggests that increased market power among large banks harmed borrowers. Certainly regulatory policy needs
to re-evaluate the potential implications of big bank mergers to competitive pricing
of financial services.
Megadeals in banking are not confined to the United States. A growing number of large European banks and nonbank financial institutions have been involved in
megadeals. For example, during market turmoil in 2007 and 2008, the following multi
-billion dollar deals occurred: ABN AMRO in the Netherlands was acquired by Royal
Bank of Scotland, Fortis, and Grupo Santander; Alliance and Leicester in the United
Kingdom was acquired by Grupo Santander in Spain; both Derbyshire Building Society and Cheshire Building Society were acquired by Nationwide Building Society in the
United Kingdom; and HBOS was acquired by Lloyds Bank in the United Kingdom. A
number of large, failed financial institutions were bought by the government in some
European countries also.
In Japan the 1990s consolidation of 21 large banks and many insurance and
brokerage firms into only seven financial-holding companies has resulted in a number
of large banks. For example, the Industrial Bank of Japan, Dai-ichi Kangyo Bank, and
Fuji Bank merger in 1999 created one of the largest banks in the world, Mizuho, with
over $1 trillion in assets. Large, diversified, global entities such as Mizuho raise new
challenges in valuation.
Some experts believe that some financial institutions have become so large as
to be too big to fail (TBTF). If the failure of a large institution resulted in severe damage to the economy, it would be necessary for government to intervene to preserve
economic stability as well as the safety and soundness of the financial system. TBTFs
are dangerous to the extent that they might take excessive risks in view of government guarantees to cover losses—in essence, a TBTF bank is “bulletproof.” This socalled moral hazard problem is increasingly a dilemma that governments around the
world will need to address as M&A activity among large institutions continues in the
years ahead.
Under the FDIC Improvement Act of 1991, a large failing institution would not
be rescued (or deemed TBTF) unless the Treasury Department, in agreement with
the president, FDIC, and the Federal Reserve Board, believes that the failure would
cause systemic risk via damage to the economy. However, in 1998 the failure of Long
-Term Capital Management, a hedge fund involved in securities activities, was prevented by the Federal Reserve, which coordinated a bailout by that firm’s creditors.
It was argued that the collapse of the firm would potentially disrupt capital markets
and cause other securities firms and banks to fail in a spillover effect. Thus, TBTF applies not only to banks but to financial services firms in general.
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The Financial Services Modernization Act of 1999 charges the Federal Reserve
and the U.S. Treasury to recommend ways to implement market discipline to help
mitigate the moral hazard problem. One popular proposal is to require large institutions and their parent companies to issue subordinated debt. These debt issues
would not carry any government guarantees in the event of failure. As such, the financial market would discipline risky institutions by pricing their debt issues lower
than other financial service firms and by not purchasing their debt securities. This
market discipline signal could be used by regulators to implement timely measures
aimed at curbing excessive risk taking and averting a financial collapse of a major,
global financial institution.
More recently, the Dodd-Frank Act of 2010 established the Financial Stability
Oversight Council (FSOC) to evaluate “systemically important” bank and non-bank
financial firms with more than $50 billion in assets. Also, under Basel III Accord capital requirements (see Chapter 12), banks deemed as systemically important are subject to higher capital requirements. Higher capital requirements for big banks helps
to align societal needs for safety and soundness and bank shareholders’ motivation
to control risk and reduce the probability of bank failure. In the event of failure, the
Dodd-Frank Act designates the FDIC to take the bank into receivership, which would
likely lead to restructuring and merger with healthy banks that are well capitalized.
While better risk measurement is certainly useful, market discipline exerted by “at
risk” claimants such as shareholders and subordinated debtholders would help to
reign in excessive risk-taking. Without at-risk claimants, the task of controlling bank
risk would fall entirely to bank regulators.
SUMMARY
To achieve its goal of maximizing the value of the owner’s investment, management must be
able to identify those factors that produce increases in stock prices and those that produce decreases.
For publicly traded banks, the equity market produces a rapid evaluation of the importance of different events that affect the bank. However, most banks are not publicly traded. For those banks, management must rely more heavily on the accounting statements to provide insights into bank valuation.
Returns to shareholders include cash dividends and changes in the market price of their investments in the form of capital gains. For most banks, the total return (the sum of cash dividends
plus capital gains) is dominated by stock price changes. These stock price changes reflect changes in
the amount of anticipated cash flow to be received from the stock, changes in the expected timing of
the cash flow, and changes in the riskiness of the cash flow. An increase in stock price results from
increases in the amount of the cash flow (i.e., dividends) to be received from the asset, earlier receipt
of the cash flow, and a decrease in the riskiness of the cash flow. It is also important to consider the
effects of growth in earnings and inflation on stock values. Further insight into the valuation process
for bank equity can be obtained from the price-earnings ratio -- the ratio of the price per share to the
earnings per share. Banks with higher expected growth in cash flow or lower risk should sell at higher
price-earnings ratios.
Managers can gain a deeper understanding of the bank valuation process by examining the
determinants of merger and acquisition (M&A) prices in the ongoing consolidation movement. Evidence from studies of bank M&As suggests a systematic relationship between bank financial ratios
such as equity to assets and net income to assets and bank valuation. Other studies suggest that targets of M&As obtain virtually all the benefits from the merger while the buyer’s stock price either
stays unchanged or goes down. A variety of motivations for the consolidation movement may affect
bank valuation, including agency, hubris, synergy, diversification, and market power.
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KEY TERMS
acquisition
agency cost
bancassurance
bidder
capital gain
comparable transaction method
dividend yield/return
Financial Stability Oversight

Council (FSOC)
Gordon growth model
growth stock
hubris hypothesis
market power
megabanks
merger
moral hazard problem

price-book ratio
price-earnings multiple or ratio
rate of return
synergy
target
value stock

QUESTIONS
4.1 What is meant by the term "rate of return"? How is it calculated? Why is it important to bank management?
4.2 What is the price-earnings ratio? What information does it provide to management?
4.3 What information is provided from studies of bank merger and acquisitions prices about the determinants of bank stock prices? What appear to be the major determinants of the price-book ratio in
bank mergers and acquisitions?
4.4 Are all earnings of equal importance in determining bank stock prices? Why would operating
earnings and earnings from security gains and losses differ in their effects on bank stock prices?
4.5 Are the determinants of bank stock prices different since deregulation? If so, in what ways?
4.6 If two banks today announced their agreement to merge, what would you expect to happen to
the prices of the buyer’s and the seller’s stock? Why? What does the evidence of existing studies suggest about the motivation of management?
4.7 What are the motivations for bank mergers and acquisitions? Discuss how these motivations may
affect bank value.
4.8 Discuss equation (4.5) as a formula in bank stock valuation. Why is this model fairly reasonable
for banks, as opposed to nonfinancial firms? Make up a hypothetical example, plug in the numbers,
and show your calculations.
4.9 Go to your favorite internet browser and search for a recent megamerger in banking. Discuss
details of the merger using links to related news articles. What were the motives for the merger?
4.10 Go to the FDIC’s Bank Data & Statistics Web page at www.fdic.gov/bank/statistical/index.html
and use the “Institution Directory” link to look up one of the bank holding companies in your state.
What kinds of details about the bank holding company you selected can you collect from this site?
You might also try an individual bank rather than a bank holding company if you encounter problems
in your search efforts.
PROBLEMS
4.1 Capital National Bank’s stock paid a cash dividend of $2.42 per share last year. During the year, the
stock price changed from $52 per share at the start of the year to $62 per share at the end of the
year. What was its rate of return?
4.2 Pick any five publicly traded banks. Using the Wall Street Journal or the Internet (e.g., Yahoo Finance), record their annual dividends, their prices one year ago, and their most recent prices. Then
compute the rate of return for each bank. Finally, compute the fraction of the rate of return for each
bank that reflects cash dividends paid. Do they differ significantly? If so, why?
4.3 Pick any five publicly traded electric utility stocks. Compute their rates of return as in problem 4.3.
Compare the percent of the rate of return accounted for by cash dividends for these electric utilities
with that of the banks from problem 4.3. Do they differ? If so, why?
4.4 The anticipated cash flow per share of stock for Capital National Bank is as follows:
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Year 1 = $10
Year 2 = $12
Year 3 = $14
Year 4 = $15
In addition, it is expected that the stock will be sold at the end of Year 4 at $80 per share. Assuming a
required rate of return of eight percent, what should be the value of the stock?
4.5 In Problem 4.4, how will the value of the stock change if the required rate of return increases to 10
percent? Decreases to six percent? What might cause the required rate of return to increase or decrease?
4.6 Assume that the current dividend for a bank is $10, its nominal growth rate of earnings is five percent per year, and the nominal discount rate is 15 percent, what is the value of the bank’s stock? How
should changes in inflation affect this valuation? Based on this formula, how can bank management
increase value?
4.7 For the five publicly traded banks you selected in Problem 4.2, calculate their price-earnings ratios.
Do they differ? If so, why? How do they compare with the five electric utility companies you selected
in Problem 4.3?
CASE: First National Bank of Smithville
Donna Evan is the president of a community bank. In recent weeks the president of another local bank, First National Bank of Smithville, contacted her to propose an acquisition or merger.
Ms. Evan’s main task at this point is to determine a fair market price for the common stock shares
of this bank. Financial statements for First National shown had been faxed to her today. These
included the annual report, the most recent quarterly report, and highlights of the bank operations (Exhibits 4-1 through 4-5). She noted that the bank had total assets of $106.6 million at the
end of the most recent year and $107.9 million at the most recent quarter. This slow (but steady)
growth had typified the bank in recent years. The bank was profitable ($625,477) in the most recent year, although its return on assets of 0.57 percent was significantly below those of its peer
group. With 200,000 shares outstanding, the profits to the bank last year equaled $3.12 per share,
while book value was $52.64 per share. The relatively low profitability of the bank at a time during
which other banks were earning substantial profits was something of a puzzle, although Donna
noted that the bank had a very small fraction (24.2 percent) of its assets in loans.
She thus pondered the issue of an offer price and wondered what other information she
would need before setting that price.
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CASE: First National Bank of Smithville (continued)
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