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SVP Observations on...
The Acceleration of Merger and

Acquisition Activity

by Michael E. Collins

he pace of mergers and acquisitions in the financial services indus-

try in 1997 and into 1998 continues unabated. In 1997, over $95
billion in bank and thrift acquisition deals were announced, up from $45.5
billion in 1996, and mergers absorbed 599 banks. On average, banks pai
more than twice book value and 18 times earnings on acquisitions.

In studying these mergers, it is clear that two main themes have
emerged—consolidation within the industry and the convergence of fi-
nancial services. These activities create new alliances and risk manage
ment challenges, raising questions on the proper balance between mar
ket discipline and government regulation.

Within the industry, mega-mergers have become more evident.
In 1997, we saw the announced merger of First Union and CoreStates.
which, at the time, was the largest banking merger in industry history. In
1998, we have seen more large bank consolidation with the announcec
mergers of Bank of America and NationsBank, and Banc One and First
Chicago. Banks were active in nonbank mergers in 1997, as many ac-
quired brokerage or insurance firms. Nonbanks also aggressively enterec
the banking business, often through a denovo thrift charter.

It is obvious from the scale of these deals that one clear factor
driving merger activity is size. However, the changing demographics of
the industry are also spurring merger activity. The industry is now mov-
ing from markets bounded by legislation and regulation to looser bound-
aries within which business sectors can converge. Organizations them-
selves have evolved from looking inward for solutions to an expanded
use of alliances and partnerships to grow markets and deliver products.
We are also seeing a shift from using regulation to serve competitive
ends to relying on change management, market forces, and innovation tc
optimize efficiencies. In this environment, companies are seeking to cre-
ate new wealth either by better execution or by changing the rules of the

game. continued on page 3
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The Year 2000 — Time Marches On

by John V. Mendell, Team Manager

uch has transpired since the initial FFIEC statg-
ment on the subject of Year 2000 was issu

and selected holding companies. We anticipate that
these updates will require a brief 1 or 2 day on-site

in June 1996. Seven additional interagency statemenpts presence. However, we plan to continue to rely upon

have been issued during the past 12 months, provid-
ing guidance on such topics as testing, customer
awareness, and contingency planning. In addition,
on March 4, 1998 the Federal Reserve System is-
sued SR 98-Fhe Federal Reserve’s Intensified Yea
2000 Efforts.

S

By now, the message to the industry shoul
be loud and clear. Banking regulators consider Y2
to represent a serious potential threat to the banking
industry, and organizations must take appropriate
action to mitigate the risks.

N\

A Two-Phase Process

In order to assess the industry’s and individug|
organization’s Y2K preparedness, the federal regy-
latory agencies established a two-phase supervisqry
process. All FFIEC-regulated banking organizationfs
and data processing service providers were subije
to a “Phase 1” Y2K supervisory review over the past
year. These reviews were to be completed by Ju
30, 1998.

A second round of reviews —Phase 1l—will
commence on July 1, 1998, with completion schec
uled for March 31, 1999. During Phase Il, bank su-
pervisors will concentrate on reviewing the adequagy
of testing and contingency plans. Because of the mare
technical nature of Phase I, throughout this phage
this Reserve Bank will use examiners who are infof-
mation systems specialists. As outlined in FFIEC's
Guidance Concerning Testing for Year 2000 Read}-
nessthe degree and nature of testing required at eagch
institution will depend upon the complexity of the
operations involved, the organization’s level of Y2K
risk, and the degree of reliance on third-party prg
Cessors.

In addition to implementing Phase Il, our
Reserve Bank has established a policy of conducting
quarterly Y2K updates for all state member banks

or work together with other regulators, where appro-
priate, to reduce regulatory burden. This approach
proved very effective during Phase |.

Third District Status

The Federal Reserve Bank of Philadelphia has
completed the required Phase | reviews in our Dis-
trict. The early results of these reviews indicated that
a significant percentage of Third District state mem-
ber banks had not been aggressive enough in their
approach to the Y2K problem. However, the nature
of the problems identified was such that remediation
was possible over a short period of time. The peak
period for organizations rated less than satisfactory
in our District was reached late in the first quarter of
1998. Fortunately, remediation efforts have been suc-
cessful, and the trend has reversed.

However, now is not the time for bank man-
agers to rest on their laurels. As shown in the box,
the FFIEC has announced several important target
dates associated with the testing phase of the Y2K
effort. As our reviews continue through Phase II, or-
ganizations that are not on course to meet the estab-
lished targets may well be rated less than satisfac-
tory.

06/30/98 testing plan in place

09/01/98 begin testing of mission critical
systems

12/31/98 internal testing of mission critical
systems substantially complete

03/31/99 testing by service providers
substantially complete

06/30/99 testing complete and implementation
substantially complete

Review of Service Providers and
Software Vendors

A major area of concern to many Third Dis-
trict institutions is their service provider’s readiness
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for the Year 2000. Relief is now at hand. Addition T
information will be available to institutions that us The Acceleratlon
service providers for all or part of their information

processing needs. Initial targeted Y2K reviews of daja Of M erger and

processing service providers, including assigned rat- ACquiSition ACt|V|ty

ings, will be distributed to their existing clients b
the appropriate FFIEC agency. continued from page 1

_Eleven of the twelv_e spftware vendors cur When considering mergers, banking organi-
rently in the Shared Application Software Review  zations must be able to choose the right franchise
program have granted permission to the FFIEC 10 and maintain managerial and cultural flexibility.
distribute the results of their Y2K regulatory review Merger and acquisition experts suggest that only 35
to their clients. Discussions are continuing with th¢  percent of mergers and acquisitions will achieve their
remaining vendor. Subsequent quarterly updates jof stated goals. Common problems center around real-
the data processors and software vendors will onjy istically determining a deal’s value, synergies, and
be distributed if there is a change from the rating Prospects; minimizing employee stress, distractions,
previously assigned. The Federal Reserve System has and turnover; overcoming cultural differences; re-
also adopted a policy of distributing the informatioy ~ t&ining customers; and performing adequate due dili-
system examination report of data processinly 9€MC€:

servicers to all serviced organizations regulated hy S(_)me O.f the recent bank consolidations have
resulted in a higher number of very large banks con-
the Federal Reserve.

trolling a greater share of uninsured deposits. Addi-
_ tionally, the risks that major banks are undertaking
Time Marches On _ | as they pursue new lines of business are far different
The absolute deadline for banks and servige and more complicated than the risks assumed in the
providers to become Y2K compliant is fixed—Janu;  past. This has raised questions about Community Re-
ary 1, 2000. No one has the power to extend this investment Act obligations and the optimum struc-
deadline. Consequently, adherence to the established ture for ensuring the safety and soundness of the in-
testing and implementation target dates is critical. dustry, and has rekindled discussion of the too-big-
An organization that is unable to meet FFIEC’s timg-  to-fail concept.
table for testing will face several consequences. Op- _ .
viously, the inability to adhere to testing guidelines Bank supervisors are responding to these
will have an adverse impact on the examiners as- Mega-deals and convergence trends with efforts to
sessment of the organization’s overall Y2K readi- develop a more coherent and coordinated framework
ness. However, Y2K readiness will also be taken info [0 OVersee these organizations. Efforts have included
o : . |~ the shift toward risk-based supervision, performing
account when applications for expansion or acquigi-

: I : 1" on-going risk assessments, placing increased empha-
tion are |n|t|aFed, and a Y2K rating that falls INt0 & 5is on market discipline and self-policing, and in-
less than satisfactory category could adversely im- creasing the number of bilateral information ex-

pact applications. change agreements with foreign supervisors.

14
1

If you have any questions on the Federal Rg While banking organizations are responding
serve Bank of Philadelphia’s supervisory progran), to these transformation factors, they must stay
please call Olaf Schweidler at (215) 574-3434 or John grounded in the present realities to ensure a strong
V. Mendell at (215) 574-4139. Alternatively, you car] ~ operating environment focused on people, processes,

visit the Federal Reserve System’s web site on the @nd technology. This is also true for bank supervi-
Year 2000 at ‘www.bog.frb.fed.us/y2k/". sors. Ultimately, the true measure of the success of

all of these initiatives will rest in the ongoing stabil-
ity, resiliency, and soundness of the banking system
over a full economic cycle. |
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Accounting for the Maintenance and Disposal of ORE

by Eddy Hsiao, Assistant Examiner

I n the last edition of SRC Insights, we discussed
accounting treatments for the acquisition of other
real estate (ORE) properties. In this article, the seg-
ond and final in this series on ORE, we will discus$

accounting practices for the maintenance and dispp-
sition of ORE.

Maintenance Period

Once a property is acquired as ORE, the ur
fortunate reality is that the bank must adequately
maintain the property pending its final disposition
Accounting issues during this period arise in both
the balance sheet and income statement.

Ongoing ValuationAs stated in the previous
article, ORE should be recorded on the bank’s books
at the lesser of the fair value of the real estate ag-
quired, less disposal costs, or its cost, often the re-
corded amount of the loan. A question frequently
arises concerning the accounting treatment when the
fair value of ORE declines during the holding pe
riod. The answer to this question depends on whether
the decline is temporary or permanent.

If a decline in fair value is considered tem-
porary, a valuation reserve should be established [to
account for the deficiency. Future changes in valtie

will increase or decrease the reserve, but not belgw
zero. If, however, the decline is deemed permanent,
the ORE balance should be reduced by the deficient
amount to reflect the property’s fair value.

Whether temporary or permanent, the declin
should be reported on the income statement as “other
noninterest expense.” As a reminder, the determinp-
tion of changes in fair value must be made on a prop-
erty by property basis, and ORE should be reported
on the balance sheet net of the reserve.

D

Income, Operating Expenses, and Capitg
ExpensesAccording to the Call Report instructions,
revenue generated from ORE such as rental income
should be reported as “other noninterest income.” |
our experience, many bankers may have accountp

d

for these revenues as reductions to the ORE balance.
While this treatment is conservative, it does not com-
ply with the matching principal of accounting.

Generally, expenditures incurred while hold-
ing an ORE property are reported as operating ex-
penses. These expenses include, but are not limited
to, insurance, taxes, utilities, management fees, and
normal maintenance and repairs. However, expendi-
tures incurred in relation to the completion of a par-
tially finished ORE property can be capitalized. Capi-
talization of expenditures is also allowed for mate-
rial improvements that are deemed necessary to en-
able the bank to sell the property. In short, the deter-
mination of whether an expenditure is capitalized or
expensed should be consistent with GAAP.

Sales Efforts.In general, federal banking
regulations state that a bank may not hold an ORE
property for longer than ten years, including exten-
sion periods. However, regulations of individual
states may be more restrictive. Regardless of allow-
able holding periods, bank management should make
diligent efforts to dispose of the ORE properties,
converting these nonearning assets into productive
sources of income. Management should also main-
tain documentation to reflect their efforts.

RecordkeepingA well-organized ORE pro-
gram should have procedures requiring a file to be
maintained for each ORE property. This file should
contain information regarding the acquisition of the
ORE, the determination of the fair value, and the
recording of expenses and/or revenues, as well as
details on marketing activities.

Disposition

Banks may sell ORE and provide financing
for the purchaser to facilitate the disposition of the
property. An Interagency StatemeAtcounting for
Dispositions of OREwhich became effective with
the June 30, 1993 Call Report, addresses this issue
(SR 93-42). This Policy Statement revised the Call
Report instruction for ORE by eliminating certain
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minimum down payment requirements and instruc
ing banks to conform with Statement of Financial
Accounting Standards No. 6&ccounting for Sales
of Real EstatdFAS 66) when accounting for ORE
dispositions.

FAS 66 outlines five methods of accounting
for ORE dispositions—the full accrual method, the
deposit method, the installment method, the cost re-
covery method, and the reduced-profit method. The
full accrual method and the deposit method are the
two most commonly used by banks. However, it is

important to remember that regardless of the method
used, any losses on the disposition of ORE should pe

recognized immediately.

The following flowchart briefly describes
which method to apply under different circum-
stances.

Use
Deposit
Method

lYes

Adequate

Down Payment, Use Installment,

N
Not Subject to Subordination, O—> Cost Recovery,
and Risk & Reward or Reduced
Transfered Profit Method

lYes

Use Full
Accrual Method

Full Accrual MethodThe full accrual method

allows the transaction to be reported as a sale. Under

the full accrual method, the ORE is removed from

the balance sheet and a loan is recorded with the

entire gain, if any, reported on the income statement.
Several criteria must be met to qualify for the use ¢
the full accrual method:

—h

1.

The sale must be consummated. A sale is

deemed consummated whath of the follow-

ing criteria have been met.

* the parties are legally bound by the con-
tract

» all consideration has been exchanged

* financing provided by the bank has been
arranged

« all conditions precedent to closing have
been performed

Normally, these conditions are met at the time
of closing or after closing, not when an agree-
ment to sell is signed.

The purchaser’'s down payment and continuing
investment are adequate.

The adequacy of the down payment as a per-
centage of the sales price varies by the type of
property. For example, a 5 percent down pay-
ment is considered adequate for single-family
primary residence. However, a 25 percent down
payment is required for land to be developed
after two years. To meet the continuing invest-

ment criteria, the contractual loan payments
must be sufficient to pay the loan off over the

customary loan term for the type of property

involved.

The loan must not be subject to future subordi-
nation.

The usual risks and rewards of ownership have

been transferred and the bank does not have a

substantial continuing involvement with the

property. Following are some examples of ex-

tenuating circumstances listed in FAS 66 that

do not meet these criteria:

e an option or an obligation exists for the
seller to repurchase the property,

* the buyer can force the seller to repurchase
the property, or

* the seller retains an equity interest in the
property sold.

continued on page 8
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Bank Holding Company Risk Assessments:
An Efficient Use of Resources

with Added Value

to the Industry

By Frank A. Germano, Senior Examiner

Bank examination and holding company inspe
tion procedures have undergone considerable
change over the last two years. The direction has
been toward risk-focused supervision, through whic
we hope to gain efficiencies in the use of supervi-

sory data and human resources by focusing on thgse
areas that represent the most risk to the institutign
and, ultimately, to the financial system.

In keeping with this philosophy, the Board of
Governors of the Federal Reserve System has ingti-
tuted a framework for inspecting small shell ban
holding companies (SSBHCs). SSBHCs are defingd
as institutions with consolidated assets of less than
$1 billion, with no public debt, and with no signifi-
cant nonbank activities. SSBHCs present the le
risk to the financial system, and primarily reflec
the operations of their bank subsidiary. As such, the
Board, in its efforts to increase staff effectivenes
enhance interagency coordination, and reduce re
latory burden, felt that limited resources should be
devoted toward their supervision.

The risk assessment program for SSBHCg,
sometimes referred to as “desk reviews,” tailors sy-
pervisory strategies for these companies based
an assessment of their reported condition and activi
ties, as well as the condition of their subsidiaries.
Reserve Banks are required to develop a strategy for

addressing issues related to each organization baged ¢

on the results of the assessments, with the ultimate
objective of determining a final BOPEC rating (Ban
subsidiary, Other subsidiaries, Parent only, Earningp-
consolidated, and Capital-consolidated). The purpose
of the risk assessment is to determine whether the
risk profile of the SSBHC has weakened, whethgr
the company is having an adverse effect on the sub-
sidiary bank(s), or if there are violations of law o

regulation warranting further review. Where signifi-
cant risk factors are present, a full range of supervi-
sory responses will be considered, including requests
for information, management interviews, visitations,
and targeted or full-scope on-site inspections.

Risk assessments, or desk reviews, will be
performed in-house at the Federal Reserve, and will
be completed within 45 days of the receipt of the
full-scope commercial examination report of the lead
subsidiary bank as completed by the other regula-
tory agency. In most cases, risk assessments are
driven by the conclusions expressed in those exami-
nation reports. However, they may also incorporate
information from other sources, such as corporate
annual reports, regulatory financial reports, previ-
ous inspection reports, and surveillance reports. Re-
guesting additional information from the bank hold-
ing company will not be a routine procedure.

Reviews of the following six areas will be in-
cluded in the assessment.

*  Financial condition of the parent, including an
evaluation of debt levels and cash flow

. Financial condition of bank subsidiaries and the
consolidated organization (if applicable)

Management, including any changes in senior
management or ownership

*  Compliance with laws and regulations by the
parent company and bank subsidiaries, as well
as compliance with regulatory orders and other
requirements imposed in connection with the
granting of any application or other request
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* Intercompany and insider transactions as atli-
dressed by examinations and financial report$

* New and proposed activities

If no unusual supervisory issues or concerns
are identified by the assessment, no special follow-

detailing the overall conclusions of the assessment
and the BOPEC rating. Management activities at
SSBHCs are generally conducted in the subsidiary
banks and the risk management process of the com-
pany is essentially the same as that of the bank(s).
Consequently, the primary regulator will assign a risk
management rating at the subsidiary bank level,

up with the company is necessary. The assessment eliminating the need for a risk management rating at

alone will serve as the basis for assigning a final
BOPEC rating for the company. However, financia]li
or organizational changes that have occurred during
the time between receiving the commercial examj-
nation report and the date of the risk assessment will
also be considered. Furthermore, all companies wjll
continue to be monitored under existing surveillance
and banking studies programs aimed at identifying
significant changes in the company’s condition, pe
formance, or risk profile that may prompt further
review. These changes may include:

* A material decline in the earnings performanc
or capital position of a bank subsidiary

U

* Significant changes in management or owne
ship

* Alarge increase in outstanding debt

* New or expanded activities that may pose addj
tional risk

* Rapid growth

* Questionable insider or intercompany transag
tions

* Less than satisfactory SEER or other perfor
mance factors for the subsidiary bank(s)

* Information suggesting less than satisfactory
compliance with regulatory orders and other rg
guirements imposed in connection with the
granting of any application or other request

The findings of the risk assessment will bg
communicated to the organization in a brief lette

=

the holding company level.

With the implementation of this program, the
Board rescinded the bank holding company inspec-
tion scope and frequency requirements of SR 85-28
Examination Frequency and Communicating with
Directors for SSBHCs. Going forward, each
company’s supervisory cycle will be determined by
the examination frequency mandated for the lead
bank subsidiary.

The SSBHC program was mandated to be
operational throughout the Federal Reserve System
on November 30, 1997. However, various Districts
had programs in place for one year or more at that
time. We began developing our program in the Third
District in May 1997, and began performing risk as-
sessments within two months, completing the first
on July 24, 1997.

As stated earlier, this program was designed
to focus supervisory energies and resources on the
more complex and riskier financial institutions within
each Federal Reserve District. The program has ac-
complished that and, as a side benefit, has saved ex-
aminer hours and expense dollars, and has been
praised by senior management of most of the insti-
tutions involved for reducing regulatory burden. With
no on-site disruptions and no need to assemble vol-
umes of data for examiners, management can focus
on its primary function—running the company. Fur-
thermore, the Federal Reserve has realized the ben-
efits it had envisioned—using time and resources
more efficiently while adding value to the regula-
tory process. Going forward, you can also expect to
see a more efficient use of automation reducing risk
assessment processing time, thus improving an al-

ready improved program. -
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Accounting for the
Maintenance and
Disposal of ORE

continued from page 5

Deposit MethodThe deposit method is used
when a sale has not been consummated. Under t
method, the bank does not record the loan nor do
it recognize any profit. The property continues to bg
carried on the bank’s books as ORE despite the trar
fer of legal title. Payments received from the buyer
borrower are reported as a liability until sufficient

payments or other events have occurred which aJ-

low the use of one of the other methods.

Other MethodsThe installment method, the
cost recovery method, and the reduced-profit metha
are similar to the full accrual method where the sal
and the corresponding loan are recorded. The maj
differences among these methods are the timing a

the amount of profit recognition. Since banks selt
dom apply these methods, we will not discuss thein

further. However, you can refer to either FAS 66 o
the Call Report glossary for “Foreclosed Assets” fo
additional guidance.

Summary

Just as each institution is unique, each OR
transaction is unique. While the guidelines and star
dards enumerated in this and the prior article wil
assist you in properly accounting for most ORE trans
actions, questions will arise. We strongly encourag
bank management to consult with their independe
public accountant or with their institution’s Team
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Manager at the Federal Reserve whenever they have

unusual questions concerning ORE. [
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site at www.phil.frb.org. Suggestions, comments,
and requests for back issues are welcome in writifg,
by telephone ((215) 574-3760), or by e-mall
(Cynthia.Course@phil.frb.org). Please address gll
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