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AN EXAMINATION OF BUSINESS COMBINATIONS 

IN THE BANKING INDUSTRY 

Introduction 

Early in 1985, Indiana Governor Robert Orr signed 

Senate Bill Number One enacting it into Public Law Number 

265. This law formed sections three through ten of The 

Indiana Financial Institutions Act. This new law broadened 

the past restrictions concerning bank and bank holding 

company expansion through mergers and acquisitions. 

Before an explanation of the changes which occurred in 

The Financial Institutions Act is presented, some defini

tions are necessary. A "bank" is defined in the Indiana 

Code as a financial institution organized under the laws of 

the United States, and does not include any institution 

that has been organized or reorganized as a savings and 

loan association, building and loan association, credit 

union, industrial loan and investment company, or mutual 

savings bank (Indiana Legislative Council, 28-2-13-5). A 

"bank holding company" is defined in The Indiana Financial 

Institutions Act as a company that maintains control over 

any bank, or any company that has or acquires control over 

any bank (Indiana Legislative Council, 28-2-13-6). A 

"branch" is defined as an office, agency, or other place of 

business that receives deposits, pays checks, or lends 

money. This term does not, however, include the principal 



office of a bank or an automated teller machine (Indiana 

Legislative Council, 28-2-13-7). 

The revisions in The Indiana Financial Institutions 

Act permitted a bank holding company to own more than one 

bank. According to section ten of chapter fourteen in The 

Indiana Financial Institutions Act, a bank holding company 

which has its principal office in Indiana is allowed to 

acquire one or more banks or bank holding companies. 

Allowing holding companies to control more than one bank 

definitely stimulated acquisition activity. 
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Another revision concerned branch banking. Whereas in 

the past branches were only permitted in the county in 

which the principle office of the bank was located, the 

newly-revised code allowed banks to branch into counties 

contiguous to that which the banks principal office is 

located. A contiguous county is defined in section eleven 

of chapter thirteen of The Indiana Financial Institutions 

Act as na county geographically adjacent to, or in contact 

with any point on the border of, another county.n (Indiana 

Legislative Council, 28-2-13-11). This cross-county 

banking provision also increased the merger and acquisition 

activities. 

The passage of these new sections of The Indiana 

Financial Institutions Act had a significant impact on 

banks within Indiana. As the restrictions had been dropped, 

new doors were opened for financial institutions. Indiana 



banks and bank holding companies were suddenly aware of the 

many opportunities now available. Financial institutions 

across the state immediately began to establish strategic 

plans for expanding into new markets by combining with 

other banks. The banking industry began to explore new 

avenues of expansion. 

Motivational Factors for Combinations 
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While examining the increased activity of mergers and 

acquisitions within the banking industry, it is first 

important to identify the motivational factors that exist. 

As the regulatory barriers have crumbled, many options are 

available to financial institutions such as branch banking, 

interstate reciprocal banking, multi-bank holding companies, 

and nonbank subsidiaries. But why would a particular bank 

or ban}~ holding company choose to sellout, merge, or 

purchase another financial institution? A closer view of 

buyer and seller motivational factors can best answer this 

question. 

Buyer's motivational factors. Acquisition of another 

financial institution is desirable for a number of reasons. 

First ()f all, an acquisition would be an excellent means to 

improve profitability or to achieve a desired growth 

potential. Acquiring another entity would be an external 

method of meeting these goals and would be faster than 

internal growth. As an already existing revenue flow is 

purchased, a more immediate profitability can be recognized. 



Not only are revenues increased through mergers and 

acquisitions, but costs can also be lowered considerably. 

As competition increases, more pressure is placed on costs. 

Merging with or acquiring another financial institution 

allows a bank or bank holding company to hold down its 

costs through creating economies of scale. These economies 

of scale include both economies of operations and economies 

of organization. By combining marketing, administration, 

and other duties, a combining entity can substantially 

reduce its costs and enjoy increased profitability. 

Buyers may also see an acquisition or merger as a 

means of diversifying or expanding its product line. Many 

financial institutions strive for "one-stop shopping" as 

they attempt to meet all of their customers' needs. A 

financial institution may accompany its banking services 

with stock brokerage, insurance, and real estate services. 

While moving into different types of activities will 

increase market share, it will also allow the entity to 

reduce its overall exposure to business risk. 
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Seller's motivational factors. There are also numerous 

factors that motivate a financial institution to sell or to 

merge ~lith a larger entity. Often a smaller bank is faced 

with the increased challenges of retaining its market share 

or preserving its profit levels. Thus, selling to a larger 

bank or holding company is an effective way to surpass 

these challenges. The financial institution may also be 



having difficulties raising capital to meet requirements 

and views a combination as a very favorable alternative. 

Management problems are another motivation for an 

entity to sell. Tension, disagreements, or conflicting 

management styles can cause a bank to seek a buyer. 

Another common problem, typical in many of the smaller 

institutions, is that an aging management exists without 

adequate back-up. It is not unusual for an entity to grow 

beyond the upper management's ability to manage the entity. 

Often obtaining new management is a significant motivation 

for a financial institution to sell or to merge. 
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As with the buyer, the seller often is seeking diversi

fication and market expansion. However, many financial 

institutions do not have the power, either financial or 

managerial, to diversify on their own. By seeking a 

financial institution or holding company that fits the 

desired strategies of the smaller bank, this selling bank 

can achieve diversification through a combination. 

Both the buyers and the sellers in a combination have 

numerable motivating factors. Identifying some of these 

aids in the understanding of business combinations. Now 

that it is clear why entities choose to combine, how does 

the entire combination process begin? 

Target Selection and Analysis 

Once a financial institution or bank holding company 

has decided to enter the merger or acquisition process, it 
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must include several considerations in its strategies. 

Specific criteria or guidelines for mergers and acquisitions 

must be established. The market area must be examined also 

before a target can be selected. After a potential target 

has been identified, this target must be carefully examined 

before valuation strategies can begin. 

Establishment of combination guidelines. Before a 

bank or bank holding company can even begin searching for 

potential targets, it must first establish criteria for its 

merger and acquisition process. The buying bank must have 

a strategic plan, and included in this plan are guidelines 

to be fOllowed. Some general considerations include the 

buying bank's strengths and weaknesses, types of services 

desired by the market, types of services that can be offer 

profitably, the impact on return on assets, and the impact 

on earnings per share. 

As an example, the merger and acquisition guidelines 

established by an Indiana bank holding company identified 

as nCompanyn are listed below. 

1. Company will be purchasing earning potential 
in mergers and acquisitions. 

2. To the extent possible, Company will involve 
Target in the development of future earnings 
potential. 

3. In valuing Target alternative, informed 
judgment will be Company's most important 
valuation technique. 



4. Company's offer to Target will include 
primary capital components that exceed six 
percent of Target's total assets. 

5. Company's offer to Target will include 
primary capital components less goodwill that 
exceed 5.5 percent of Target's total assets. 

6. Company's offers to Target alternatives will 
generally range 7.5 to 10 times earnings and 
1.00 to 1.25 times book. 

7. Company will consider the tax ramifications to 
Target shareholders in offer alternatives. 

8. Company's goal is an eighteen percent return 
on common shareholders' equity before extraor
dinary items. 

9. Company's goal is to not dilute common 
shareholders' earnings per share. 

10. A confidential business review is a must for 
Company in all mergers and acquisitions. 

11. The three most important things for Company 
to assess are (1) loans, (2)Loans, and 
(3) LOANS. 

12. Target will maintain primary capital ratio of 
eight percent after merger or acquisition. 

These guidelines were provided at the very beginning 

of the merger and acquisition process to upper management 

to be used in evaluating future potential targets. These 

criteria were used as a foundation in assessing whether a 

particular target fit into the bank holding company's 

strategy. 

Examination of market areas. After the merger and 

acquisition guidelines have been established, it is then 
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possible to study the market area. The bank or bank holding 



company may determine the direction that it desires to 

expand and may make a general study of the banks located 

within this area. This general overview of financial 

institutions within the market will identify banks which 

may be further studied as potential targets. 

One Indiana bank holding company chose to analyze the 

financial institutions in counties contiguous to the 

county in which this holding company was located. Each 

8 

bank and each of its branches were ranked by deposit size 

within its county. The relative populations of each of the 

cities in which these banks were located were also compared. 

This study provided a quick view of the neighboring county 

banks is regard to their relative size. 

As the bank holding company became more active in 

merger and acquisition strategies, the study was expanded 

to include the largest banking areas in the state of 

Indiana. The eleven major banking counties were identified 

within Indiana, and schedules were prepared for each of 

these counties and their contiguous counties. The schedules 

illustrated each county's total commercial bank deposits, 

total area deposits, and the percentage of the state total 

deposits contained in that banking market area. Along with 

deposit size, each area's population trends were also 

scheduled including changes in population size and projected 

population growth. The project identified the markets 

chosen as target areas. By identifying target areas, the 



study could then focus on individual banks within these 

markets. 

Analysis of potential targets. Once a potential 

target has been identified, a thorough analysis should be 

performed using a variety of financial information. A clear 

understanding of the target's past and current performance 

is necessary in determining whether to pursue the potential 

target further. 
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According to Arthur Andersen & Co.'s guide, Buying and 

Selling Banks, both financial and organizational information 

should be gathered during the initial screening phase. A 

detailed, three- to five-year analysis of financial perfor

mance will provide a general view of the past performance 

of the bank, as well as spot any deviations from industry 

norms, illustrate data on asset quality trends, and identify 

specific questions needing further investigation. Organiza

tional information includes profiles on top management and 

shareholder groups. The purpose of studying this informa

tion is to gain an understanding of these groups and to 

anticipate their concerns and reactions to various alterna

tives. 

After this financial and organizational information 

has been analyzed, Arthur Andersen & Co. further suggests 

an analysis of pro forma performance. The analysis of the 

historical results is used to project future performance 

with and without the merger or acquisition. It is noted 
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that a short-term decline in performance can be tolerated 

because the postmerger performance should surpass forecasts 

for the target before the merger within three to four 

years. The combination of the analysis of financial, 

organizational, and pro forma information will indicate if 

a satisfactory transaction could be pursued. 

The technique suggested by Arthur Andersen & Co. forms 

a general outline for the process used by the Indiana bank 

holding company earlier identified as "Company." This bank 

holding company utilized a combination of types of analyses 

in assessing various targets. All available financial 

information was used in gaining an understanding of past 

performance. Certain analyses were included in the examina

tion of each target to ensure a somewhat uniform evaluation 

of all targets. 

The analysis of historical performance began with an 

examination of certain key financial figures and ratios 

(see Exhibit 1, page 35). The information illustrating 

these financial highlights was obtained from the Sheshunoff 

Report on Indiana Banks. This report provided a great 

amount of financial information for every bank within 

Indiana. Not only did this information include actual 

historical amounts, but it also supplied five-year compound 

annual growth rates and averages, and percentile rankings 

for key ratios. Summarizing this information onto one form 



allowed top executives to have a quick view of some of the 

most relevant data. 

Following this analysis was a study of the target's 

financial strengths and weaknesses. A variety of forms of 

financial information was used to compile the strengths 
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and weaknesses. Information included data from the Sheshun

off Report on Indiana Banks as previously mentioned, past 

annual reports of the target banks, and call reports filed 

by the target. Often the Uniform Bank Performance Report 

was used when available as it computed numerous ratios, 

provided income statement and balance sheet analyses, and 

compared the target bank's results with its peer group of 

banks. This peer group was comprised of banks within the 

same size group. A percentile ranking was then compiled to 

allow a comparison of the target bank to its peer group. 

All if the data gathered was then reviewed to establish the 

target bank's financial strengths and weaknesses. 

An analysis of pro forma earnings potential was also 

performed on the target bank. The information from the 

nFinancial Highlightsn form along with informed judgment 

was used to determine certain assumptions to be used in 

projecting earnings. First of all, an examination of 

previous years' return on average assets was used to 

establish a pro forma ROAA. The average total assets 

growth rate and the primary capital to asset ratio were also 

estimated. These variables were then used along with 
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several historical constraints in a computerized model. 

The computerized model projected future earnings, capital 

requirements, and dividend pay-out ratios for ten years. 

This pro forma analysis provided the projected cash flows 

of the target that were later used in determining a reason

able price to be offered. Thus, a good deal of financial 

analysis must be done to gain an adequate understanding of 

the potential target bank. 

Valuation Strategies 

After a target has been critically analyzed and recog

nized as a desirable acquisition target, a proper valuation 

of the target must be developed. Both the buyer and the 

seller realize the importance of assigning values to all 

assets, tangible and intangible, as a step in determining a 

satisfactory price. Not only must asset values be 

appraised, but management quality and future earnings power 

must also be assessed before a price can be set. Whereas in 

the past price was often only set as a multiple of book 

value, today many other factors must be evaluated before 

reaching a price suitable to both the buyer and the seller. 

Buyer's considerations. The buyer must first consider 

what the acquisition will contribute to future earnings and 

how will the buyer's stock price, future earnings and 

capital be affected. Depending on what form of payment is 

used, the buyer will experience a cost associated with that 

type of payment. Initially, earnings per share are not 
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increased from an acquisition, however, long-term dilution 

should not be a concern. Also, if the acquired entity does 

not perform as expected, a lower stock price may result. 

Also important to the buyer is the current fair market 

value of the seller's assets and liabilities. Regardless of 

the accounting method used, the buyer should know the 

value of the net assets he is purchasing. According to 

Robert A. Robinson, Manager of Engineering & Valuation 

Services for Coopers & Lybrand in Chicago, "Fair market 

value ultimately is expressed as the present worth of 

future earnings." (Robinson, September 15, 1983). Robinson 

further explains that present net worth may be measured by 

analyzing the capitalization of projected earnings and 

discounted cash flow along with comparing market value to 

book value. 

In conjunction with determining the present worth of 

the acquired bank, the fair value of the estimated purchase 

price must also be calculated. The method of valuing the 

purchase price will vary depending on the type of payment 

expected. The excess of the purchase price paid over the 

net present worth is called the premium. The premium 

should be evaluated as to whether it appears reasonable and 

can be justified to the shareholders. The effect of the 

premium will depend on the accounting method used. If the 

transaction is considered a purchase, the premium is an 

intangible asset which will lower future earnings. If the 



transaction is considered a pooling of interests, the 

purchase price is equivalent to book value, and thus, no 

premium exists. 
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Another important consideration of the buyer is that 

the tax benefits are being considered in the purchase 

price. While tax considerations are not quite as important 

to the buyer as they are to the seller, they remain a 

significant factor. For example, the buyer may want to 

structure the transaction to take full advantage of any 

carryforwards of losses or investment or foreign tax 

credits that the selling bank may have. 

Seller's considerations. Now that the buyer's view of 

price determination has been presented, an examination of 

the seller's considerations is necessary. The seller will 

be concerned with the net value received compared to the 

true value of the net assets sold. The seller will strive 

for the maximum price attainable, but must be careful not 

to attempt to press for an unfair price. Many negotiations 

often occur to achieve this delicate balance. 

The seller will also consider how volatile the price of 

the consideration is. Shareholders are concerned with 

future appreciation of stock prices. If the payment is in 

the form of stock, the seller must be cautious. If there 

exists a possibility that the price of the buyer's stock may 

be volatile, this should be considered when accepting a 

price. 
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One of the most important considerations of the seller 

is the tax consequences of the transaction. The tax 

effects will differ depending on the type of payment. If 

the sellers receive only voting stock, the exchange will be 

tax free. If cash is received, sellers are subject to 

income taxes on the taxable gain. If the sellers must pay 

a large amount of taxes, they will desire a higher price. 

Thus, tax treatment is very important to the seller. 

Method of Payment 

While the price paid is usually the most significant 

factor in a transaction, the method of payment is also an 

important element. The payment can be in the form of cash, 

common stock, debt or preferred stock. Each of these has 

a different impact on capital adequacy and the treatment of 

intangible assets. 

The primary capital to assets ratio is a key figure to 

be considered in the acquisition process. As a bank's 

primary capital to assets ratio is regulated, it is crucial 

that this ratio does not decline as a result of a merger or 

acquisition. The types of payment used in a transaction 

have a varying effect on the primary capital to assets 

ratio. For example, in a cash or debt transaction, the 

ratio will decline. This occurs as the purchasing bank 

will contribute both capital and assets, whereas the target 

bank will contribute only assets. The newly-formed entity 

will have an increased amount of assets, but the same amount 



of capital. Therefore, the primary capital to assets 

ratio is reduced. 
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In a cornmon stock transaction, however, the primary 

capital to assets ratio is basically unchanged. This is a 

result of the primary capital issued being valued at the 

equity capital of the acquired entity, and the acquired 

assets and liabilities being recorded as book values. The 

primary capital to assets ratio thus remains essentially the 

same. 

The treatment of intangible assets is also a concern 

for th()se involved in the merger and acquisition process. 

Generally, all intangibles must be deducted for calculating 

the primary capital to assets ratio. This fact clearly 

emphasizes the advantages of using the pooling of interests 

method over the purchase method of accounting. In a 

poolin9 of interests, the payment is composed of at least 

ninety percent cornmon stock. Since net assets are recorded 

at their historical book values, no intangible assets are 

created. The purchase method of accounting, which is 

required if any other type of consideration less than ninety 

percent cornmon stock is used, records net assets at the 

fair market value at the purchase date. Thus, intangible 

assets are created from the excess of purchase price over 

the value of net assets acquired. The primary capital to 

assets ratio is reduced if the purchase method is used 

while it is not if the pooling of interests method is used. 
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Cash payment. If the payment is in the form of cash, 

two certainties can be identified. First of all, the 

transaction must be accounted for as a purchase. This 

method of accounting allows the creation of intangible 

assets which may result in decreasing the primary capital to 

assets ratio as previously discussed. Secondly, the 

transaction will be taxable to the shareholders of the 

purchased bank, and the purchasing bank will obtain a 

step-up in the basis of the acquired assets. 

In cash acquisitions, net income will be reduced by 

the annual amortization of the created goodwill. As there 

is no income tax benefit associated with goodwill, net 

income will be reduced by the entire amount. Thus, earnings 

per share will be reduced in a cash transaction. According 

to Charles H. Eggleston, Senior Manager of Price Waterhouse 

in St. Louis, "The general rule is that dilution of earnings 

per share in a cash acquisition will occur if the amortiza

tion of goodwill and the after-tax effect of interest 

expense on acquisition debt exceed the earnings of the 

seller." (Eggleston, July 1984). 

Common stock payment. When a transaction is properly 

structured so that the selling stockholders receive only 

voting stock in payment of the purchase price, the transac

tion will be tax-free to the sellers. These stockholders 

will not be subject to income or capital gain taxation and 

can defer recognition of taxable income until the stock is 



sold. Tax benefits also exist for the purchasing bank as 

it may take advantage of any loss carryforwards that the 

purchased bank may have. 
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Dilution of earnings per share is a concern in common 

stock transactions. In this type of transaction dilution 

will often result for the newly-formed entity. This occurs 

when the ratio of the purchase price to the seller's 

earnings is greater than the ratio of the market price to 

the buyer's earnings. The seller's earnings may not be 

great enough to compensate for the number of shares required 

to be issued to support the purchase price. Thus, earnings 

per share are diluted (Eggleston, July 1984). 

Debt or preferred stock payment. Essentially, the 

effects of payment in the form of debt or preferred stock 

are equivalent to cash transactions with a few exceptions. 

The purchasing bank may create more capital if preferred 

stock is issued. However, the buyer may also be required 

to pay dividends for preferred stock or to set up a debt 

service fund for the debt used in the transaction. 

The selling bank's shareholders may have various 

options available to them if this type of payment is used. 

It is not unusual for shareholders to be able to select 

the option of receiving all cash, all notes, all stock, or 

some combination of each. This is often quite appealing to 

sellers. 
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To further illustrate the various effects of different 

methods of payment in a transaction, consider the following 

advantages and disadvantages provided by Arthur Andersen & 

Co. in Buying and Selling Banks. 

Buyer 
Advantages: 1. 

2. 

3. 

4. 

5. 

6. 

7. 

Disadvantages: 1. 

Seller 
A~vantages: 

2. 

3. 

1. 

Common Stock 

Retains cash and liquid assets for 
liquidity purposes. 

Preserves deposit gathering capacity for 
investment in earning assets. 

Preserves long-term debt and preferred 
stock capacity. 

May preserve target bank's tax attri
butes such as carryforwards of losses 
and credits. 

May allow "pooling" for accounting 
purposes if meets 90% and other tests. 

May avoid triggering recapture tax. 

Will generally result in strongest 
post-merger capital position. 

Can result in dilution of earnings, book 
value, and ownership of existing share
holders. 

Can create groups of new shareholders 
with voting block powers. 

Can adversely affect stock price if 
individuals choose to sell in large 
quantities. 

Ability to defer recognition of taxable 
income until stock is sold. 



2. Can retain a financial interest in the 
ongoing business. 
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Disadvantages: 1. Not as liquid as cash. 

Buyer 
Advantages: 

2. 

1. 

2. 

3. 

4. 

May result in lower current income 
return than available in other instru
ments. 

Cash 

Will generally create less dilution of 
earnings, book value, and ownership of 
existing shareholders. 

Avoids creating new large shareholder 
block. 

Buyer may obtain step-up in tax basis 
and future tax benefits. 

May be more acceptable to the seller - a 
"cleaner" transaction. 

Disadvantages: 1. Will require increased deposits, 
issuance of debt or reduction of earning 
assets. 

Seller 
Advantages: 

2. 

3. 

4. 

5. 

6. 

1. 

Will mandate use of purchase accounting. 

Generally produces a lower capital 
ratio. 

Could cause a step-down of basis for 
certain assets and future tax liability. 

May reduce or eliminate target bank's 
tax attributes. 

May cause triggering of recapture tax. 

Consideration is liquid. 

2. Consideration retained after taxes can 
be invested at higher yields. 



3. "Cleaner" transaction. 

Disadvantage: 1. Generally requires recognition of 
taxable income. 

Debt or Preferred Stock 

Buyer (Generally, same as cash except ••• ) 

Advantage: 1. 

Disadvantage: 1. 

May create certain added capital. 

Will create debt service or dividend 
obligations. 

Seller (Generally, same as cash except ••• ) 
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Advantage: 1. May be able to defer part or all of gain 
to future periods through installment 
sale technique. 

Disadvantage: 1. 

Method of Accounting 

Debt or stock isn't as liquid as cash 
and will require sale or collection to 
become liquid proceeds. 

When banks participate in merger and acquisition 

activities, both buyer and seller are seeking a profitable 

end result. The best price attainable, maximized future 

earnings potential, and favorable tax benefits are all 

desirable elements. A careful analysis of the potential 

transaction will help control these elements, but the proper 

choice of the accounting method employed is also a signifi-

cant means for achieving a satisfactory outcome. 

Pooling of interests method. Under this method of 

accounting, the buyer and the seller combine their inter

ests in the individual banks and are left owning common 
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stock ()f the combined entity. The net assets of the 

acquired bank are recorded at their historical book values, 

and therefore no intangible asset is created. The histori

cal balance sheets and income statements of the individual 

institution are restated as if the combination had always 

existed. 

As stated earlier, to qualify as a pooling of inter

ests, the payment of the purchase price must be comprised 

of at least ninety percent common stock of the purchasing 

bank. Accounting Principles Board Opinion No. 16 estab

lished strict criteria which must be met to use the pooling 

of interests method of accounting in business combinations. 

An explanation of these criteria is necessary to better 

understand this method of accounting. 

The first criterion is that each of the combining 

firms must be autonomous. Each of the firms must not have 

been a subsidiary or division of another firm for two years 

preceding the combination. This rule generally does not 

apply to a bank which has been the wholly-owned subsidiary 

of a bclnk holding company. Other exceptions include banks 

which have incorporated within two years or a bank subsidi

ary that is being divested due to regulatory authority 

(Arthur Andersen & Co., 1985). 

The second criterion is that the combining entities 

must be independent of one another. The buyer or seller may 



not own greater than ten percent of the outstanding common 

stock of each other. 

The third criterion relates to the manner in which 
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the banks are combined. This criterion required that the 

combination occurs in a single transaction or in accordance 

with a specific plan to be completed within one year after 

the plan is started. An exception exists for a delay 

caused by litigation or governmental proceedings which are 

beyond the control of the combining entities. 

The fourth criterion is concerned with the type of 

stock issued. The buying firm must issue only common stock 

with rights identical to those of the majority of outstand

ing shareholders. This issuance must be in exchange for at 

least ninety percent of the voting stock of the selling 

firm. While cash cannot be substituted for ninety percent 

of the exchange, cash can be used to purchase fractional 

shares of dissenting shareholders. 

The fifth criterion states that neither party in the 

combination may change the equity or shareholder interests 

of its voting common stock in contemplation of the combina

tion within two years before the plan begins or between the 

date the plan is initiated and consummated. This prevents 

an entity from issuing an amount of common stock to share

holders with the intent of creating a majority of share

holders who will be later willing to combine. 



The sixth criterion holds that each of the combining 

entities requires shares of voting common stock only for 

purposes other than business combination, and no firm 

reacquires more than a normal amount of shares between the 

initiation and consummation of the combination plan. 

The seventh criterion requires that the common share

holders of the selling firm receive voting shares of the 

issuing firm proportionate to their holding in that firm. 
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The eighth criterion ensures that the voting rights to 

which the common stockholders of the newly-formed entity 

are entitled are exercisable, not deprived or restricted, 

by those shareholders. 

The ninth criterion states that the combination is 

resolved at the date the plan is consummated, and no 

provisions of the plan can be left pending. 

The tenth criterion disallows any repurchase agree

ments. The issuing firm cannot agree to retire or reacquire 

the shares issued in the combination. Related to this 

disallowance is that the buyer may not make any arrangements 

benefiting the selling stockholders that would negate the 

exchange of equity. An example of this is the guarantee of 

loans secured by stock issued in the transaction. 

The final criterion restricts the combined entity from 

disposing of a significant part of the assets of the 

combined company within two years of the combination. 



ExcludE~d from this are ordinary disposals and eliminations 

of duplicate facilities. 
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These criteria are rather complex, but each must be 

met if the pooling of interests method is to be used. This 

method is straightforward as the recorded assets and 

liabilities of the individual banks are combined to form 

the recorded values of the combined institution. 

While the valuation is relatively simple, the reporting 

is more involved. Among the numerous required disclosures 

are that total revenue, extraordinary items, and net income 

of both entities should be disclosed separately from 

January 1 until the date of the combination. 

Along with the many disclosure requirements, employing 

the pooling of interest method requires that the transaction 

be registered with the Securities and Exchange Commis-

sion (SEC) under the Securities Act of 1933. This registra

tion p]~ocess involves a great deal of legal and accounting 

effort.. Unless the acquired bank has audited financial 

statements or an exemption from registering can be found, 

this registration requirement can be a definite hindrance 

(Barnes, October 1983). 

Purchase method. The purchase method of accounting is 

required if the pooling of interest method cannot be used. 

Depending on the circumstances, this method may be prefer

red. When this method is used, the seller's net assets are 

recorded at their fair market values at the date of the 
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combination. If the purchase price exceeds the fair 

market value of the net tangible assets, the excess creates 

an intangible asset. Some of this excess may be attributed 

to specific identifiable intangible assets, such as the core 

deposit base. The remaining excess is attributed to 

goodwill. Each of these intangibles are amortized annually 

over their estimated lives, not to exceed forty years. 

The form of payment in purchase accounting may include 

cash, c:ornrnon stock, preferred stock, convertible preferred 

stock, debt, or any combination of these. The price paid 

is usually measured by the value of the consideration 

given. Whether the consideration is cash, stock, or debt, 

this becomes the basis for recording the transaction. If 

stock is used, the quoted market value is used as a measure. 

In purchase accounting, individual assets must be 

recorded at their fair market values. Individual liabili

ties should be recorded at their value under the current 

intereflt rates. However, deposits that are non-interest 

bearing or rate-regulated must be kept at their recorded 

values. Long-term liabilities should be adjusted to 

reflect the appropriate premium or discount if their rates 

differ substantially from the current market rates. Many 

of the individual accounts of the acquired bank will be 

adjusted differently. Regardless of how they are adjusted, 

the purpose of the adjustment is to reflect a current value 

of the account. 
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One of the major differences between the purchase 

method of accounting and the pooling of interests method is 

that the purchase method recognizes goodwill. It is most 

important to understand how this goodwill is treated on the 

books of the combined entity. Goodwill must be accounted 

for according to Statement of Financial Accounting Stan

dards No. 72 and Accounting Principles Board Opinions No. 

16 and No. 17. 

To the extent of the excess of the fair market value 

of liabilities assumed over the fair market value of total 

assets acquired, any goodwill up to this amount will first 

be writ:ten off. Two possibilities exist for the period of 

amorti~:ation. The first period is the estimated remaining 

life of the acquired long-term interest bearing assets. 

The alternative period, if there are no long-term interest 

bearing assets, is the estimated remaining life of the 

existing acquired customer deposit base. 

If goodwill beyond this amount still exists, the 

goodwill is to be amortized over a period not to exceed 

forty years. The SEC generally requires approximately 

twenty years to be used as a reasonable estimate (Arthur 

Andersen & Co., 1985). 

Generally, bank regulators do not allow banks to 

report goodwill on their books as an asset. Rather, the 

amount attributed to goodwill must be charged to retained 

earnings under the purchase method of accounting. Bank 



holding companies, on the other hand, are permitted to 

record goodwill as an asset and amortize it against net 

income. 
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In contrast to the pooling of interests method, the 

purchase method of accounting does not require financial 

statements to be restated. Also, rather than including 

combined figures form the beginning of the year, the 

purchase method required combined amounts only on the 

combination date and thereafter. Overall, the disclosure 

requirements are not as extensive as those for the pooling 

of interests method. 

Depending on the method of accounting used, the buyer 

and seller may be affected differently from recording the 

transaction. After examining each method carefully, 

advantages and disadvantages for each method can be identi

fied. In choosing the method of accounting for the trans

action, each method should be closely evaluated to determine 

which would benefit most the parties involved. 

Illustrative Analysis 

Many of the considerations associated with the merger 

and acquisition process have now been presented. An 

explanation of an actual analysis performed by a bank 

holding company involved in mergers and acquisitions will 

illustrate the importance of such considerations. The 

following illustrative analysis is typical of other analyses 

performed on potential targets. To maintain confidenti-



ality, the target bank will be identified as "Target", and 

the acquiring bank holding company will be identified as 

"Company." 
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The analysis begins with the preparation of pro forma 

earnings assumptions (see Exhibit 2, page 37). Using 

historical data and informed judgment, certain assumptions 

were reached. Average total assets were expected to grow at 

an annual rate of six percent. The required primary capital 

to assets ratio is to be held at seven percent. And 

finally, the return on average assets was assumed to be .80 

percent. These percentages are only estimates of Target's 

future earnings potential. The computerized model then 

calculated the pro forma amounts for the next ten years. 

Using the assumptions as variables, the net income, ending 

capital, and Dividend Pay-Out Ratio are projected. These 

projections are then used to perform analyses on various 

illustrative offers. 

These pro forma capital requirements and dividend 

pay-out ratios for Target are then used to analyze three 

illustrative offers. The first, (see Exhibit 3, page 38), 

is an offer for a pooling of interests. In a pooling of 

interests, no excess of purchase price over book value can 

exist. Therefore, the purchase price is set equivalent to 

Target's expected December 31, 1986 book value of 

$10,900,000. Assuming that 436,000 shares of Company stock 

must be issued to Target, and the market price of Company 
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stock is $35.00, the value of the common stock Target will 

reCeiVE! is $15,260,000. Other assumptions include Company's 

annual dividend of $0.64, and annual Company dividend growth 

rate of ten percent. These assumptions are then used to 

analyzE! the cash flow impact of the acquisition offer. 

In exhibit 4 on page 39, the analysis of the cash flow 

impact is illustrated. This computerized model takes the 

projected upstream dividends of Target from the pro forma 

calculations (see Exhibit 2, page 37). Along with the 

Target Common Stock dividends (436,000 shares given a 

dividend rate of $0.64 which grows ten percent annually) to 

determine the net cash flow from Target after the acquisi

tion has occurred. This analysis indicates that the 

cumulative cash flow will remain positive providing Target 

continues to have an asset growth rate of six percent and a 

Return on Average Assets of .80 percent. 

Exhibit 5 on page 40 illustrates the final analysis of 

the impact of the acquisition offer on earnings per share. 

Company's projected income provides the basis for the 

evaluation. Target's expected income is then added to this 

amount. The cumulative cash flow calculated in Exhibit 4 

on page 39 is then shown as annual interest income, net of 

tax and also is added to the above amounts. No notes, 

loans, cash, goodwill, or costs of purchase accounting were 

a part of this illustrative pooling of interests offer. The 

pro forma combined income before extraordinary item is then 
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computed. The model then calculates the earnings per share 

data. This particular offer provides some dilution. 

Reviewing Exhibit 3 on page 38, it can be seen that there is 

no book value dilution, but earnings per share have been 

diluted 4.57 percent due to the combination. 

This illustrative analysis emphasizes the significant 

number of assumptions that must be made in forming a 

potential offer and their impact in assessing the results 

of the offer. While this analysis was concerned with a 

pooling of interests combination, similar analyses can be 

performed on a purchase combination. 

Using the same assumptions of the 100 percent common 

stock offer, Exhibits 6, 7, and 8 on pages 41 through 43 

illustrate a purchase of Target at 1.3 times December 31, 

1986 book value. The form of payment in this offer is 65 

percent common stock, and 35 percent notes. The require

ments for a pooling of interests are not met as only 65 

percent of common stock is issued. Hence, the purchase 

method of accounting must be used. 

SE~veral differences are present in this analysis when 

compared to the previous study. For example, Exhibit 7 on 

page 42 deducts the interest on the notes issued and adds 

the tax savings that result from this interest reduction in 

income. Target's net cash flow still remains positive, 

however it is considerably less than in the pooling offer. 
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Exhibit 8 on page 43 shows a deduction in combined 

income for the interest expense on the notes. Another 

addition to this analysis is the annual amortization of 

goodwill. Once again, the combined earnings per share data 

is computed and dilution remains. As noted in Exhibit 6 on 

page 41, zero book value per share dilution is present, 

however earnings per share has declined by 4.43 percent. 

Dilution is somewhat lower when debt is included on the 

consideration. 

Another illustrative offer was analyzed using the same 

assumptions of Target's return on average assets of .80 

percent and an asset growth rate of six percent. This 

offer was also structured as a purchase at 1.3 times 

Target's expected December 31, 1986 book value. This offer 

was to be paid 100 percent in cash. The results of the 

computerized models produced a positive net cash flow, an 

insignificant amount of book value per share dilution, and 

3.54 percent earnings per share dilution. 

Conclusion 

The models illustrated were extremely useful to top 

management in analyzing potential acquisition offers. After 

a target had been selected, its future earnings were 

projected. These projections were then used to examine 

various alternatives of offers. The impact of various 

offers on the earnings per share was given critical consi

deration. By examining numerous combinations and amounts of 
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payments, top executives could determine which offer would 

be most desirable. The selection of a potential acquisition 

offer then provided a basis for negotiations to begin. 

Recently, the banking industry within Indiana has been 

stimulated by changes in the banking laws. As restrictions 

have been dropped, merger and acquisition activity has 

significantly increased. Indiana banks and bank holding 

companies are aware of the necessary critical analysis of 

potential targets and have developed strategic plans to 

competE~ in the acquisition environment. Since the enactment 

of Senate Bill No. One, the number of independent banks 

within Indiana have decreased as many have combined with 

other financial institutions. However, as the acquisition 

and merger movement remains active among Indiana banks, a 

new trend is emerging. The banking environment within 

Indiana is experiencing new entrants as neighboring Ohio 

banks become active in the acquisition movement. 
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Exhibit 2 37 

Pro Forla Capital Requirelents and Dividend Pay-out Ratios 
-

TAR~i:r tMfoll\. 
Deee.ber 23, 1985 

IDollar Alounts in Thousands) 

Assulptions 
-----------
1. Average Total Assets are projected to grow at an annual rate of - 6.001 

2. The Prilary Capital/Asset Ratio is to be laintained at - 7.001 

[OP 
Average EDP Reserve Priaary Dividend Return on 
Total Total for loan Beginning Net Cash Capi tal Ending Capital Pay-out Average 

Year Assets Assets Losses Equity Incolt Dividends Infusion Equity Ratio Ratio Assets 
-------- -------- ------- -------- --------- ------- --------- -------- ------- -------- ------- ---------

1984 $116,805 $116,952 $426 $690 $189 $9,456 8.421 27.391 0.591 

1985 $115,071 $113,189 $481 $9,456 $1,026 $229 $10,253 9.-441 22.32% 0.891 
- - - - - - - - - - - - - - - - - - - -- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -

1986 $121,975 $125,635 $510 $10,253 $976 $2,909 $0 $8,320 7.001 298.051 0.801 

1987 $129,294 S133,173 $541 S8,320 $1,034 S535 $6,819 7.00! 51.741 0.80% 

1988 S137,052 $141,164 5573 S8,819 $1,096 S566 59,349 7.00% 51.64% 0.80% -
1989 5145,275 S149,634 5b07 S9,349 $1,162 S601 59,910 7.00% 51. 721 0.80! 

1910 5153,992 S156,612 S643 '9,910 $1,232 5637 S10,505 7.00% 51.70% O.eOl 

1991 $163,232 5168,129 5682 $10,505 $1,306 5676 $11,135 i.OOl 51.7b% O.BO! 

1992 $173,026 5178,217 5723 $11,135 $1,384 .716 $11,803 7.0()l 51. 73% 0.80l 

1993 S183,408 Sl88,910 H6b 511,803 SI,467 $759 $12,511 7.004 51. 741 0.801 

1994 $194,412 '200,245 5812 S12,511 51,555 5804 $13,262 7.00! 51. 704 0.80% 

1995 5206,077 S212,260 SB61 S13,262 51,649 5854 $14,O~7 7.00i. 51. 79: 0.80l 



· Exhibit 3 

- General InforlaHon (R.O.A.A. - .801, Asset Growth Rate - 6.(01) 
---------------------
TarlJet Nile: IA~U \3I\Aj" 

Book Value: $10,900,000 (Dete.ber 31, 1986) 
Purchase Price: $10,900,000 

COilon Stock Alount: $15,260,000 
flarket Price: $35.00 
1986 Annual Dividend: $0.64 
Annual Dividend Growth Rate: 10.001 
Issue Cost: SO 

Note Aaount: $0 

Note Rate: 12.00% 

loan Alount: .0 
loan Rate: 12.00% 

Cash ExthangPd: 

Present Value Rate: 12.001 

- Goodwill Alortization Period: 10 
lin years) 

Current Shares of t.GIltPIoNf : 2,458,522 
Shares of COft\P~"'Y - 1989: 2,518,522 
Shares of Target Issued: 436,000 

Book Value Per Share 
Current ~M""I'iY ~ $23.22 (Pro Faria 12/31/86) 
With Target: $23.49 
Dilution: 0.001 

Earnings Per Share Dilution: 4.57% 



Exhibit 4" 39 
Analysis of Cish Flow Jlpact of Acquisition Offer fCOIIOR Stock) 

TI"IRc1cT Bltl\!jI:'. - ~ir.uary 29, 1986 
In Thounnds 

1985 1986 1987 1988 1989 1990 
-------- -------- --------- ---------- ---------- ------

Upstrealed Dividends 2,909 535 566 601 637 

Target COllon Stock Dividends (279) (305) (336) (371) (410) 

Interest Dn Notes 0 0 0 0 0 
Til Savings 0 0 0 0 0 

Interest on LDan 0 0 0 0 0 
Tax Savings 0 0 0 0 0 

Interest on Cash 0 0 0 0 0 
Tax Savings 0 0 0 0 0 

Retirl!lent Df Notes 

Alortization of Loan 

Capital Infusion 

Aqui si ti on Costs (l00) 
--------- --------- -------- --------- --------- ---------

Net Cash Fl ow ($100) $2,630 $230 fi230 $230 $227 -
CUlulative Net Cash Flow ($100) $2,530 $2,760 $2,990 $3,220 $3,447 



Exhibit 5-
-COmPlfN f 40 

Iaplct of Atquisition Offer (CDIlon Stoct) 
I;tRlzE' 8AIII1<. - January 29, 1986 

In Thousands 

1985 1986 1987 1988 1989 1990 
-------- --------- ------- ------ -------- --------

~.:1P~Hy Incole before 
extraordinary itea (101 6rowth) 8,020 9,417 10,430 11,484 12,710 13,966 

Tar;et Intoll! 97b 1,034 1,096 1,1112 1,232 

Interest Expense on Notes, 
net of tix 0 0 0 0 0 

Interest Expense on Loan, 
net of tax 0 0 0 0 0 

Interest Expense on Cash, 
net of tax 0 0 0 0 0 

Interest IntDie (Expense) on 
Net Cash Flow, net of tax 164 179 194 209 223 

- Goodwill Aiortization 0 0 0 0 0 

Purchase Accounting, 
net of tax 0 ° 0 0 0 

-------- --------- --------- --------- --------- --------
Pro Faria Incoae before 

extraordinlry i.tea S8,020 S10,557 Sl1,643 SI2,774 S14,081 S15,421 

Preferred Dividends S786 S940 594O S940 5940 $940 

Earnings Per Share 
Assu.ing Full Dilution 
C.CiftPI+H Y S2.94 S3.45 53.86 54.29 S4.67 55.17 

Pro Faria Acquisition S2.94 53.32 S3.70 S4.09 54.45 S4.90 
Per Share Change Frail CcwlPifNY (50.13) (SO.16) (50.20) (SO.22) ($0.27) 
Accu.ulated Per Share Change (SO.13) (S(!.29) (SO.49) (SO.71) (50.98) 

COllon Shares Outstanding 
{i;mp04NY 2,459 2,459 2,459 2.459 2,519 2,519 
Target 436 436 436 436 nil 

Total 2,459 2,895 2~895 2.895 2,955 ? o~~ 
~, ,.J..J 

======= ------- ------- ------- ======: -------
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Seneral Inforlation 

Target .ale: 

Book Value: 
Purchase Price: 

COilon Stock Alount: 
tlirht Price: 
1986 Annual Dividend: 
Annual Dividend 6ro.th Rate: 
Issue Cost: 

Note Alount: 
Note Rate: 

loan Alount: 
Loan Rate: 

Cash Exchangl'd: 

Present Yalul' Rate: 

600dwill Alortization Period: 
(in years) 

Currl'nt Sharl's ofCo'(ftt,.I'I" : 
Shares of Co."'iP~N{ - 1989: 
Shares of Target Issued: 

Book Value Per Share 
Current Q;/:fP"", Y : 
Ni th Target: 
Dilution: 

Earnings Per Share Dilution: 

Exhibit b 

IR.O.A.A. - .801, Asset Srowth Rate - 6.001) 

JA-~iter B ~"'" 
SI0,9oo,000 (Decelber 31, 1986) 
$14,170,000 11.3 Tiles Book Value) 

S9,210,500 
135.00 

SO. 04 
10.001 

SO 

$4,959,500 
12.001 

SO 
12.001 

12.001 

10 

2,458,522 
2,518,522 

2b3,157 

$23.22 (Pro Forla 12/31/86) 
$24.36 

0.00% 

4.43% 

41 



Exhibit 7- 42 

~. 

- Analysis of CIlII Fhw.Iipact of Acquisition Offer (C91On Stock) 
'r1'tR6t f:"r S"/tl'iK " 

January 2¥, 1986 
In Thounnds 

1985 1986 1987 1'188 1989 1990 
-------- --------- --------- -------- -------- ------

Upstreiled Dividends 2,909 535 566 601 637 

Target COllon Stock Dividends !l6B) !lB4) (203) (224) 1247} 

Interest on Hotes (595) (595) (595) (595) (5951 
hx Savings 274 274 274 274 274 

Interest on Loan 0 0 0 0 0 
hx Savings 0 0 0 0 0 

Interest on Cash 0 0 0 0 0 
Tax Savin9s 0 0 0 0 0 

Retirelent of NDtes 

Alortization of LOin - Capital InfusiDn 

Aqui si ti on Costs (JOO) 
--------- --------- --------- --------- --------- ---------

Net Cash Floll ($100) $2,420 $30 $42 $56 $69 

eululative Net Cash FIDII (SIOO) $2,320 S2,350 $2,392 $2,448 $2,517 



Exhibit 8-

1985 

----------

~Clil71t1.J\1 IncOH before 
extraordinary itll (101 &rowth) B,020 

Target InCD.e 

Interest Expense on IDtes, 
nit of til 

Interest Expense on LOin, 
net Df tlx 

Interest Expense on Cash, 
net of tax 

Interest Inco.e (Expense) on 
Net Cash Fla., net of tax 

- Soodwill A.ortization 

Purchase Accounting, 
nd of tax 

---------

Pro For.a Incole before 
extraordinary ite. S8,020 

Preferred Dividends $786 

Earnings Per Share 
AS5uling Full Dilution 
Cot)1P.tNY S2.94 

Pro For.a Acquisition S2.94 
Per Share Change Fro. Cc'~YihJ Ii 
Accululated Per Share Change 

COIlon 5hare~ Outstanding 
t.ChfflrN f 2,459 
Target 

Total 2,459 

eomrtmy . 
I.pact Df AcquisItion Offer (COltOn Stoct) 

Jlfl«J:eT BAril<.. 
January 29, 1986 

In Thounnds 

19B6 1987 
------- ------

9,417 10,430 

976 1,034 

(321) (321) 

0 0 

0 0 

150 152 

CS27) (327) 

0 0 

--------- ---------

S9,895 $10,968 

$940 $940 

S3.45 S3.86 
$3.29 $3.68 

(50.16) (SO.18) 
(50.16) (s0.34) 

2,459 2,459 
263 263 

2,722 2,722 

198B 1989 
---------- ------

11,484 12,710 

1,096 1,162 

(321) (321) 

0 0 

0 0 

155 159 

(327) (327) 

0 0 

--------- ---------

S12,087 S13,3B3 

$940 $940 

S4.29 H.67 
S4.10 $4.47 

(50.191 (SO.20) 
(50.53) (50.73) 

2,459 2,519 
263 263 

2,722 2,7B2 

1'190 
-------

13,966 

1,232 

(321) 

0 

0 

163 

(327) 

0 
--------

S14,713 

$940 

$5.17 
$4.95 

(SO.22) 
(SO.9S) 

2,519 
263 

2,782 


