
INFORMATION TO USERS

The m ost advanced technology has been used to photograph and 
reproduce this manuscript from the microfilm master. UMI films the 
text directly from the original or copy submitted. Thus, some thesis and 
dissertation copies are in typewriter face, while others may be from any 
type of computer printer.

The quality of this reproduction is dependent upon the quality of the 
copy submitted. Broken or indistinct print, colored or poor quality 
illustrations and photographs, print bleedthrough, substandard margins, 
and improper alignment can adversely affect reproduction.

In the unlikely event that the author did not send UMI a complete 
manuscript and there are missing pages, these will be noted. Also, if 
unauthorized copyright material had to be removed, a note will indicate 
the deletion.

Oversize materials (e.g., maps, drawings, charts) are reproduced by 
sectioning the original, beginning at the upper left-hand corner and 
continuing from left to right in equal sections with small overlaps. Each 
original is also photographed in one exposure and is included in 
reduced form at the back of the book.

Photographs included in the original manuscript have been reproduced 
xerographically in this copy. Higher quality 6" x 9" black and white 
photographic prints are available for any photographs or illustrations 
appearing in this copy for an additional charge. Contact UMI directly 
to order.

UMI
U niversity M icrofilm s International 

A Bell & Howell In form ation C om pany 
300 North Zeeb  Road, Ann A rbor Ml 48106-1346 USA 

313 761-4700 800 521-0600

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



Order N um ber 9112970

Teaching bank m anagem ent by the case study m ethod

Bussing-Burks, M arie Anne, D .A .

Middle Tennessee State University, 1990

Copyright © 1990  by Bussing-Burks, M arie  Anne. A ll rights reserved.

UMI
300 N. Zeeb Rd.
Ann Arbor, MI 48106

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



TEACHING BANK MANAGEMENT
BY THE CASE STUDY METHOD

Marie Anne Bussing-Burks

A dissertation presented to the 
Graduate Faculty of Middle Tennessee State University 

in partial fulfillment of the requirements 
for the degree of Doctor of Arts

December 1990

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



TEACHING BANK MANAGEMENT
BY THE CASE STUDY METHOD

APPROVED:
Dissertation Committee:

Major Professor

/f /c/
Committee Member

o
Committee Member \

Cob l i t t e e  ^ k m b e r

Department Chairman of Ecoiiomics and Finance

^S=*24 a--Dean of the Graduate School

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



©  1990 
Marie Anne Bussing-Burks 

ALL RIGHTS RESERVED

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



ABSTRACT
Teaching Bank Management by the Case Study Method

by
Marie Anne Bussing-Burks

A perennial problem confronting instructors in business courses is 
the dichotomy between theory and practice. This issue is particularly 
relevant to banking courses because the financial environment has 
changed so drastically since deregulation. Cases can make the 
trcinsition easier, allowing students to relate theoretical material to 
actual decision making. Banking schools have long incorporated case 
studies in their curriculum to aid students in the acquisition of bank 
management skills and decision making abilities.

Because the banking environment is changing so quickly it is 
difficult to obtain timely case material for banking courses. The 
problems are becoming nmich more specialized and niy dissertation research 
involved developing new cases on some highly specific but very pertinent 
topics.

Each of the cases is accompanied by discussion questions and an 
instructor solutions unit. All of the studies are suitable for use in a 
graduate or undergraduate management of financial institutions course.

Following are brief overviews of the instructional case study 
topics:

1. Bank of New York's Hostile Battle for Irving Bank
On September 25, 1987, Bank of New York shocked the banking 

industry with a $1.4 billion hostile bid for Irving Bank.
After eighteen months of battle, Irving finally ended its 
opposition making it the highest-priced acquisition in banking 
history.
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2. The Inpact of the Corporate Alternative Minimun Tax on 
Commercial Banks
The Tax Reform Act of I986 includes many significant rulings 

affecting banking institutions, the most conplex being the new 
corporate alternative mininum tax (AMT). For banks, the most 
commonly incurred item of AMT is tax-exempt inccMne.

3. Strategic Audit: CNB Bancshares, Inc.
CNB Bancshares, Inc. is a regional interstate bank holding 

company, serving portions of Indiana, Illinois, and Kentucky 
throu^ 7 subsidiary banks, 31 banking locations, and 70S 
employees. The audit includes a summary of CNB's business 
background, strategic managers, financial structure, corporate 
structure, and corporate resources.

4. The Impact of Tax Reform on Commercial Banks' Municipal 
Investment Holdings
Under the new rules of the Tax Reform Act of I986, banks can 

no longer deduct the interest expense for municipal issues 
acquired after August 7, 1986. Consequently, banks have been 
aggressively divesting in municipal securities.
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CHAPTER 1 
INTRODUCTION

Introduct ion
The objective of ny dissertation research is to develop four 

banking case studies:
1. Bank of New York's Hostile Battle for Irving Bank
2. The Inpact of the Corporate Alternative Mininum Tax on 

Commercial Banks
3. Strategic Audit: CNB Bancshares, Inc.
4. The Inpact of Tax Reform on Commercial Banks' Municipal 

Investment Holdings
Each of the cases is acconpanied by several discussion questions and a 
suggested instructor solutions unit. All of the studies are suitable for 
use in graduate or undergraduate courses in the management of financial 
institutions.

The instructional units included here will be particularly useful 
for me because I plan to teach courses in financial institutions 
management. Nevertheless, these cases will not only aid my classroom 
instruction but if published, help others educate their students in 
banking and finance.

Statement of the Problem
The banking environment is changing so rapidly that it is difficult 

to obtain timely case material for decision making problems in banking.
1
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2
The problems are becoming iruch more specialized and my contribution is 
to develop new cases on some highly specific but very relevant topics.

Significance of the Study
A dichotomy exists between teaching theory and practical problems 

in most business courses. This dilemma is particularly evident in 
banking because things are changing so fast. Cases can make the 
transition easier by allowing students to relate theoretical material to 
actual decision making. Banking schools have long incorporated case 
studies in their curriculum to aid students in the acquisition of bank 
management skills and decision making abilities.

Each case study in this paper examines crucial issues confronting 
the banking industry. Following are brief summaries of the case 
studies :
Bank of New York's Hostile Battle for Irving Bank 
Case Summary

On September 25, 1987, Bank of New York shocked the banking 
industry with a $1.4 billion hostile bid for Irving Bank. Irving's 
immediate response was to resist the takeover by activating a variety of 
defensive strategies. The defensive moves did not deter Bank of New 
York but thrust the two opponents into heated litigation battles. After 
eighteen months, Irving finally ended its opposition and agreed to the 
purchase, making it the highest-priced and most fiercely contested 
acquisition in banking history.
Student Role

The student assumes the role of a bank analyst concerned with 
mergers and acquisitions. Akin to vdiat an actual analyst would do, the
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student calculates a numerical bank valuation, deciding if the final 
offer was a fair price for Irving shareholders. In addition, the cases 
require an analysis of Irving's anti-takeover strategies.
The Impact of the Corporate Alternative Miniimm Tax on Commercial Banks 
Case Summary

The Tax Reform Act of I986 includes many significant rulings 
affecting banking institutions. One of the most important changes, and 
perhaps the most coirplex, is the new corporate alternative mininum tax 
(AMT). The objective of the AMT is to insure that no taxable unit with 
sizable economic income can avoid paying significant taxes through the 
use of tax exclusions, deductions, and credits. The AMT taxable base 
includes items of economic income, many of which are not included in 
regular taxable income.

For banking institutions, the most commonly incurred item of AMT 
is tax-exaipt income. Once the AMT applies, the bank is in a 20 percent 
marginal tax bracket with supposedly tax-free income taxed at an 
effective 15 percent tax rate.
Student Role

Since the passage of the tax reform rulings, the services of 
banking tax consultants have been in constant demand. Four institutions 
have requested particular assistance in dealing with one aspect of 
tax reform, the AMT. The student assumes the role of a bank tax 
consultant, advising an institution on how the AMT will inpact its tax 
bill.
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4
Strategic Audit; CNB Bancshares, Inc.
Case Summary

CNB Bancshares, Inc. (CNB) is a regional interstate bank holding 
conpany, serving portions of Indiana, Illinois, and Kentuclqr throu^ 7 
subsidiary banks, 31 banking locations, and 705 employees. CNB's lead 
bank is Citizens National, located in Evansville, Indiana.

The case information includes a summary of CNB's business 
background, strategic managers, financial structure, corporate 
structure, and corporate resources. Relevant factors affecting the 
banking industry are highli^ted: tax reform, new banking products and 
services, and interstate merger legislation.
Student Role

The student accepts the role of an outside banking consultant.
The consultant is commissioned to perform a financial analysis on CNB 
as well as to devise an organizational plan to heighten the overall 
performance of the institution.
The Impact of Tax Reform on Commercial Banks' Nfcinicipal Investment
Holdings
Case Summary

Under the new rules of the Tax Reform Act of 1986, banks can no 
longer deduct the interest expense for irunicipal issues acquired after 
August 7» 1986. The Act further mandates that interest on private 
activity bonds issued after August 7, 1986 be treated as a tax 
preference for alternative minimum tax purposes.
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Due to these new restrictions, banks have been aggressively 

divesting in municipal securities. Banks have gpne from holders of 30 
percent of outstanding nunicipal securities in 1986, to a substantially 
lower 17 percent in quarter 1-1990.
Student Role

The student is assigned the role of a financial services manager 
for a large milti-bank holding conpany, vdiich has four bank 
subsidiaries. The financial services manager confronts decisions 
concerning the adjustment of the subsidiary banks' investment 
portfolios.

Limitations of the Study
The successful implementation of the banking case studies depends 

heavily on competent instruction. Providing students with the prepared 
case scenario and answers is simply not enough.

The case studies should be utilized only as an instructional tool. 
Instructors may choose to include additional questions particularly 
pertinent to his or her class.

Many of the case questions have no single correct answer. In 
certain case situations there are numerous plausible solutions. Students 
may leam from others by participating in a skillfully gqided free- 
flowing case discussion, which requires the instructor be competent in 
communication and group skills.

The case material does necessitate specialized knowledge on the 
part of the student. Banking school students should possess most of the 
prerequisite information required to successfully utilize the cases. 
Graduate students may want to do some research on banking terms and
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issues mentioned in the cases. Instructors may need to provide 
additional lectures with background reading for undergraduate students.
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CHAPTER 2 
REVIEW OF RELATED RESEARCH

I3iis chapter describes different types of cases that can be used to 
bridge the gap between teaching theory and practical problems in business 
courses. Along with a cooplete definition of each type of case, its role 
in bridging the gap to actual decision making is hi^Highted. Different 
classifications of the instructional banking cases are also examined in 
this chapter.

For business instructors interested in obtaining timely case 
material, a section is included on case development vdiich outlines the 
steps in writing your own case. Some of the benefits instructors gain by 
engaging in case writing, such as increased involvement in the business 
comiunity, are also noted. In order for instructors to make optimum use 
of cases, a section on case discussion formats for maximum student input, 
concludes the chapter.

What is a Case
While a review of the literature indicates that there is no 

generally accepted definition of a case, a prevailing theme exists among 
authorities— cases involve actual situations brou^t into the classroom.

Merriam distinguishes between the case method of instruction and 
historical case analysis. "Case method is an instructional technique 
whereby the major ingredients of a case study are presented to students 
for illustrative or problem-solving purposes. Case history— the tracing

7
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of person, group, or institution's past— is sometimes part of a case 
study.

Edge and Coleman discuss the situational theme:
A 'pure' case is a description of a situation that actually 

took place. The casewriter takes no liberties with the facts 
other than to disguise the situation by changing names, locations, or 
other attributes of the situation vdiich are not essential to the 
management problem. In fact, some cases do not describe actual 
situations, but describe situations invented by the casewriter to 
resemble actual events. Also, a few cases are inventions of the 
casewriter which are not based on a real situation. Thus, there 
is a spectrum of realism frran a fictional state of affairs (often, 
this is called a problem or an exercise and presents a lesg cooplex 
problem) to a case describing a real set of circumstances.
Beckman defines a case in the following manner:

A case is a description of a specific situation or incident, 
vdiich usually requires a decision. It normally includes more than 
the bare facts of the situation. Varied opinions of individuals 
involved in the case and background information to idiich the real 
decision maker in the case might have access are also provided. A 
single ĉase can range from less than one page to more than fifty 
pages.
In describing his inpression of a well-founded case, Bernhardt 

writes: "A good case reflects the conplexity of actual business 
communication; it allows for more than one predetermined interpre­
tation of events. The ambiguity is not just a matter of details 
chosen, but a reflection of the real ambiguity found in most events.

Sharon B. Merriam, "The Case Study in Educational Research: A 
Review of Selected Literature," The Journal of Educational Thought 19, 
no. 3 (December 1985):205.

2Alfred G. Edge and Dennis R. Coleman, The Guide to Case Analysis 
and Reporting (Honolulu: System Logistics, Inc., 1978), 3-

Dale Beckman, "Evaluating the Case Nfethod," Educational Forum 
36, no. 4 (May 1972):489-
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involving miltiple per̂ >ectlves, conflicting values, questicxiable 
motives."̂

Types of Case Studies
Oldham and Forrester contend that there are many types of case 

studies "ranging from descriptive accounts of enpirical research (case 
histories) to problem-solving cases vdiich include nultiple, interrelated 
factors and conplex situations with no single obvious 'right' solution.

The first task of case reading, Ronstadt̂  maintains, is to 
determine what type of case you are reading. Each type of case requires 
a different form of analysis and, consequently, a different kind of 
reading.

Four classes of cases are identified, along with basic reading 
instructions:

1. Highly Structured or Technical Problem-Solving Cases
This type of case is generally short with little or no excess 

information. The facts of a problem are well-ordered and clearly 
stated. A "best" solution often exists and you are expected to apply 
some pre-digested tools or model to derive the solution. An example 
is a short case demonstrating the use of EOQ (Economic, Order 
Quantity) and RDF (Re-order Point) formilas for inventory management.

Stephen A. Bernhardt, "Replies to Marilyn S. Butler's Article 'A 
Reassessment of the Case Approach: Reinforcing Artifice in Business 
Writing Courses, ' " The Bulletin of the Association for Business 
Communication 49, no. 2 (June 1çSô):1.

M̂argaret Oldham and Jerry Forrester, "The Use of Case Studies 
in Pre-experience Business Education: Part 1-The Case Method," The 
Vocational Aspect of Educrtion 33, no. 85 (August 198l):28.

R̂obert Ronstadt, The Ait of Case An^ysis : A Guide to the 
Diagnosis of Business Situations, 2nd ed. (Dover; Lord PublishinE, I98O),
9.
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Read the case to determine the appropriate analytic tools. If you 
already know vhat formulas or models to apply, review them before 
reading the case to identify the specific facts or data you need to 
"set up the problem." Then read the case and identify the necessary 
data for solution.
2. Short Structural Vignettes

This type of case is generally used in introductory management 
courses at the undergraduate level. However, you may encounter them 
in other courses as first-day or in-class cases idien your instructor 
needs a short teaching vehicle for some reason. Again little excess 
information is presented. The case may vary in length from one-to- 
ten pages with at most one or two exhibits. A "best" solution 
usually does not exist in the sense of a rî it answer that is derived 
from a formula. However, your instructor probably hopes you will be 
able to identify and apply one or more management concepts in 
discussing the case. The application of these concepts will allow 
you to present a "better" solution or recommendation, than if you 
analyzed the case without them. Consequently, read the case 
vignette, searching for possible ways to apply management concepts 
you have learned recently in your course or concepts you are clearly 
expected to know from earlier courses.
3. Long Unstructured Cases or Problem/Opportunity Identifying

Cases
These unstructured cases may vary in length from ten-to-fifty 

pages with several exhibits. The case writer has attempted to 
reflect the reality of a situation by supplying all or nearly all 
the information associated with the situation. Irrelevant, excess 
information exists vdiile enough relevant information may not be 
available. The existence of qualitative factors does not usually 
permit a "best" solution. The underlying problems and/or 
opportunities are unclear.
4. Ground-Breaking Cases

Advanced MBA, doctoral, and some executive management classes may 
encounter cases where both the students and the instructor are 
engaged in an exploratory mission covering new ground. The terrain 
is new because the business situations are totally new and little, if 
any, knowledge exists which is based on systematic research.
Relevant concepts, teaching objectives, even approaches to the 
business problems or opportunities posed by the new situation, have 
not been identified. As you read these cases, you nust be prepared 
and capable of extending (not just applying) existing, tangetially- 
related theory or practices in order to build upon existing 
knowledge. Simultaneously, you nust be ready to structure and
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organize the case data in completely new ways %diich may bear little 
or no resemblance to existing ccxicepts.
Interestin^y, the four instructional case studies in this paper 

conform to Ronstadt's first and third categories:
1. "Bank of New York's Hostile Battle for Irving Bank" fcills 

largely into the third category of long unstructured cases or problem/ 
opportunity identity cases. While there is not necessarily one best 
anti-takeover strategy, the student is asked to analyze and judge 
Irving's defensive techniques. The case also calls for the technical 
problem-solving skills of category one in performing a numerical bank 
valuation.

2. "The Impact of the Corporate Alternative Minimum Tax on 
Commercial Banks" agrees with the first category of hî ily structured or 
technical problem-solving cases, requiring mathonatical alternative 
minimum tax solutions.

3. "Strategic Audit: CNB Bancshares, Inc." is in the third 
category of long unstructured or problem/opportunity identity cases.
The student devises recommendations to improve the overall performance 
of CNB. Because the institution is well run, recommendations are not 
readily apparent.

4. "The Impact of Tax Reform on Commercial Banks' Municipal 
Investment Holdings" conforms to the first category of hî ily structured 
or technical problem-solving cases. Income tax, municipal yield, and 
interest expense disallowance calculations are all required.

Îbid., 9-10.
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Case Development

Writing the Case
Instructors favoring the case method of instruction oust decide 

if they will utilize existing published cases or write their own case 
studies. Instructor designed case studies lend the advantage of 
"encouraging closer integration with other parts of the course and of 
enabling cases to be presented to students in an order which gradually 
increases the conçdexity of the material and/or the demands made upon

g
the students." Writing case studies can be a challenging but rewarding 
endeavor.

After deciding on a case topic, data may be gathered through 
interviews, observation, and document analysis.̂  The case inist be 
prepared to reflect course information and demonstrate theoretical 
applications. Case scenarios should be based on realistic situations 
and provide background information about the characters and institutions 
examined to identify clues to the underlying problems of the 
organizations.̂  ̂

g
Margaret Oldham and Jerry Forrester, "The Use of Case Studies 

in Pre-experience Business Education, Part II-Using Case Studies 
Effectively," The Vocational Aspect of Education 33, no. 86 (December 
1981):67.

V̂ferriam, "Case Study," 204.
*̂̂ Gary L. Kreps and Linda Costigan Lederman, "Using the Case Method 

in Organizational CcMnnunication Education: Developing Students' Insist, 
Knowledge, and Creativity through Experience-Based Learning and 
Systematic Debriefing," Communication Evaluation 34, no. 4 (October 
1985):360.
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McNair,a Harvard Business School case instructor, identifies 

three structures to maintain when writing cases:
1. Time structure

Because a case is immediately dated as soon as it is written, the 
writer should attempt to form his prose in the past tense. This avoids 
the confusion of speaking in the present tense about an incident that is 
now history.
2. Narrative structure

The events that occur in the case description most be narrated in 
some kind of understandable pattern.
3. Plot structure

The plot is perhaps the most important structure for the success 
of a case. The case description must have drama, not just bland 
narrative.

The plot of the case may be formed a number of ways. Ford 
describes:

1. The classical case consists of a rather conçjrehensive record of 
the various kinds of evidence which bear upon a problem. It 
includes such information as: social evidences, biographical data, 
psychological evidence, economic considerations, relational 
evidences, spiritual evidences, historical data, statistical 
information, and so on.
2. The unfinished story presents "cliff-hanger" cases. They 
usually end with "What should Joe Doe (or Jane Jones) do in this
case!911

3. The "embryo" case presents just enough information to establish 
a problem.

"Malcolm P. McNair, "McNair on Cases," Harvard Business School 
Bulletin reprint (July-Augpst 1971): 2, cited in John L. Schlacter and 
Lonnie L. Ostrcmi, "Use of the ' Case Method ', " Journal of Business 
Education 50, no. 4 (January 1975):l63.
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4. The critical incident case confronts the learner at the 
explosion point in a problem. It becomes a "now-that-it-has- 
happened-vdiat-do-I-do?" case.
5. The report analysis case invites learners to study data in 
reports of various kinds.
6. The psychological "what-do-you-see?" case asks the learner to 
analyze a picture in the light of psychological factors involved. 
Sometimes he "reads into the picture" his own problems. Sometimes 
learners interpret a picture from the viewpoint of persons with 
vastly different backgrounds.
7. The "inpronptu" case spotli^ts the dynamics of the present 
situation. The leader calls attention to problems and incidents 
vdîich develop in the group and uses them as cases.
8. The "ex-post facto" case leads toward evaluation of a decision 
already made. It becomes not a "what-should-I-do?" case, but a 
"did-I-act-wisely?"
9. The "baited" case deliberately withholds significant parts of 
the picture. Learners leam to search further. Sometimes a case 
deliberately includes insignificant material. Learners leam to 
"weed out" the unimportant.
10. The educational sinflation permits Içgmers to act out their 
responses to direct, made-up experiences.
All of the four instructional case studies prepared in this paper

are written with a "cliff hanger" plot, such as, "What should the
banking consultant do in this case?"
Rewards of Case Writing

Inport ant benefits gained by engaging in case writing are noted by
Gibson and Cochran:

For the university there are two major benefits that can be 
derived from case writing activities of the faculty member. First, 
is frequent contact with the business comminity. By engaging in 
this activity, the faculty meni)er demonstrates interest in the 
business environment of the local ccmminity and provides a 
convenient, effective link to the area. Secondly, as a result of 
this link, the reputation of the educational system can be enhanced 
This is especially important in today's setting of widespread

12Leroy Ford, Using the Case Study in Teaching and Training 
(Nashville: Broadman Press, 1969), 122-23*
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disfavor of educational systems in general. Public relations in 
education is becoming a necessary function and schools of business 
have a unique opportunity to make a significant contribution.
The individual can take advantage of several more tangible 

returns. Appreciation for the tasks faced by the business connunity 
and renewed enthusiasm for his/her own profession deserves early 
mention. ... A second major benefit is increased confidence in 
one's own abilities to understand the interrelatedness of the many 
facets of business and in the skill to provide help when needed. 
Recognition of one's own limitations may be useful to the 
individual. Work with large corporations has shown that top 
management desires more than a single discipline such as marketing 
or accounting. Cases, therefore, can help provide these 
interdisciplinary insî xts.

The last two rewards are related. Case writing forces the 
faculty member to balance knowledge skills with practical skills and 
helps achieve an outlook outside the university system. It is 
always convenient to deal only with the familiar even if that is 
writing for refereed journals. Case writing adds another dimension 
to the professional life. Finally, the individual benefits by 
gaining new ideas for more intellectual research pursuits.
Certainly, ideas can be generated for further work and perhaps a 
survey population may have already been developed throu^ case 
activities.

Case Discussion
Case solutions may be assigned to students as written homework, or 

they may be assigned as oral presentations. Regardless of how cases are 
integrated into the curriculum some form of in-class discussion is 
actually involved.

It is inperative that the instructor direct, not dominate, the 
discussion. Direction may take the form of questions drawing attention 
to neglected facts; suggestions or inquiries concerning alternative 
approaches to the problems; or a strategically timed reqiiest for a

1 1 .C. Gibson and Daniel S. Cochran, "Case Writing: An Acceptable 
Professional Activity or an 'Exercise in Futility'?" Journal of 
Business Education 57, no. 8 (May 1982):309-10.

^̂ Kreps, "Case Method," 36I.
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summary by a discussion member. Consequently, the instructor may guide 
a disciplined discussion with a maximum of student input.

An instructor may implement at least six different discussion 
formats, Ronstadt̂  ̂maintains:
1. Teacher-to-student: cross examination format

The student's observation, position, or recommendation will be 
scrutinized by the instructor through a series of questions, thus 
exposing the underlying logic of the student's stance.
2. Teacher-to-student: devil's advocate format

The instructor may assume a role or position, often an extreme, 
and ask the student to refute the advocated position. The critical 
point in this discussion format is for the student to determine if 
the instructor's position is indeed unjustifiable.
3. Teacher-to-student: hypothetical format

The instructor poses a hypothetical situation which is an extreme
outcome of a student recommendation. The student must assess the 
hypothetical situation in terms of his or her recommendation. Such an 
analysis may cause a student to modify or reshape the original position.
4. Student-to-student: confrontation and/or cooperation

Students may leam from one another by challenging each other's
position on logical grounds. Additionally, in a cooperative discussion, 
information and viewpoints may be revealed not previously considered 
%dien analyzing a case.

C. Roland Christensen and Abby J. Hansen, ed., Teaching and the 
Case Method: Text, Ca^s, and Readings (Boston: President and Fellows
of Harvard College, 198?)> 36.

^̂ Ronstadt, Art of Case Analysis, 30-32.
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5. Student-to-student: role playing format

Students assume the various roles in the case and interact with
one another. The class reacts to the demonstration, perhaps with 
heightened sensitivities on how others may actually behave in the given 
situation.
6. Teacher-to-class: the student format

The instructor may raise a question vhich is directed at an 
individual or the entire class, but no one is able to answer the 
question. Three discussion paths may occur at this inpasse: 1) the 
instructor may provide clues through questioning or supplying additional 
information; 2) under rare circumstances the instructor may finally 
supply the answer; 3) the instructor may assume a very silent position 
until someone in the class or the group itself works out the problem.
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CHAPTER 3 
CASE STUDY STRUCTURES

The following chapters contain craiçlete instructional case studies :
1. Chapter 4 - Bank of New York's Hostile Battle for Irving Bank
2. Chapter 5 - The Inpact of the Corporate Alternative Minimum Tax

on Commercial Banks
3. Chapter 6 - Strategic Audit: CNB Bancshares, Inc.
4. Chapter 7 - The Inpact of Tax Reform on Commercial Banks'

Ntinicipal Investment Holdings
The material for the case studies was obtained largely throu^ 

research and document analysis. Inter'/lews and survey data were also 
incorporated to enhance the realism of the case scenario.

Each study is presented in a similar format. A complete case 
scenario with case questions is provided plus an instructor's solution 
unit. Many of the technical questions have unique solutions idiile most 
discussion questions have more than one answer.

Evaluating results of the case method is particularly difficult. 
Instructors marking discussion answers must make sure that students 
know that "comments are intended to assist learning, to stimxlate 
further thought, or to ensure that another point of view is considered, 
otherwise students may erroneously infer that their answer is 'wrong' or 
that they most always agree with their teacher if their answer is to 
meet with his approval."̂

Ôldham, "Use of Case Studies— Part II," 68-69•
18
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CHAPTER 4
BANK OF NEW YCMUC'S HOSTILE BATTLE FOR IRVING BANK

Banco is a newly organized New York City firm offering consulting 
services for banking institutions. It is the first day of your new job 
at Banco vdiere you have been assigned as an analyst in the Mergers & 
Acquisition Department. Your boss. Senior Vice President, Constance 
Koch, asks you to step into her office so she can explain your first 
assignment. The following discussion ensues.

Ms. Koch:
At Banco we pride ourselves in helping bankers across the country 
achieve higher performance, maximize profits, and solve a variety 
of banking problems. There are five departments at Banco: Bank 
Operations Consolidation, Holding Conçiany Formation and Deve­
lopment, Shareholder & Investor Services, Regulatory Consulting, 
and Mergers & Acquisitions. 1 happen to believe that you have 
joined the most exciting department at Banco, Mergers & 
Acquisitions.
During the past few years, bank mergers and acquisitions have 
become an extremely active business. The reasons for the boom in 
activity are threefold: expected increases in the merged
institution's efficiency or profitability, expected tax savings 
from the merger, and prospects for further expansion due to new 
interstate banking laws.
It is imperative that we remain aware that any bank, regardless of 
size or location, can become a takeover target. Our clients nust 
have in place the best takeover defenses and react with well- 
crafted moves if there is an unwelcomed attack. We nust be able to 
inform our clients if an offer to purchase is a fair price. 
Furthermore, Banco analysts must be skilled in identifying 
potential merger partners and performing cost-benefit analyses of 
the combined mergers.
Bank of New York's recent bid and ultimate acquisition of Irving 
Bank is an excellent example showing that no banking institution is 
immune frcmi takeover. At $23.5 billion, Irving was a sli^tly 
larger bank than its $23.1 billion acquirer. It was not only the

19
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most costly acquisition in banking history at $1.45 billion, it 
was also the most fiercely contested. This dramatic takeover 
provides an excellent case history for developing your analytical 
skills.
Study the following report entitled, "Summary of Events: Bank of
New York's Hostile Battle for Irving Bank," which summarizes the 
highlights of the acquisition. Prepare a written report for me, 
concentrating on two main areas:

(1) a numerical bank valuation (Was the final offer a fair 
price for Irving shareholders?) and

(2) takeover defensive strategies (List the common defensive 
strategies and rank Irving's implementation of each).
I think you will find the work in the Mergers & Acquisitions 
Department both challenging and fulfilling. Do you have any 
questions?
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Sunmaiy of Events:

Bank of New York's Hostile Bid for Irving Bank 
On Septenter 25> 1987, Bank of New York shocked the banking 

industry with a $1.4 billion hostile bid for Irving Bank. Irving's 
immediate response was to resist the takeover by activating a variety of 
defensive strategies. The defensive moves did not deter Bank of New York 
but thrust the two opponents into heated litigation battles. The clash 
lasted for moi’e than twelve months before an agreement in principle to 
merge was reached.

Traditionally, hostile bids had been unheard of in the banking 
industry. They singly violated the banking industry's unwritten code 
of ethics \diich said bankers do not fight in such a crude and 
"ungentlemenly" fashion. However, as the marketplace for financial 
services becomes increasingly conpetitive and the move toward interstate 
banking proceeds, few if any banks will be iirawne from takeover.̂
Hostile takeovers will likely become increasingly common as banking 
regulatory authorities have indicated that they will approve contested 
takeovers as long as the acquisitions meet capital adequacy, 
compétition, and other standard regulatory criteria.

What made the battle between Bank of New York and Irving most 
unusual was the rich heritage of both institutions as well as the 
immense financial strength of each.

Previously, the most publicized takeover attempt was in I986 vdien 
$52.5 billion First Interstate made a hostile offer for $107.2 billion 
BankAmerica Corp. First Interstate finally withdrew its $3.2 billion 
bid following Bank America's sale of strategic assets and proposals to 
issue new capital.
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The Bank of New York, founded in 1784 by Alexander Hamilton, is 

the oldest bank in the nation still conducting business under its 
original name. Aggressive fifty-seven year old J. Carter Bacot, the 
instigator of the hostile offer, heads the institution as Chairman and 
Chief Executive Officer. Joining Bank of New York in I960, two years 
after graduating frcxn Cornell Law School, Bacot assumed his current 
position in I982.

The Bank of New York, with $23.1 billion in assets at year end 
1987, was the ninth largest banking organization in New York and the 
twenty-seventh largest in the nation (see table 1). The bank maintained 
189 branches in New York State and offices in London, Singapore, 
Australia, and the Cayman Islands. Its four major areas of business 
included retail banking, securities processing, trust and investment 
management, as well as national and international corporate banking. 
Nonbank subsidiaries included mortgage banking, leasing, and insurance.

Irving Bank, founded in I85I, was named after the famous American 
author Washington Irving (1783-1859). Irving, sli^tly larger than Bank 
of New York with $23-5 billion in assets at year end 1987, was the 
eighth largest banking institution in New York and the nation's 
twenty-fourth largest (see table 2.) Irving Bank held fourteen 
subsidiary banks led by Irving Trust, vdiich is headquartered in New York 
City. The subsidiary banks maintained I40 banking offices in New York 
State and 22 foreign branch and representative offices. Irving's six 
major areas of business included domestic general banking, foreign 
general banking, ccmomity banking, fiduciary services, service 
products, and capital markets banking.
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For over a decade, the two institutions had toyed with the idea of 

merging. Curiously, back in 1976 it was Irving viio proposed merging 
with Bank of New York and it was the latter that vetoed the idea. Bacot 
first began entertaining the thou^it of buying Irving in 1982, shortly 
after he became chairman.

Bacot reasoned with each bank's headquarters and operation units 
only blocks apart on Wall Street there would be tremendous cost savings 
from merging the institutions into one. Additionally, their combined 
strengths in trust and seciu'ities processing would be enhanced. In 
1984, after hiring an investment bank to study the possibility of a 
merger, and upon their recommendation of the institutions as a unique 
fit, Bacot approached Irving Chairman, Joseph A. Rice. Bacot 
unsuccessfully pitched the idea to Rice several times over lunch. After 
years of polite chitchat, Bacot became fed up and in late 198?j launched 
vdiat was to be the most fiercely battled takeover in the banldng 
industry.

Many analysts contend that the problem was that Bacot and Rice 
clearly were not on the same wave length. Bacot, widely described as a 
hi^tly intelligent man with a keen understanding of the business, has a 
management style that borders on ruthlessness. Rice, a former engineer 
v4io worked for Grumman Corporation, IBM, and ITT, joined Irving in 196? 
in corporate planning. His insightful knowledge of conçuter systems and 
data processing thrust him to the Presidency in 1974 and in I984, at age 
sixty, was named Chairman. "In hindsight, most analysts surmise that 
Rice with only a five-year tenure ahead, saw himself as a care-taker 
chairman, unwilling to effect the radical changes needed at the bank to 
make its profits cocqpetitive. When they didn't, Irving's market value
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2stagnated and Irving became a prime takeover target." Irving's main 

problem was overvdielmingly identified as weak management with lack of 
direction.

As 1987 approached, Bacot was becoming nervous that Bank of New 
York itself would become a takeover target. With the industry 
consolidating, Bacot surmised that only the biggest and most profitable 
banks would survive. He recognized Irving as the one instituticai to 
acquire, vdiich would make Bank of New York large and strong enough tc 
fend off unwanted attacks.

In October I988, after both sides spent an estimated $60 million 
in legal and consulting fees, Bacot got vdiat he wanted (see table 4)«
The combined institution at $49«3 billion is now the seventh largest 
banking organization in New York and the twelfth largest in the nation 
(see table 3)•

Was the strug^e worth the wait? Only time will tell. Bank of 
New York estimates cost savings of $668 million over the next five 
years, largely from merging the institutions' branch networks and 
securities processing businesses. Bank of New York believes Irving's 
strong international banking capabilities will conplement its 
predcwninantly domestic business. Domestically, Bank of New York claims,
a conhined entity will have increased resources to coopete aggressively

3for corporate business.

2Tim Loû iran, "The Sad Saga of Irving Bank," Bankers Monthly,
106, no. 1 (January 1989): 6l.

3Prospectus —  The Bank of New York Company, Inc. for All Out­
standing Shares of Common Stock of Irving Bank Corporation, I8 March
1988, 7.
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A complete daily compilation of events in Bank of New York's 

ongoing bid and ultimate acquisition of Irving is included as an 
Appendix to this summary. The information is documentary in nature and 
concerns defensive techniques, tender offers, regulations, and 
litigation.
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Table 1 .— Bank of New York Financial Hi^ilights

1988 1987
3rd qtr.

1986 1985 1984 1983 1982 1981 1980 1979 1978

Total Assets (mil$) 23,065 20,709 18,486 15,157 1 2 ,797 12,724 11,463 10,423 8 ,9 9 4 7,281
Loans (mil $) 15,313 13,035 11,715 9,907 7,930 7,432 6,925 5 ,6 7 4 4,295 3,503
Deposits (mil$) 17,126 15,113 12,369 10,528 9 ,5 6 0 8,873 8,079 8,319 6,870 5,927
Net Income (mil $) 103 155 130 108 91 73 58 49 44 37

Net Interest Margin 3.8% 4.2% 4.2^ 4.1g 4.2g 4 .1g 3.6g 3.3g 3.5g 3.8g
Return on Average 
Assets .5% .8% • 7% .8g .7g .6g .5g • 5g • 5g .6g
Return on Average 
Coninon Stockholder's 
Squity 9 -0% 16.5% 15.0? 15.6g 15.5g 15.4g 13.5g 13.1g 1 2.6g 1 2.8g
Per Share Data($): 

Book Value 33.65 31.76 28.38 27.88 25.39 23.05 21 .11 19.68 18.7 17.58
Earnings 2.97 4.97 4.26 4.27 3.80 3.39 2.83 2.50 2.35 2.07
Dividends .4 5 1.71 1 .5 6 1.40 1.26 1.15 3/4 1.08 3/8 1.01 3 /4  .93 •83 3 /4 .81 3 /4

Payout Ratio 57.6% 31.4% 32.9g 29.5g 30.5g 32.0g 36.0g 37.2g 35.6g 39.5g
Prices - Hi^ 45 7 /8 46 3/4 34 7/8 24 1/2 

17 1 /2
22 1/8 18 1/2 15 7 /8 12 1/2 14 1 /2 12 3 /8

- Low 24 1/2 32 7 /8 231/4 15 3 /4 12 1 /8 11 9 10 1/2 9 1 /2

Source: "Bank of New York," in Standard NYSE Stock Reports (New York: Standard & Poor's Corp., November 1988), 2 8 2.
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Table 2 .— Irving Financial

1088 
3rd Otr

1987 1986 1985 1984 1983 1982 1981 1980 1979 1978

Total Assets (mil. $) 2 3 ,5 3 4 2 4 ,2 3 3 21,651 18,982 18,586 19,514 18,227 18,090 16,702 13.975
Loans (mil $) 14,427 13,793 12,565 11,047 10,363 9 ,9 5 9 9,972 8 ,5 91 7,276 6,831
Deposits (mil $) 15,551 15,328 14,027 13,477 12,609 14,153 14,006 14,164 13,525 11,103
Net Income (mil $) def. 193^ 128 116 98 93 81 97 85 68 55

Net Interest Margin 2.9% 3.3% 3.2% 3.156 3.156 3.256 3.656 3.856 3.756 3.456
Return on Average 
Assets

not .6% 
meaningful

.6% .556 .556 • 4% .556 .556 .456 .4^

Return on Average 
Common Stockholders 
Equity
Per Share Data ($):

not 13.1% 
meaningful

12.9% 11.6% 11.956 12.356 16.056 15.956 14.256 12.356

Book Value 40.91 54.08 49.56 45.56 42.37 39.43 36.69 32.81 29.52 26.91
Earnings def. 10.83® 6.83 6.14 5.11 4 .8 6 4.57 5.51 4 .8 5 3.89 3.14
Dividends .605 2.24 2.OS 1.96 1.84 1.76 1 .6 8 1.52 1.36 1 .2 2 1 .1 2

Payout Ratio not 30.556 
meaningful

31.955 36.056 36.256 36.856 27.656 28.056 31.4^ 35.756
Prices-IIigh 78 1/2 59 1/4 44 1/8 34 1 /4

23 1/8
26 3/4 25 5 /8 29 23 7 /8 19 3 /8 17 7 / 8

-Low 37 3 /4 41 31 5 /8 20 5/8 16 1/2 23 3 /8 15 14 3 /8 13 1 /2

Source: "Irving Bank," in Standard NYSE Stock Reports (New York : Stai;d.jird & Poor's Corp. , November I988), 1254.
Lesser Developed Country (LDC) Loans: Irving decided to make additions to its credit loss allowance in the second and
fourth quarters totaling $450 million more than our normal additions to this account. These additions produced a net 
loss of $193*3 million, or $10 .83 per share, for year 198/ hut provided an aggregate credit loss allowance of $702.1  
million, or 4*64% of total loans.
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Table 3«— Bank of New York Financial Highlî ifcs after Merger

1989̂ 1988
Total Assets (mil $) 49,280 25,643
Loans (mil $) 35,186 18,017
Deposits (mil $) 34,171 18,899
Net Income (mil $) 51̂ 213
Return on Average Assets .1% .8%

Return on Average Share­
holders ' Equity .6% 15.6̂

Per Share Data ($): 
Earnings .24 5.61
Dividends 1.97 1.83
Payout Ratio 820.8̂ 32.65g
Market Value at Year End 40 1/4 37

At Year End
Common Shares
Outstanding
Ençloyees

67,896,094
14,883

63,308,045
17,766

Source: The Bank of New York Company, Inc. Annual Report 1989 (The
Bank of New York, 48 Wall Street, New York, New York), 1.
Above amounts include the results of Irving from 29 November I988.
^During I989, $108 million in cost savings were realized as a result 
of the merger.
^̂ During the third quarter a special $600 million addition was made to 
the allowance for loan losses (LDC loans at $400 million plus non-LDC 
loans at $200 million).

Without the special item, 1989 earnings would have been a record 
$440.7 million. This is conçjared to $213.0 million reported in 1988.
*̂ Before the special provision for loan losses, fully-diluted earnings per 
share would have been $5.95. This would have resulted in a more 
consistent payout ratio of 33.1/̂ .
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Table 4«— Select- Financial Data, October 1988

Irvinĝ
Beta.............................................95
Shares Outstanding ........................  18,938,947
Market price on October 13th .................  $74*875
Value of merger offer......................... $77*00
Bank of
Beta...................................... *94
Shares outstanding ................... ... 32,990,681
Market price on October 13th .................  $36.00
Miscellaneous
Short-term Treasury bill rate............  7*34$
S & P 500 annual market return ................ 13 * 88$
Anticipated combined dividend (D ) if
Bank of NY and Irving merged ° ................ $2.69̂

Sources; ^"Irving Bank," in Standard NYSE Stock Reports (New York: 
Standard & Poor's Corp., November I98S), 1254*

^"Bank of New York," in Stan^rd NYSE Stock Reports (New York: 
Standard & Poor ' s Corp., November I988'), 282.

^The Bank of New York Company, Inc. Form S-4 (The Bank of New
York, 48 Wall Street, New York, New York), xxi. Filed with the
Securities and Exchange Commission on 14 November I988.
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At 8:00 a.m. the following workday, Ms. Koch buzzes you on the

fdione. She proceeds:
How are you coming on the Irving Acquisition report? Do you have any 
questions on the material?
I just received a call from Banco's President. Next month he wants 
the Mergers & Acquisitions Department to sponsor a seminar, "How to 
Prepare for a Hostile Takeover Attenç»t," for senior bank management.
I think the information you are preparing on Bank of New York's 
acquisition of Irving could be an interesting presentation to include 
in the seminar program. Bankers need to know how to structure a 
takeover defense while positioning to receive the most adequate 
offer.
I'll need the report by the end of the week so I can have time to 
review it. If it is hi^i quality work, we will put you on the 
program!
Stop by my office if you need any help. Bye.
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September 25, 198?: BANK OF NY INITIATES A $1.4 BILLION HOSTILE BID FOR
IRVING BANK.

Bank of NY is offering to purchase all Irving outstanding common 
shares which it doesn't already hold. Bank of NY currently owns 4*9 
percent of the approximately eighteen million Irving common shares, a 
stake it has been acquiring over the past four years. The offer is $80 
a share for 47«4 percent of Irving's shares and 1.9 shares of Bank of NY 
common stock for each remaining Irving share.

Investors responded favorably to the announcement during the 
day's NYSE trading activity in both stocks. Irving's stock rose an 
overwhelming $25,875 to close at $78,125* Bank of NY stock increased 
$1.50, to a close of $43*375•

Irving's management, however, did not respond so favorably.
Chairman of Irving, Joseph A. Rice, in a letter to enployees, expressed
his displeasure with Bank of NY and the unwelcomed offer:

That the Bank of New York would proceed as a hostile raider 
surprises us, and suggests that the Bank of New York is perhaps 
interested in protecting themselves from takeover rather than 
seeking to create a stronger banking institution. . . . Management 
has long believed that the long-term interests are better served by 
Irving Bank remaining independent to continue the tradition of 
growth and quality banking that all the staff has striven to 
achieve.

October 1, 1987: UNDER NEW YORK STATE BUSINESS CORPORATION LAW A
SHAREHOLDER ACQUIRING MORE THAN 20 PERCENT OF STOCK IN A TARGET

Irving Employee Letter from Josetrfi A. Rice, Quoted in Robert 
Guenther, "Bank of New York Breaks a Staid Code With Irving Bid," The 
Wall Street Journal, 28 September I987, 2(E).
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ORGANIZATION, WITHOUT TOE APPROVAL OF ITS BOARD OF DIRECTORS, MAY NOT 
MERGE THE TWO ORGANIZATIONS FOR A PERIOD OF FIVE YEARS.^

Rice voiced his disapproval of the Bank of NY offer and discussed 
the state law as an inpediment to the hostile offer in a letter to 
shareholders. Undoubtably, Rice is hoping Irving shareholders will side 
against the bid because if Bank of NY obtains a controlling interest in
Irving it could use its share to vote a new board that would approve the
merger.

October 9, 198?: THE IRVING BOARD FORMALLY REJECTS BANK OF NY'S BID AND
ADOPTS A "POISON PILL" SHAREHOLDER RIGHTS PLAN.

Irving directors unanimously rejected E&ank of NY's bid as
inadequate. Rice conmented further saying Irving's value "greatly
exceeds" the $80 a share offered by Bank of NY.̂

The adopted shareholders rights plan permits Irving shareholders 
to purchase shares of the surviving firm's stock for half price in the 
event of a merger, unless these ri^its are redeemed by Irving's board at 
one cent apiece before a single person or group acquires 20 percent of 
Irving's comnon stock. The ri^ts are to be issued on October 19th to
stock of record that date. One right shall be distributed for each
outstanding share.

^Section 912 of the New York Business Corporation Law, Referenced 
in Prospectus —  THE BANK OF NEW YORK COMPANY, INC. FOR ALL OUTSTANDING 
SHARES OF CONMON STOCK OF IRVING BANK CORPORATION, l8 March I988, 
Section B.

^Joseph A. Rice Quoted in Robert Guenther, "Irving Bank's Board 
Rejects Takeover Bid," Wall Street Journal, 12 October 1987, 4(E)*
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October 19, 198?: THE BLACK MONDAY STOCK CRAai RESULTS IN A 26 PERCENT
DECLINE IN IRVING'S STOCK HCECE.

Irving closed at $48.50, down a sizable $16,875 from the previous 
Friday. Bank of NY closed at $31.75, down $6.00.

November 2, 1987: FOR PROTECTION IN THE EVENT OF A TAKEOVER BY BANK OF
NY, IRVING ADOPTS GENEROUS SEVERANCE BENEFITS FOR ALL 10,200 EMPLOYEES 
AND EXPANDS ITS GOLDEN PARACHUTES TO INCLUDE 49 EXECUTIVES.

Con^nsation packages would become available if an individual is 
terminated or if an individual's duties are diminished within two years 
of a merger.

Enployees qualifying for cong)ensation would receive one month's 
pay for each year of service. Individuals earning at least $40,000 a 
year would be guaranteed six months' salary, while those earning more 
than $60,000 a year would be guaranteed one year's wages. The cap for 
all severance benefits would equal twice an enployee's annual salary.

Golden parachutes were expanded from a group of twelve executives 
designated in 1985 to cover forty-nine top managers. Executives 
qualifying for compensation would receive a very lucrative payment 
approximating three times their average annual taxable earnings for the 
previous five years.

November 20, 1987: BANK OF NY REDUCES ITS BID FOR IRVING, REFLECTING
THE DEPRESSED VALUE OF EACH BANK'S STOCK SINCE THE BLACK MONDAY CRASH.

Bank of NY is offering $68 a share to 39 percent of Irving holders 
and 2.4 shares of Bank of NY stock for each remaining Irving share. The 
stock exchange portion of the offer would vary so that its value would
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remain at $68 a share. The revised offer is valued at $1.25 billion, 
versus the original $1.4 billion offer.

Irving stock closed at $50,875, up $2,125. Bank of NY closed at 
$28,375, up $.375.

Decenijer 15, 1987: IRVING FORMALLY REJECTS BANK OF NY'S REVISED BID.
Joseph A. Rice noted in a letter to Irving shareholders that the 

new $68 offer "was even worse for Irving's shareholders than Bank of New 
York's original proposal. The Irving board strongly believes that 
Irving's shareholders, not those of Bank of New York, should realize the

7long-term profit values the bank expects to achieve."

January 11, 1988: IRVING HIRES COMPETITOR, J. P. MORGAN & CO., AS A
SPECIAL ADVISER TO FEND OFF BANK OF NEW YORK.

Irving already enploys Goldman, Sachs & Co. as an adviser for the 
hostile takeover attoiçt but added Morgan because of its specific 
knowledge in banking anti-takeover strategies.

January 25, 1988: FOR THE SECOND TIME, BANK OF NY REDUCES ITS BID FOR
IRVING.

Bank of NY is now offering 1.575 shares of its stock plus $15 in 
cash for each outstanding share of Irving. The revised offer is valued 
at $60 a share, or $1.08 billion. The value of this offer will 
fluctuate depending upon the market value of Bank of NY's stock. Bank

7Irving Stockholder Letter from Joseph A. Rice, Quoted in "Irving 
Bank Rejects Bank of New York's $1.25 Billion Offer," The Wall Street 
Journal, 16 December 1987, 46(E).
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of NY's initial September offer was valued at $80 a share, or $1.4 
billion, viïich was reduced to $68 a share, or $1.25 billion in November.

Bank of NY has not been given access to Irving's records. 
Consequently, the bank has been making needed financial assuiqjtions 
using publicly available statements and documents.

Information Irving publicly disclosed last week caused Bank of NY 
to reevaluate its assunptions and subsequently reduce its offer. Irving 
released certain details on loan portfolios and real estate which 
indicated lower values than initially assumed by Bank of NY. Further­
more, last week Irving substantially increased its loan losses to lesser 
developed countries. Irving recorded a $176 million net loss for the 
fourth quarter of 1987, sharply reducing its common equity.

Irving closed at $52.50, down $1.75. Bank of NY closed at $28.75, 
up $.25.

February 2, I988: IRVING FILES SUIT IN STATE COURT AGAINST THE NEW YORK
STATE BANKING DEPARTMENT.

living claims that the State Banking Department deputy superin­
tendent, a former employee of Bank of NY, is participating in the 
department's consideration of Bank of NY's application to merge with 
Irving.

Irving further argues that the State Banking Department was 
preparing to rule on the merger application before it was given adequate 
time to respond to the application.

February 3, 1988: IRVING IS TRIUMPHANT IN SUIT AGAINST THE NEW YORK
STATE BANKING DEPARTMENT.
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The former employee of Bank of NY is prohibited from participating 

in the merger deliberations. Additionally, the State Banking Department 
is required to give Irving ten days notice before ruling on the 
application.

February 4, 1988: IRVING HOLDS TALKS WITH BUYERS CONCERNING A NEW ISSUE
OF CONVERTIBLE PREFERRED STOCK.

When converted, the new issue would increase the number of Irving 
common shares outstanding and make it very burdensome for Bank of NY to 
acquire Irving at its current $60 a share offer.

February 5, 1988: BANK OF NY BRINGS SUIT IN THE NEW YORK STATE SUPREME
COURT TO THWART IRVING FROM ISSUING NEW CONVERTIBLE PREFERRED SHARES.

Bank of NY claims the issue would cause dilution of earnings per 
share to existing Irving shareholders.

February 16, I988: IRVING FORMALLY REJECTS BANK OF NY'S OFFER, VALUED
AT $60 A SHARE.

Joseph A. Rice stated that the revised bid was "even worse" for
QIrving shai’eholders than the two earlier offers from Bank of NY.

February 25, 1988: THE FEDERAL RESERVE BOARD AND THE NEW YORK STATE
BANKING BOARD APPROVE BANK OF NY'S APPLICATIONS TO ACQUIRE IRVING.

The Fed granted its approval on the condition that Bank of NY 
will issue stock to cover the cash portion of the tender offer, which

o
Joseph A. Rice Quoted in "Bank of New York Co.'s Bid of $60 a 

Share is Rejected," The Wall Street Journal, 17 February 1988, 5(E).
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currently would be $264 million. Furthermore, the Fed required that 60 
percent of the stock nust be issued by Bank of NY before the merger.

The New York State Banking Board approval was unconditional.
Bank of NY plans to continue with the bid and will nominate a 

slate of sixteen directors at Irving's annual meeting, scheduled for 
April 21st.

February 26, 1988: WITH BANK OF NY UNSUCCESSFUL IN ITS SUIT TO THWART
THE STOCK ISSUANCE, IRVING PLACES A $100 MILLION NEW PREFERRED ISSUE 
WITH FIFTEEN FRIENDLY INSTITUTIONAL BUYERS.

Irving sold 1,001,000 shares of the new issue, adding the proceeds 
to general corporate funds. Each share of preferred is convertible 
after three years into 1.471 shares of common stock, or at a conversion 
price equal to $68 a share.

Until the preferred shares conversion feature expires, its holders 
have voting rights along with common stockholders, on all matters. Each 
share of convertible preferred carries 1.471 votes. The preferred 
shares are not under mandatory redençrtion but may be redeemed by Irving 
after five years.

The dividend rate on the preferred shares for the first five years 
is 8.75 percent, and thereafter will be adjusted every forty-nine days 
under the Dutch auction system (an auction in vdvich the seller 
continuously lowers the offering price until a level can be found 
that clears the market).

Additionally, the new convertible preferred shares carry a special 
provisicoi vrfiich prevents Bank of NY from merging with Irving within
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three years of a takeover, unless two-thirds of the holders waive the 
provision.

Due to the shares' voting privileges and power to prevent a merger 
for three years, they have justly been nicknamed "poison preferred 
shares".

March 1, I988: IRVING REQUESTS THE FEDERAL RESERVE TO STAY THE APPROVAL
ORDER FOR BANK OF NY TO ACQUIRE IRVING.

Irving challenged the Federal Reserve on the acquisition objecting 
to Bank of NY's capital position, its managerial resources, and Bank of 
NY's operation plans for certain Irving subsidiaries. Irving also 
claims that the Bank of NY did not conply with the Commmity 
Reinvestment Act. The Act requires that lending activities not be 
withheld from certain groups or geographic areas within a bank's market.

March 8, I988: THE FEDERAL RESERVE DENIES IRVING'S REQUEST FOR A STAY.

March I6, I988: IRVING BOARD AMENDS ITS SHAREHOLDER PURCHASE RIŒTS
PLAN.

The purchase ri^ts plan adopted October 9» 1987, enables Irving 
shareholders to purchase shares of the surviving firm's stock for half 
price in the event of a merger. Irving's board was allowed to redeem 
the rights at one cent apiece before a single person or group acquires 
20 percent of Irving's common stock.

Under the amended plan, the rights cannot be redeemed if a 
majority of the sixteen-member board are not current directors, unless 
the new directors are elected by holders of at least two-thirds of 
Irving's common shares outstanding.
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The effect of the amendment is to prevent any new directors vdio 

run on a platform proposing a merger from redeeming the rights and 
consequently depriving shareholders of the protections of the ri^ts, 
unless the directors are elected by the two-thirds of outstanding common 
holders.

March 17, 1988: BANK OF NY FILES A SUIT IN NEW YORK STATE SUPRB1E COURT
TO DEFEAT IRVING'S ENTIRE SHAREHOLDER RIGHTS PLAN.

Bank of NY claimed the plan is a desperate attençt to prevent 
Irving shareholders from accepting their offer, is illegal, and should 
be overturned.

March l8, 1988: BANK OF NY ANNOUNCES NOTICE OF ITS OFFER TO PURCHASE
ALL OUTSTANDING SHARES OF COMMON STOCK OF IRVING AT 1.575 SHARES OF BANK 
OF NY COAMON STOCK AND $15 CASH PER SHARE.

Under the Fed's approval for the merger, March 28th is the first 
day Bank of NY can increase its holdings in Irving, henceforth, the 
tender offer for Irving technically began today. The tender offer is 
due to expire on April 15th.

March 23, 1988: IRVING VALUES ITSELF AT $82 TO $107 A SHARE.
Although» Irving closed at $57*375, Goldman Sachs & Co., Irving's 

investment advisor, valued Irving's true after-tax value at $82 to $107 
a share. This is the first time Irving has publicly estimated its 
value, although the bank has always claimed its stock value is nuch 
higher than offered by Bank of NY.

The valuation was contained in state court documents filed in 
connection with Irving's lawsuit seeking a declatory judgement upholding
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certain of its anti-takeover defenses. No details were released on how 
such values were derived or explanation Wiy the market didn't value the 
stock so hî ily.

March 24, 1988: IRVING'S ANNOUNCEMENT THAT IT WAS HOLDING TALKS WITH
THIRD PARTIES CONCERNING A POSSIBLE FRIENDLY MERGER CAUSES IRVING'S 
STOCK PRICE TO SOAR UPWARD.

Irving closed at $66.25, up a lofty $6.25. Bank of NY closed at 
$31.75, up $1.125.

March 28, 1988: IRVING ADOPTS A "FLIP IN" PROVISION AGAINST BANK OF NY
IN ITS SHAREHOLDER RIOiTS PLAN.

The key feature adopted allows Irving shareholders, except Bank of 
NY, to exercise ri^ts and buy $400 of Irving stock for $200 once a
single person or group obtains 20 percent of Irving's common stock. The
original poison pill, adopted October 9, 1987, was only exercisable if 
the two banks were merged into one, enabling one to purchase shares of
the surviving firm's stock for half price.

Bank of NY claims the "flip in" provision is illegal and plans to 
get a ruling against it as part of a pending suit in New York State 
Supreme Court against the legality of the original shareholder rights 
plan.

The "flip in" provision, if upheld, would be extremely dilutive, 
and most likely would force Bank of NY to abandon its takeover plan.

April 13, 1988: BANK OF NY EXTENDS ITS OFFER FOR IRVING.
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The tender offer of $15 cash plus 1.575 of Bank of NY shares for 

each Irving share, scheduled to expire April 15th, was extended to April 
21st.

April 18, 1988: IRVING HOPES FOR WHITE KNIGHT IN BANCA COMMERCIALE
ITALIANA./NEW YORK SUPREME COURT RULES AGAINST AN AMENDMENT TO IRVING'S 
SHAREHOLDER RIŒTS PLAN.

Irving management announced and endorsed a $65 a share cash offer
for 51 percent of its shares by Banca Commerciale Italiana. With $60
billion in assets, Banca Commerciale is Italy's second largest banking 
institution.

Banca Commerciale ' s offer is conditioned upon a mininum of 
one-third of Irving shares being tendered, Irving's slate of directors 
being elected at the upconing annual meeting, and various regulatory 
approvals.

Irving announced that it would reschedule its annual meeting from 
April 21st to April 23î , in order to give shareholders an opportunity 
to consider Banca Commerciale's friendly offer.

Irving closed at $60.375, down $1.00. Bank of NY closed at
31.125, down $.125. Thus, Bank of NY's offer for Irving at 1.575 shares
of its common stock and $15 cash per share is valued at about $64, $1 
less than Banca Craimerx̂ iale's offer. Analysts suggest Bank of NY's 
offer is more valuable because it has Federal Reserve approval to merge.

Additionally, a New York State Supreme Court judge struck down the 
amendment to Irving's shareholder rights plan adopted on March I6, I988. 
The amendment stated that rights could not be redeemed if a majority of 
the sixteen member board are not the current directors or aren't elected
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by holders of at least two-thirds of Irving's common shares outstanding. 
This amendment was originally designed by Irving with the intent of 
preventing a new board elected by fewer than two-thirds of shareholders 
from thwcirting its anti-takeover rights defense.

April 19, 1988: BANCA CONWERCIALE'S APPLICATION TO MERGE WITH IRVING
MAY FACE LENGTHY REGULATORY REVIEW BY THE FEDERAL RESERVE./BANK OF NY
EXTENDS ITS OFFER FOR IRVING.

In an internal New York Fed memo, Federal Reserve attorney Bradley
K. Sabel said that the Fed would "revisit" the policy issues posed by
the fact that Istituto per la Recostruzione, an Italian government
agency, is majority owner, 67 percent, in Banca Commerciale.^ The
agency also owns stakes in over one-hundred commercial businesses. The
controveri^ is explained as follows:

U.S. law prohibits common ownership of banking and commercial 
conpanies on the ground that a failure of a commercial business 
could endanger the solvency of its banking sibling. The issue 
in the Bank Commerciale application is whether foreign government- 
owned banks should be exenpt from^^he restrictions that apply to 
danestic ownership of U.S. banks.
Although the Fed has not indicated how long it might take to

review the application, it is doubtful that Banca Commerciale would
receive a decision before six months.

New York Federal Reserve Memo dated April 19, 1988, from Bradley 
K. Sabel, Quoted in Robert Gkienther, "Irving, Italian Bank Face New 
Hurdle to Linkup as Fed 'Revisits' Policy Issues," The Wall Street 
Journal, 28 April I988, 4(E).

 ̂̂Robert (kienther, "Irving, Italian Bank Face New Hurdle to Linkup 
as Fed 'Revisits' Policy Issue," The Wall Street Journal, 28 April 1Ç88, 
4(E).
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Bank of NY extended its tender offer for Irving from its April 

21st deadline to the following day, due to the rescheduling of the 
Irving annual meeting.

April 20, 1988: BANCA CONWERCIALE REVISES ITS OFFER FOR IRVING.
Banca Conmerciale increased the dollar value of its offer by $10 a 

share but decreased the number of shares it is interested in purchasing. 
The original April l8th offer was for $65 a share and 51 percent of 
shares, with the new offer at $75 a share with a 45 percent stake. The 
revised bid increased the value of the offer by $20 million, to $637-5 
million.

Banca Commerciale's original offer, just two days prior, was 
poorly received by Irving investors, causing Banca Ccranerciale to 
immediately increase the dollar value of the bid. The new offer didn't 
seem to stir Irving investors. Irving closed at $6l, up only $.25.

April 21, 1988: IN YET ANOTHER RESCHEDULING, IRVING POSTPONES ITS
ANNUAL MEETING FROM APRIL 23RD TO JUNE 13TH.

Irving officials maintain the reason for the postponement is to 
give shareholders additional time to consider Banca Commerciale's 
revised friendly offer, as well as Bank of NY's tender.

Bank of NY filed suit in New York state court to force Irving to 
hold its annual meeting on April 23rd.

April 22, 1988: NEW YORK STATE COURT ORDERED IRVING TO HOLD ITS ANNUAL
MEETING ON MAY 6TH./BANK OF NY EXTENDS ITS OFFER FOR IRVING.

The new date for an annual meeting actually represents a 
ccnpromise between Irving and Bank of NY. Irving had rescheduled its
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meeting from April 23rd to June 13th, vAien Bank of NY filed suit to have 
it moved back to ̂ ril 23rd.

At the May 6th meeting, Irving holders of record as of March 4th
will vote in the proxy fi^it betvfeen Bank of NY and Irving for control
of the board of directors.

Due to expire tomorrow. Bank of NY extended its tender offer for 
Irving until April 29th.

April 29, 1988: BANK OF NY EXTENDS ITS OFFER FOR IRVING.
Due to expire today. Bank of NY extended its tender offer for 

Irving until May 6th.
Bank of NY is offering 1.575 shares of its stock plus $15 cash for

each Irving share, valued at about $63 a share. Currently, Bank of NY

has a 49 percent stake in Irving as a result of its offer and open 
market purchases.

Irving closed at $60,625, down $2.00. Bank of NY closed at 
$30,125, down $1,125.

May 2, I988: BANCA COMMERCIALE INCREASES ITS OFFER FOR IRVING.
Banca Conmerciale is offering to purchase 51 percent of Irving 

shares at $75 a share. It would also pay 7 percent annual interest on 
the purchase price from May 31st until the stock is actually paid for. 
Banca Commerciale's earlier offer was for 45 percent of Irving's share 
at $75 a share, without any interest payments.

Irving maintains that the Banca Commerciale offer is superior in 
value to the alternative $63 Bank of NY offer. Irving shareholders may 
still side with the Bank of NY offer because it has Federal Reserve
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approval and it may be months before the Fed reaches a decision on Banca 
Commerciale's application.

Currently, Bank of NY holds a 58 percent stake in Irving due to 
its offer and open market purchases. Bank of NY's offer for all shares 
in Irving is conditioned on receiving two-thirds of Irving's I8.7 
million shares outstanding.

May 5, 1988: TWO-miRDS OF ISSUE HOLDERS OF POISON PREFERRED SHARES
WAIVE THE PROVISION THAT WOULD PREVENT BANK OF NY FRCM MERGING WITH 
IRVING WITHIN THREE YEARS OF ACQUIRING CONTROL./iRVING SELLS ITS 
INTEREST IN BANCA DELLA SVIZZERA ITALIANA FOR $390 MILLION.

In anticipation of winning the proxy fight at tomorrow's annual 
meeting, Bank of NY convinced the required two-thirds of issue holders 
of the $100 million poison preferred shares to waive the provision that 
would prevent Bank of NY from merging with Irving within three years of 
acquiring control. This issue had been brought to market in February 
and placed with fifteen institutional buyers, supposedly friendly to 
Irving.

Additionally, Irving sold its 39 percent equity interest in 
Switzerland-based bank, Banca della Svizzera Italiana, at a price of 
$390 million. Irving estimates that the pre-tax gain from the sale will 
equal $136 million. The funds are to be applied to a special $10 a 
share cash dividend, if Irving shareholders accept the Banca Conmerciale 
offer.

May 6, 1988; IRVING HOLDS ITS ANNUAL MEETING./BANK OF NY EXTENDS ITS 
TENDER OFFER.
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Irving's annual meeting was adjourned until May 24th, at which 

time election inspectors will report the results on the proxy fight 
between Irving and Bank of NY to control the Irving board.

Due to expire today. Bank of NY extended its offer for Irving 
until May 17th.

May 16, 1988: PRELIMINARY VOTE TALLIES INDICATE THAT IRVING'S SIXTEEN
INCUMBENTS WIN REELECTION TO THE BOARD AT A 52-48 PERCENT MARGIN OVER 
BANK OF NY'S SLATE.

Interestingly, today Bank of NY has about 56 percent of Irving's 
shares tendered to it plus a 4«9 percent stake in Irving from open 
market purchases. The 52-48 percent tally loss suggests that some 
investors may have voted with Irving but later sold shares on the open 
market or tendered to Bank of NY.

The Bank of NY offer is conditional on receiving two-thirds of 
tendered shares, so Bank of NY may still choose to opt out of the offer, 
as the loss of the Board puts Bank of NY in a depressed position.
"Bank of New York said that it was ' disappointed ' by the results of the 
proxy fight and that it is ' reviewing all its options, including the 
termination of its offer'."̂  ̂

If Bank of NY would have captured control of the board, its 
anti-takeover rights could have been immediately redeemed by the board 
before the purchase of shares actually transpired. If the rî rts are

^̂ Bank of New York Official Quoted in Robert Guenther, "Irving 
Bank Defeats Suitor in Proxy Fight," The Wall Street Journal, 17 May 
1988, 3(E).
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exercised, it would be extremely dilutive and would be very expensive 
for Bank of NY to proceed with the offer.

Fui-thermore, under New York state law, without approval from the 
target organization's board a merger of two organizaticxis is prevented 
for five years.

The Federal Reserve deadline for Bank of NY merging with Irving 
expires on May 25th, unless granted an extension.

May 17, 1988: BANK OF NY OFFERS A CONDITIONAL SWEETENED TENDER OFFER IF
IRVING DROPS ITS ANTI-TAKEOVER DEFENSES./BANK OF NY EXTENDS ITS OFFER 
FOR IRVING.

Bank of NY decided to proceed with the offer giving Irving's board
until May 20th to lower its anti-takeover defenses and accept a hî ier
offer of $15 cash and 1.675 shares of Bank of NY stock for each Irving
share, an offer valued at $67 a share. If not accepted, Bank of NY will
proceed with its lower offer of $15 cash and 1.575 shares of Bank of NY
stock, an offer valued at $64 a share.

Bank of NY officials said the anti-takeover defenses and loss of
the proxy fî rt weren't enough to make them drop their bid. Referring
to the NY state law that says without approval from the target
organization's hoard a merger of two organizations is prevented for
five years. Chairman of Bank of NY, J. Carter Bacot ccxunents, "We
would've preferred to have won the proxy contest, but we're prepared to

12run the bank as a subsidiary."

12J. Carter Bacot Quoted in Robert Guenther, "Bank of New York 
Slî itly Boosts Offer for Irving," The Wall Street Journal, 18 May 1988, 
6(E).
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Due to expire today. Bank of NY extended its offer for Irving 

until May 24th.

May 19, 1988: ANTICIPATING AN ACQUISITION, BANK OF NY ISSUES NEW STOCK,
A CONDITIONAL REQUIREMENT SET BY THE FED FOR A MERGER BETWEEN BANK OF NY 
AND IRVING.

Bank of NY sold $75 million of adjustable-rate (dividend rate is 
adjusted quarterly based upon a U.S. Treasury security benchmark) 
noncumulative preferred stock and $75 million of 9.75% fixed- 
adjustable-rate (initial dividend rate is 9.75% for the first three 
years and will be adjusted quarterly based upon a U.S. Treasury security 
benchmark after December 1, 1991) noncumilative preferred stock.

May 20, 1988: IRVING FORMALLY REJECTS BANK OF NY'S CONDITIONAL
SWEETENED TENDER OFFER FOR $15 CASH AND 1.675 SHARES OF BANK OF NY IF 
IRVING WOULD DROP ITS ANTI-TAKEOVER DEFENSES.

The offer of $15 cash plus 1.575 shares of Bank of NY stock for 
each Irving share now stands until May 24th, unless extended.

May 23, 1988: UNDER THE FOURTH SET OF TERMS, BANCA CONMERCIALE ISSUES A
BID FOR IRVING.

Banca Conmerciale inci'eased its offer $5 a share, frcm its May 2nd 
revision, to $80 a share for 51 percent of Irving shares. It will also 
pay 7 percent annual interest from May 31st until closing.

May 24, 1988: BANK OF NY FILES SUIT IN NEW YORK STATE SUPREME COURT
CLAIMING THAT PROXIES AT THE IRVING ANNUAL MEETING HAD BEEN TALLIED 
IMPROPERLY./bank OF NY EXTENDS ITS OFFER FOR IRVING.
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Bank of NY claims that the independent inspector of the Irving 

board elections had incorrectly disqualified votes representing one 
million shares, a sufficient number to reverse the slim 52-48 percent 
Irving win. Bank of NY is seeking to invalidate Irving's action and 
have its slate of directors installed. Nevertheless, today Irving 
reconvened the annual meeting and installed its sixteen incumbent 
directors.

Bank of NY won a forty-five day extension from the Federal Reserve 
on its bid to acquire Irving. Bank of NY subsequently extended its 
tender offer to Irving until May 28th.

May 26, 1988: U.S. DISTRICT COURT COMPELS BANK OF NY TO EXTEND
ITS TENDER OFFER AND PROVIDE A NEW PROSPECTUS TO IRVING SHAREHOLDERS.

Bank of NY originally said that it wanted to purchase all Irving 
shares and subsequently merge the two banking institutions. Due to the 
loss of Bank of NY's slate for Irving's board, the Irving anti-takeover 
rights plan, and the current New York State anti-takeover law, a merger 
appears unlikely. Consequently, Bank of NY later stated that it was 
interested in purchasing the Irving shares tendered to it, provided at 
least two-thirds were tendered and will sinply run Irving as a 
subsidiary until a merger is possible.

Irving brought suit against the Bank of NY stating it had violated 
federal securities law by adjusting the number of shares it is 
interested in purchasing.

The U.S. District Court reserved judgement as to vdiether Bank of 
NY should amend its disclosure documents filed with the SEC to reflect 
the fact that it might purchase fewer shares. The court did compel Bank
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of NY to extend its tender offer and provide a new prospectus to Irving 
shareholders to clarify the terms of the proposed acquisition.

Due to expire May 28th, Bank of NY extended its tender offer for 
Irving to June 4th.

May 31, 1988: BANCA CONWERCIALE RECEIVES APPROVAL FRCM THE BANK OF
ITALY, THAT COUNTRY'S BANK REGULATOR, TO PURCHASE 51 PERCENT OF IRVING.

Banca Commerciale is still waiting approval concerning the merger 
from the Federal Reserve, a most crucial approval which may take months 
to receive. The bank is also awaiting approval from the New York State 
Banking Department and clearance from the Italian government to exchange 
lire for dollars when purchasing Irving shares.

June 3, 1988: DUE TO EXPIRE TOMORROW, BANK OF NY EXTENDS ITS OFFER FOR
IRVING UNTIL JUNE 25TH.

The extended offer is for $15 cash plus 1.575 shares of Bank of NY 
stock for each share of Irving.

June 9, 1988: BANCA COMMERCIALE'S OFFER, DUE TO EXPIRE TODAY, WAS
EXTENDED TO JUNE 29TH.

The bank's offer is for $80 a share, for 51 percent of Irving. It 
will also pay 7 per cent annual interest from May 31st to the date of 
closing. Although the offer is supported by Irving's board, at the 
close of business yesterday only slightly more than one million shares 
out of 18.7 million outstanding had been tendered to Banca Commerciale.

June 15, 1988: BANK OF NY OFFERS A CONDITIONAL SWEETENED TENDER OFFER
IF IRVING WILL DROP ITS ANTI-TAKEOVER DEFENSES.
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Bank of NY's stated offer is for $15 cash and 1.575 shares of its 

stock for each Irving share, about a $67 share value. Ihe conditicaial 
offer is for the same amount of cash, $15, but increases the shares to 
1.675 of Bank of NY stock if Irving will drop its anti-takeover 
defenses.

Additionally, the conditional offer would give shareholders a 
special cash dividend of $2.50 just before coopletion of the offer from 
proceeds of Irving's sale of the Swiss bank, Banca della Svizzera 
Italiana. Participation ri r̂ts valuing $2.50 a share would also be 
distributed from the gain frcHn the proposed sale of Irving's 
headquarters at One Wall Street. Including the cash dividend and 
participation rî rts, the conditional offer is valued at $75 a share.

Both Irving and Bank of NY have proposed the sale of Irving 
headquarters (the sale never materialized).

The sweetened offer was discussed at a forty minute meeting 
between Bacot and Rice at Irving headquarters. Bacot had indicated on 
earlier occasions interest to speak to Rice, but Rice had refused formal 
connunication. This was the first meeting between the chairmen since 
the offer began ten months ago.

Irving closed at $70,125, up a full $3,875. Bank of NY shares
fell $.75, to $33.00.

June 23, 1988: BANK OF NY GIVES IRVING UNTIL NOON TODAY TO ACCEPT ITS
SWEEIENED CONDITIONAL TENDER OFFER.

If Irving refuses the conditional offer. Bank of NY will proceed 
with its hostile offer and will request a proopt ruling on its lawsuits
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vdiich ask that Irving's proxy results be overturned and its anti­
takeover defenses dismantled.

June 24, 1988; IRVING DID NOT RESPOND TO BANK OF NY'S CONDITIONAL 
ULTIMATUM./bank OF NY EXTENDS ITS TENDER OFFER.

Due to expire tomorrow Bank of NY extended its tender offer to 
July 8th. The offer of $15 cash plus 1.575 shares is back into effect.

June 27, 1988: BANCA CONMERCIALE EXTENDS ITS TENDER OFFER.
Due to expire June 29th, Banca Commerciale extended its offer for 

Irving until July 25th. The offer is for $80 a share plus interest 
payments, for 51 percent of Irving.

July 5, 1988: BANCA COMMERCIALE EXTENDS FIFTH OFFER FOR IRVING.
Banca Commerciale is now offering $80 a share, plus warrants 

valued at $4 a share, for 51 percent of Irving. It will also pay Irving 
holders 7 percent interest frcxn May 31st to the date of closing. As 
suspected, Irving officials immediately supported the bid.

Irving holders would receive one warrant for every four shares of 
Irving. Each warrant would permit shareholders to purchase one share of 
Irving at $65, over the next seven years.

Banca Commerciale's offer is conditioned on Irving's "flip-in" 
provision remaining in place. The feature allows Irving shareholders, 
except Bank of NY, to exercise ri^ts and buy Irving stock for half the 
market price once a sin^e person or group obtains 20 percent of 
Irving's common stock.

Irving closed at $71 *375, up $.125. Bank of NY shares closed at
$36.125, up $1.25.

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



54
July 6, 1988: THE STATE SUPREME COURT FOR NEW YORK COUNTY RULED AGAINST
IRVING'S "FLIP IN" PROVISION SAYING IT DISCRIMINATED UNFAIRLY AGAINST 
BANK OF NY.

Judge Herman Cahn of the State Supreme Court for New York County
issued a preliminary injunction against Irving's "flip-in" provision
adopted on March 28, I988, This being the first time a "flip-in"
provision had been ruled on in the New York courts, Cahn said the

1 ?feature discriminated unfairly against Bank of NY.
Irving plans to appeal the decision. Owen A. Brady, Vice 

President, Public and Investor Relations, for Bank of NY, said the bank 
will wait to act on the tender offer until they hear the outcome of the 
appeal. He said, "We couldn't attempt a merger if there is a 
possibility that Irving will win the appeal.The "flip-in" provision 
would make it extremely expensive and virtually impossible for Bank of 
NY to acquire Irving, if the feature would hold.

Consequently, the amended poison pill of March I6, 1Ç88 remains 
binding.

July 7, 1988: A STATE SUPREME COURT APPOINTED REFEREE RECOMMENDS THAT A 
425,000 SHARE BLOCK OF VOTES SHOULD HAVE BEEN COUNTED IN FAVOR OF BANK 
OF NY RATHER THAN IRVING./BANK OF NY EXTENDS TENDER OFFER./iRVING 
REQUESTS THE STATE SUPREME COURT TO REQUIRE BANK OF NY TO POST A $256.5

13Judge Herman Cahn Cited in Robert Guenther, "Judge Rules Against
Irving in Takeover Bid," The Wall Street Journal, 7 July I988, 2(E).

^̂ Owen A. Brad)
Interview, July I988.

^̂ Owen A. Brady, Bank of New York, New York, NY. Telephone
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MILLION BOND BEFORE THE INJUNCTION AGAINST IRVING'S "FLIP IN" PROVISION 
IS MADE EFFECTIVE.

The ccwrt appointed referee said 425,000 votes should have gone to 
Bank of NY rather than Irving in the May 6th proxy fight for control of 
Irving's board. The recommendation however would not overturn the 
outcome of the May 6th election, vdiich in a 52-48 percent margin 
reelected all sixteen incumbent Irving directors.

Due to expire tomorrow. Bank of NY extended its tender offer to 
Irving until August 12th.

Irving asked Judge Cahn to require Bank of NY to post a $256.5 
million bond before yesterday's injunction against Irving's "flip-in" 
provision is made effective. Irving claims this amount represents the 
potential loss to its shareholders if Banca Commerciale isn't able to 
purchase Irving. Banca Conmerciale's offer is conditional upon the 
"flip-in" provision against Bank of NY remaining in place. Judge Cahn 
has Irving's stance under consideration.

Banca Commerciale's offer is highest per share at $80 a share, 
plus $4 in warrants, and 7 percent annual interest payment from May 31st 
to date of closing, for 51 percent of Irving. Bank of NY closed at $35 
today, making its offer of $15 cash and 1.575 shares of its own stock 
for each Irving share worth a lower $70.125.

July 11, 1988: BANK OF NY WINS A SIXTY DAY EXTENSION FRCM THE FED TO
ACTIVATE ITS OFFER FOR IRVING.

Federal Reserve approval for Bank of NY to acquire Irving expired 
on July 9th. Due to the litigation in process Bank of NY won an 
additional sixty day extension on its bid.
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Augpst 2, 1988; BANK OF NY CALLS THE PREFERRED STOCK IT ISSUED IN 
CONNECITON WITH THE TRYING PROPOSAL.

The 9.75 percent fixed-adjustable noncumilative $75 millicm 
preferred shares were originally issued on May 19, 1988, as a condition 
set by the Fed for the Irving offer. The shares were called by Bank of 
NY as the institution claims it can replace the financing at a later 
date on more favorable terms.

August 19, 1988; THE FEDERAL RESERVE PLACES MAJOR OBSTACLE IN BANCA 
CÔ WERCIALE'S FRIENDLY OFFER.

The Fed ruled that Istituto per la Riconstruzione Industriale, 
which owns approximately 60 percent of Banca Conmerciale, is a bank 
holding conpany under U.S. law. The U.S. law prohibits joint ownership 
of banks and industrial conpanies. Consequently, if Banca Commerciale 
were to purchase Irving, Istituto would have to supply detailed 
financial information to the Fed on the one-hundred plus industrial 
companies it has an interest in. Additionally, Istituto would most 
likely have to divest some of its non-banking companies.

Irving officials were surprised at the niling as it was the first 
time the Fed has applied the Bank Holding Conpany Act to a foreign 
government-owned bank. Privately-owned foreign banks long have had to 
comply with the act but the Fed previously had exempted government-owned 
foreign banks.

August 29, 1988: BANCA CC»WERCIALE ENDS ITS BID FOR IRVING.
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Banca Commerciale has ended its $840 million friendly bid for 51 

percent of Irving, citing the ruling by the Fed to subject Istituto to 
the Bank Holding Act.

Irving hinted that it will search for another friendly merger 
partner but stated it still has no interest in Bank of NY's offer.

August 30, 1988: IRVING WINS STAY ON "FLIP IN" PROVISION.
New York appeals court judge. Justice Herman Cahn stayed a 

lower-court ruling striking down Irving's anti-takeover "flip-in" 
provision. The stay lasts until the date the New York State Appellate 
Division announces its decision on Irving's appeal.

September 7, 1988: BANK OF NY WINS A NINETY DAY EXTENSION FRCM IHE FED
TO ACTIVATE ITS OFFER FOR IRVING.

Due to expire tomorrow, the Fed granted Béink of NY its third
extension to pursue its hostile offer for Irving.

September 8, I988: BANK OF NY EXTPNDS ITS OFFER FOR IRVING.
As anticipated. Bank of NY's offer for Irving, vdiich expired today 

was extended. The new offer runs until October 1st.
Irving closed at $68.625, up $1.50. Bank of NY fell $.125 to 

close at $34*625.

September 20, I988: IRVING ASKS U.S. CIRCUIT COURT OF APPEALS TO
OVERTURN THE FED'S APPROVAL OF BANK OF NY'S HOSTILE BID.

Irving filed suit in a Washington, D.C. federal appeals court 
challenging the Fed's approval.

September 30, 1988: BANK OF NY EXTENDS ITS OFFER FOR IRVING.
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Bank of NY extended its tender offer for Irving shares to October

22nd.
Bank of NY owns 4*9 percent of Irving and to date, approxiaiately 

52 percent of Irving shares have been tendered.

October 4, 1988: STATE APPELLATE COURT AFFIRMED THE DECISION STRIKING
DOWN IRVING'S ANTI-TAKEOVER "FLIP-IN" PROVISION.

Bank of NY officials cheered the decision hoping it would make 
Irving more amenable to a settlement. As for other New York 
corporations, it may make them reconsider their anti-takeover defenses 
or reincorporate in Delaware. In Delaware flip-in provisions have been 
iqiheld by the courts.

Bank of NY was not required to post the $256.5 million bond 
requested by Irving.

October 5, 1988: IRVING CHAIRMAN, RICE, AGREES TO RECONWEND THAT THE
BOARD ACCEPT BANK OF NY'S HOSTILE BID.

The revised terms call for Irving shareholders to receive $15 in 
cash, 1.675 Bank of NY shares and a $5 warrant to buy Bank of NY shares 
for each Irving share held. The agreement is valued at $77.15 a share.

Bank of NY's previous hostile offer was for $15 cash and 1.575 of 
its shares, valued at $70 a share.

October 7, 1988: IRVING BOARD APPROVED $1.45 BILLION ACQUISITION BY
BANK OF NY.

Irving shares closed at $75 «875, up $1,125, vdiile Bank of NY 
shares rose $.875 to $35«75.
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October 20, I988: RICE TO RECEIVE GENEROUS CCMPENSAHON PACKAGE.

Today it was announced that the departing Irving Chairman will 
receive more than $2.5 million over the next year. Rice will receive a 
$1.7 million payment within ten days of the conpletion of the takeover.
A payment of $625,000 will be rewarded as a one-year consulting 
contract. In return for the lucrative compensation package. Rice mist 
retire once the takeover is corpleted.

November 3, 1988: FEDERAL RESERVE EXTENDS lUE DEADLINE FOR BANK OF NY
TO MERGE VrriH IRVING.

The Fed granted Bank of NY an extension until December 9th because 
the SEC hasn't yet approved its revised tender offer for Irving.

November 15, I988: BANK OF NY EXTENDS TENDER OFFER FOR IRVING SHARES.
Bank of NY extended its tender offer for all outstanding shares of 

Irving that it doesn't own to November 29th. The offer is provided at 
least two-thirds of Irving's eighteen million plus shares outstanding 
are tendered.

November 28, I988: FEDERAL RESERVE GAVE FINAL APPROVAL FOR BANK OF NY
TO MERGE WITH IRVING.

The Fed didn't inpose any new restrictions for the merger.

November 29, 1988: BANK OF NY'S STAKE IN IRVING TOTALS 91 PERCENT AT
END OF TENDER OFFER.

The tender offer for Bank of NY to purchase Irving expired today. 
Under the tender, Bank of NY holds l6,306,809 Irving shares. Together 
with the 888,634 it already owned. Bank of NY owns 91 percent of Irving.
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December 30, I988: BANK OF NY ACQUISITION OF IRVING IS COMPLETED.

At a shareholder meeting, Irving shareholder's approved the 
transaction. Bank of NY paid $15 cash, 1.67 of its shares, plus a $5 
warrant for each Irving share. The companies expect to merge in the 
first half of 1989.

January 4, 1989: BANK OF NY AaŒD IRVING EXECUTIVES TO TRADE GOLDEN
PARACHUTES FOR EMPLOYEE CONTRACTS OF APPROXIMATELY EQUAL VALUE.

Bank of NY claims it desires to retain the core of Irving 
executives to ensure management stability. Rice's departure was part of 
the merger agreement. To date, only two Irving executives— Vice 
Chairman David Taylor and Robert A. Falise, Executive Vice President for 
Legal Affairs-have been fired by Bank of NY.

February 1, I989: BANK OF NY FIRES THIRTY-EIGHT EMPLOYEES.
The dismissals involved employees of both Irving and Bank of NY 

and were reportedly proportional to the size of each bank's inter­
national division. Bank of NY is likely to seek more dismissals in an 
effort to cut costs in the merged institution.

May 1989: BANK OF NY CHARGES FORMER IRVING EMPLOYEE OF EMBEZZLEMENT.
Burleigh W. Rose, a former enployee of Irving, along with two 

Citibank associates, have been accused of embezzling more than $5.5 
million from Irving over the past ei^t years. The three individuals 
allegedly have spent the funds on homes in Florida, San Francisco, and 
New Jersey as well as on expensive gifts for friends. Bank of NY has 
filed a civil lawsuit against the three hoping to retrieve some of the 
funds.
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The missing funds were only suspected on May 11th tdien a new 
Irving employee in the employee benefit trust division discovered a 
suspicious pattern in payments of three checks totaling $278,000. An 
investigation revealed that Rose had created fictitious transactions 
vdrile an employee in Irving's securities collection area from I98I to 
1985 and subsequently in the employee benefit trust division. Checks 
were made payable to the two Citibank employees and deposited in the 
Citibank branches where Rose's accomplices worked.

Bank of NY indicated new controls have been put in place within 
Irving to prevent a recurrence.

October 9, 1989: THE BANK OF NY/IRVING MERGER C(»1PLE1ED.
The combined institution will be known as the Bank of New York.
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QUESTION 1 : Bank Valuation

The purpose of the valuation process is to establish a price for 
negotiations. In this instance, we want to discern the present value of 
Bank of NY, the present value of Irving, and the synergistic present 
value of the combined merger.

Using the analytical framework suggested in Joseph Sinkey's, 
Commercial Bank Financial Management, displayed in table 5, the 
following conclusions about the merger were derived:

1. The benefit of the ccmibined merger is a positive value. 
Consequently, Bank of NY and Irving are worth more as a mergered 
institution than individually.

2. Irving shareholders did well in the payoff. Irving stock 
had an actual value of only $55*37 while they received payment of 
approximately $77 a share. This difference is explained by the 
synergistic benefits of the combined merger, however, Irving 
shareholders may have been able to hold out and receive even a higher 
price frcan Bank of NY.

3. Bank of NY shareholders made a fantastic deal on the Irving 
shares. The analysis indicates that for the benefits of a combined 
merger Bank of NY should only have been willing to pay up to 
$2,689,269,437 for Irving. The final payoff at $1,458,298,919 ($77 x 
18,938,947) was an excellent buy for Bank of NY.

Bank of NY's exceptional purchase price of Irving is rather 
uncommon for the banking merger transactions of the 1980s. Most banks 
pay a price that is so high that results in decreased shareholder value 
for the acquirer. Jonathan Moynihan, Vice President of Manhattan
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Banking (kxisulting Group, studied the top 250 bank mergers from I98O to 
1987» He explains:

Most acquirers pay significantly too much for their acquisitions 
and are then incapable of recapturing the premiums paid throu#» such 
value-creating steps at cost reduction. As a result, 80% of 
acquirees suffer stock price dilution relative to their non-acquiring 
peers.
Mr. Moynihan's study also showed proximity as among the strongest 

determinants of success. The closer the acquired bank is geographically 
to the acquirer the higher the likelihood for value creation.No doubt 
Bank of NY's and Irving's close proxindty, being located just a few 
buildings apart, was a main conç)onent of the synergistic benefits 
anticipated by Bank of NY, and will propel the stock value in the future.

Some benchmark reference indices for valuation are listed in table 
6. These valuation figures are appealing because they are easy to 
calculate; however, they also are lacking because they fail to capture 
significant intricacies of banking institutions. Both Irving's price to 
book values and price to market value are slightly below the median 
merger premium in banking acquisitions for 1987. These figures, althou^ 
not all inclusive, do point in the direction of the reasonable price Bank 
of NY paid for the Irving shares.

The reading list at the end of this suggested solution, "Bank 
Valuation," lists numerous sources students mi^t consider in pursuing 
further research.

^̂ Jonathan Moynihan, "Making Acquisitions Work for Shareholders," 
Bank Administration 65, no. 9 (September 1989): 19.

l̂ Ibid.
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Table 5»— Cost-Benefit Analysis

Variable NY Irving NY + Irving
Expected Dividend(D^) $ 1.96 $ 2.62 $ 2.93
Required Rate of Return
on Stock(K) .1349 .1355 .1352

Growth Rate (g) .0906 .0880 .0895
Share Price (P̂ ) $44.24 $55.37 $64.11
Number of Shares

Outstanding(N) 32,990,681 18,938,947 64,713,417
Total Market Value

(V=P̂ xN) $1,459,507,727 $1,048,649,495 $4,148,777,164

Benefit - Cost - (V^  ̂Irving ^NY ~ Îrvinĝ   ̂̂Irving Îrvinĝ  ̂  °
=($4,148,777,164-$!,459,507,727-$!,048,649,495)-(̂ Irving-$l,048,649,495)
=$1,640,619,942 - ^Irving + $1,048,649,495 > 0 
=$2,689,269,437 - ^Irving > 0
Benefit of the combined merger = $1,640,619,942 
Breakeven purchase price = $2,689,269,437

Source: Calculated using the algorithm suggested by Joseph F. Sinkey,
Jr., in Commercial Bank Financial Management, 2nd ed. (New York: 
Macmillan Publishing Conç>any, 1986), 6o7-710.
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Table 5»— Notes: Bank of NY

87 86 85 84 83
Retention Rate(RR) .424 .686 .671 .705 .695
xROE .090 .165 .150 .156 .155
=Growth Rate .0382 .1132 .1007 .1100 .1077

82 81 80 79 78
Retention Rate(RR) .680 .640 .628 .644 .605
xROE .154 .135 .131 .126 .128
=Growth Rate .1047 .0864 .0823 .0811 .0774
Growth Rates X Declining Weights; = Wei^ited Averagje Growth Rate (g)
.0382 X .1818 .0069
.1132 X .1636 = .0185
.1007 X .1455 = .0147
.1100 X .1273 = .0140
.1077 X .1091 = .0118
.1047 X .0909 = .0095
.0864 X .0727 = .0063
.0823 X .0545 = .0045
.0811 X .0364 = .0030
.0774 X .0182 = .0014

1.0000 .0906
[declining weights estimated by sum of years* digit method]
[10/55=.1818, 9/55== . 1636,etc.]

Djjd+g) [note: Quarterly dividend of $.45]
Dj=$1.80 (1 + .0906)=$!.96

K=Rf + b. (K̂-Rf)
K=.0734 + .94(.1388-.0734) 
K=.1349

= Dj /(K-g)
$1.96
.1349-.0906

= $44.24

V = F X N o
V = $44.24 X 32,990,681 shares = $1,459,507,727
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Table 5»— Notes: Irving

86 85 84 83 82
Retention Rate (RR) .695 .681 .640 .638 .632
xROE .131 .129 .116 .119 .123
=Growth Rate .0910 .0878 .0742 .0759 .0777

81 80 79, 78
Retention Rate (RR) .724 .720 .686 .643
xROE .160 .159 .142 .123
=Growth Rate .1158 .1145 .0974 .0791
Growth Rates x Declining Weights = Weighted Average Growth Rate(g)
.0910 X .2000 - .0182
.0878 X .1778 = .0156
.0742 X .1556 = .0115
.0759 X .1333 - .0101
.0777 X .1111 = .0086
.1158 X .0889 = .0103
.1145 X .0667 = .0076
.0974 X .0444 = .0043
.0791 X .0222 = .0018

1.0000 .0880
[declining weights estimated by sum of years' digit method]
[9/45=.2000, 8/45=.1778, etc.]

= D̂ (l+g) [note: Quarterly dividend of $.605]
D̂ =$2.42 (1+.088o)=$2.63 
K = R̂ +b. (K̂ -Rf)
K=.0734+.95 (.1388-.0734) 
K=.1355

= D/(K-g)
= $2.63__________= $55.37
.1355 - .0880

V = P X No
V = $55.37 X 18,938,947 shares = $1,048,649,495
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Table 5»— Notes: Irving (Goldman Sachs & Co. valuation)

Instructors may choose to pose the question to students, "How did 
Goldman Sachs & Co., value Irving's stock at $82 to $107 a share? 
What were the assunptions?"

= D̂ (l+g)/(K-g)
P̂ CK-g) = D̂ (l+g)
K-g = D̂ (l+g)/F -̂K
-g = D̂ (l+g)/P̂ -K
g = K-D̂ (l+g)/P^

$82 valuation $107 valuation
fi = .1355 - $2.42 (1+g) 

$82 •
g = .1355 - $2.42 (1+g) 

$107
g = .1355-.029512-.029512g 
1.029512g = .105988 
g = .102950

g = .1355-.022617-.022617g 
1.022617g = .112883 
g = .110386

check:
P = $2.42 (1+.102950) 
° .1355 - .102950

check:
P = $2.42 (1+.110386)
° .1355 - .110386

P = $2.669139 
.032550

P = $2.687134 
° .025114

P = $82.000 P̂  = $107.00
If Goldman Sachs & Co. utilized market data to derive the required rate 
of return on Irving stock (K) of 13«55%, the investment advisor assumed 
a growth rate between 10.2950̂  and 11.0386% for Irving.
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Table 5*— Notes: Bank of NY + Irving

Irving Mkt. Value $1,048,649 >495   = *4181 Irving weight
Total Mkt. Values $1,459,507,727 + $1,048,649,495

.5819 NY wei^
1.0000

g=.0906 (.5819) + .0880 (.4181)=,0895
Dj = (1+g) [note: Anticipated combined dividend of $2.69]

Dj = $2.69 (1 + .0895) = $2.93
K = R„ + b. (K - R_) f 1 m f

= .94 (.5819) + .95 (.4181) = .9442
K = .0734 + .9442 (.1388 - .0734)
K = .1352

= D/(K-g)

P =_$2.93_____________  = $64.11
° .1352 - .0895
V = P X No
V = $64.11 X (32,990,681 Bank of NY shares) + (18,938,947 Irving shares x

1.675)
V = $64.11 X 64,713,417 combined shares
V = $4,148,777,164
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Table 6.— Valuation Comparisons, IÇS?

Irving Median Merger Premium̂
in Banking Acquisitions

Price to Book 77/40-91 = 1-88 2.13

Price to Market 77/74-875 = 1-03 1-35

Ŝource: James H- Wooden, "The Structural Outlook for Commercial Banks,"
The Bankers Magazine 171, no- 3 (May - June 1988): 54-

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



81
Reading List 
Bank Valuation

"The Bank Takeover Targets Sweepstakes." Bankers Monthly 106, no. 5 
(May 1989):75-79.

Cates, David C. "Bank Analysis for a Takeover Era." Bank 
Administration 64, no. 12 (December 1988):l8-21.

Darnell, Jerome C. "Bank ̂ fergers: Price Paid to Marriage Partners."
Federal Reserve Bank of Philadelphia Business Review (July 
1973):16-25.

Kerwin, James S., and Robert A. Robinson. "Charting a Bank's Value:
Number Analysis and Beyond." ABA Banking Journal 78, no. 7 (July
1986):40-42.

Mandula, Mark S. "Buy, Sell, or Merge?" ABA Banking Journal 80, no. 3 
(March I988): 36-42.

Miller, William D. "Emerging Patterns on Mergers." ABA Banking Journal 
80, no. 10 (October I988): 27-30.

 . "A Total View of Bank Value." The Bankers Magazine I69, no.
6 (November-December 1986): 32-38.

Morgan, Bruce W. "Analyzing Acquisition Terms." Bank Administration 
65, no. 7 (July 1989): 28-30.

Mpynihan, Jonathan. "Making Acquisitions Work for Shareholders." Bank 
Administration 65, no. 9 (September 1989): 14-19-

Puckett, Richard H. "What Is a Bank Worth?" Bank Administration 63, 
no. 7 (July 1987): 44-45.

Rappaport, Alfred. "Capital Budgeting Approach to an Exchange-of-Shares 
Acquisition." Mergers & Acquisitions 10, no. 3 (Fall 1975): 27-29-

"Do You Know the Value of Your Conpany?" Mergers &
Acquisitions 14, no. 1 (Spring 1979): 12-17-

Severson, Mark A. "Establishing a Fair Purchase Price." Bank 
Administration 65, no. 2 (February I989): 48-49-

Sinkey, Joseph F., Jr. Ccmmercial Bank Financial Management. 2nd ed. 
New York: Macmillan Publishing Company, I986.

Stapp, Andrew W. "How Much Is That Target Worth?" ABA Banking Journal 
80, no. 7 (July 1988): 44-

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



82
Svare, J. Christopher. "Régionale Embrace the Merger-of Equals

Approach." Bank Management 66, no. 2 (February 1990): 24-28.
Terry, Ronald, and Merrill C. Sexton. "Valuaticwi of Banks in

Acquisitions." The Bankers Magazine 158, no. 3 (Summer 1975):
86-88.

Wines, Dick. "How Much Is Your Bank Worth?" Bankers Monthly 105, no. 7 
(July 1988): 6I-64.

Wooden, James H. "The Structural Outlook for Commercial Banks." The 
Bankers Magazine 171, no. 3 (May-June 1988): 53-55*

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



83
QUESTION 2: Takeover Defensive Strategies

The directors of a banking institution owe a fiduciaiy duty of
care and loyalty to bank shareholders. "Directors are protected by the
business judgement rule which protects any board decision made on an
informed basis, in good faith, and in the honest belief that the action

17was taken in the best interests of the shareholders." Consequently,
they are generally under no obligation to sell the bank if they maintain
that an offer is unfair or inadequate and not in the best interests of
the shareholders. It is inperative, however, that the board of
directors retain a skilled independent banking consultant to determine
if an offer price may be deemed fair. A wise defensive strategy is to
regularly have a stock valuation performed on the bank. Knowing the
value of the institution will enable the board to more quickly discern
the adequacy of unsolicited offers.

If the board of directors chooses to resist an offer, a variety of
defensive strategies may be implemented.
1. Regulatory Process

Acquisitions are controlled by either the Change in Bank Control
Act or the Bank Holding Craipany Act, depending on the identity and
structure of the bidder. Following is a detailed description of the
regulatory approval authorities:

Under the Bank Holding Conpany Act (BHCA), any bidder that is 
not a BHC nust register as such through the Federal Reserve Board 
(Board): ( 1 ) prior to the acquisition of 25 percent or more of the 
voting stock of a bank of BHC; (2) prior to obtaining control of the

17Brian W. Smith and Timothy E. Keehan, "How to Prepare for a 
Hostile Takeover," The Bankers Magazine 171, no. 5 (Septenber-October
1988):9.
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majority of the target bank or BHC's directors or trustees; or 
(3) determines that the bidder will exert a controlling influence 
influence over the bank or BHC's management or policies. Any bidder 
that is already a BHC also must file Board if it seeks to acquire 
more than 5 percent of the target's voting stock. An individual, a 
group of individuals, and anyone else not constituting a "conpany" 
seeking control of a bank or BHC nust file for approval under the 
Change in Bank Control Act (CBCA) if it acquires 10 percent or more 
of the target's voting stock. Any purchase of stock exceeding 25 
percent, however, automatically triggers the application of the 
BHCA.

The review of the application by the Board requires that 
appropriate notice be given to the target institution's primary 
regulator, which then may sulanit its views and recommendations with 
respect to the proposed acquisition. The Board subsequently rules 
on the application based on, among other things, the compétitive 
effects of the acquisition, the financial and managerial resources 
of the acquirer, and the convenience and needs of the community. 
Although the Board occasionally delegates its decision-making 
authority to the Federal Resçgve Banks, the Board usually will rule 
on most contested takeovers.
The regulatory process itself tends to be very lengthy and this in 

itself provides the banking institution an opportunity to work on its 
defensive strategies. Additionally, the target bank may object to the 
substance of the acquisition application in written comments to the 
Federal Reserve. "For instance, the target may claim that the 
acquisition reduces competition, the acquirer's financial resources 
are inadequate, the acquisition does not respond to the community's 
convenience and needs, and/or the acquirer has not complied with the

igCommunity Reinvestment Act." Any hearing provided is at the 
discretion of the Federal Reserve under the BHCA and hearings are 
not held under the CBCA.

l̂ ibid., 6. 
l̂ ibid.
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2. Filing Under Securities Law

If the offer includes the securities of the bidder as part of the
application, the securities Act of 1934 may require registration with
the Securities and Exchange Commission.

"A common defensive measure for the target, following a review of
the acquirer's disclosure documents, is to commence a lawsuit alleging
violations by the acquirer of the disclosure, antifraud, and other
requirements of the 1934 Act, the margin regulations, antitrust statues,
or state takeover laws, assuming that appropriate grounds for such 

20allegations exist." A suit may be filed in federal or state court, 
depending upon the nature of the allegations.
3. Poison Pill Ri#its Plan

A poison pill rights plan is created by the bank's board of
directors. The typical plan involves the target issuing to its
shareholders one future ri^t for each share of common stock the holder
currently owns. The right becomes exercisable upon a takeover or the
occurrence of another specified event, commonly referred to a flip-in or
flip-over event. "When triggered, the rights entitle the holders (other
than the hostile acquirer) to purchase the target's or acquirer's stock
(depending on whether the triggering event was a flip-in or flip-over

21event) at a bargain price." A successful purchaser nust suffer the 
dilution from the exercise of these rights or attenç>t to purchase the 
rights before exercised, either way forcing hostile bidders to consider 
negotiated terms.

2°ibid., 8. 
^̂ Ibid.
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In certain instances poison pill rî its plans do not hold up in 

court. Such a plan generally has a much better chance of being upheld 
if it was in place by a tai'get before any hostile bid is made. 
Additionally, under certain state laws such plans are not permissable. 
Finally, if the rigfits plan would adversely affect a bank's capital 
situation or create tremendous debt within an institution, the federal 
bank regulators may challenge.
4. Issuing New Shares of Stock

A common defensive strategy is for bank boards to authorize a 
class of "blank check" preferred stock to issue in the event of an 
unwanted takeover attempt. Such shares may carry special voting riglits 
too. They would dilute the voting power of existing shareholders, 
including an unwanted hostile holder.
5. Golden Parachutes

Golden parachutes are lucrative financial contracts for a banking 
institution's top executives which go into effect if the individuals are 
fired or demoted as a result of a hostile takeover.
6. White Knigilts and White Squires

A white knight is a friendly party who purchases outright or takes 
a substantial equity position in the target to defeat a hostile bidder.

Often out-of-state banks may be prohibited from beccxning vdiite 
knights due to interstate banking restrictions. Banks may then search 
for a group of friendly vdiite squires. White squires band together, 
each purchasing a small block of stock not constituting control but 
together have the cumulative effect of blocking a hostile attempt.
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7. Disaggregation

Disaggregation involves the target bank selling its most valuable 
assets, or possibly least synergistic assets, to appear less attractive 
to a hostile bidder or to use the equity for restructuring.
8. Self-tender for Stocks

A self-tender for stock by the incumbent directors may frustrate a 
hostile bid. This is a legally sound defensive move providing directors 
obtain the necessary regulatory approvals to bid. In a majority of 
instances individual directors will not possess the financial strength 
to outbid an institutional buyer. Consequently, this defense is 
generally used in only small banking institutions.
9* Litigation

Litigation opportunities should be used whenever possible to 
thwart a hostile bidder. The beneficial purposes of litigation are 
twofold. Firstly, the litigation will afford the target more time to 
inplement defensive tactics. Secondly, litigation may provide the 
target access to judicially sanctioned discovery idiich could produce 
information beneficial to its defense. 2̂

It should be noted that if the board of directors decide to sell 
the bank, the directors role is similar to that of an auctioneer. The 
directors mist strive to obtain the best possible price for their 
shareholders.

^Daniel O'Rourke, "Bank vs. Bank: The Hostile Takeover (And How 
to Fight It)," Bank Administration 64, no. 1 (January 1988):19.
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Irving Takeover Defensive Strategies 

Bie following rankings are subject to opinion and are only to be 
used as a base for classrocMn discussion and/or grading.
1. Regulatory Process

& Irving challenged the Federal Reserve on the acquisition
> objecting to Bank of NY's capital position, its managerial 
 ̂ resources, Bank of NY's operation plans for certain Irving
(Q subsidiaries, and that the bank did not conply with the Comnunity 
X Reinvestment Act.

Althou^ none of Irving's challenges did thwart the Fed from 
giving approval for the merger, Irving exhausted this defensive 
strategy.
2. Filing Under Securities Law

On May 26, 1988, Irving brought suit against the Bank of NY 
qj stating it had violated federal securities law by adjusting the
s5 number of shares it was interested in purchasing. Initially, Bank 
n)j) of NY said it wanted to purchase all Irving shares and merge the 

institutions. It later stated it was interested in purchasing the 
“ Irving shares tendered to it, provided at least two-thirds were
X

tendered and run Irving as a subsidiary until a merger was 
possible. The U.S. District Court required Bank of NY to extend its 
tender offer and provide a new prospectus to Irving shareholders to 
clarify the terms of the proposed acquisition.

Although the courts ruling was mild and did not result in any 
lengthy litigation, Irving insightfully attenpted this defensive 
move.
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3 • Poison Pill Rights Plan

The initial shareholder rî its plan adopted enabled Irving 
shareholders to purchase shares of the surviving firm's stock for

(0 half price in the event of a merger. Irving's board was allowed to
Q redeem the ri^ts at one cent apiece before a sin^e person or group
^ acquires 20 percent of Irving's common stock.

Under an amended plan, the rights could not be redeened if a 
majority of the sixteen member board were not current directors, 
unless the new directors were elected by holders of at least two- 
thirds of Irving's common shares outstanding.

Irving attenç)ted a "flip-in" provision specifically against Bank 
of NY in its shareholder ri^ts plan. The feature allowed all 
Irving holders, except Bank of NY, to exercise their ri^ts and buy 
Irving stock for half the market price once a bidder obtained 20 
percent of Irving's ccMimon stock. The "flip-in" condition was ruled 
illegal in State Supreme Court saying it discriminated unfairly 
against Bank of NY.

The "flip-in" condition was an excellent strategy on Irving's 
part because (l) no "flip-in" provision had ever been ruled on 
before in a New York court and (2) if upheld the provision would 
have been extremely dilutive and most likely forced Bank of NY to 
abandon its takeover plan.

^ 4* Issuing New Shares of Stock
 ̂ Irving skillfully attenpted this takeover defense. On FebruaryCO

— 26, 1988, Irving placed a $100 million new preferred issue
x
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with fifteen supposedly friendly institutional buyers. Each of the
1,001,000 shares was convertible after three years into 1.471 shares 
of common stock, or at a conversion price equal to $68 a share. When 
converted, the new issue would increase the number of Irving common 
shares outstanding and make it more burdensome for Bank of NY to 
acquire Irving.

Each share of convertible preferred carried 1.471 votes.
Additionally, the convertible preferred shares held a special
provision which prevented Bank of NY from merging with Irving within 
three years of a takeover, unless two-thirds of the holders waive 
the provision.

Just days after issuing the stock. Bank of NY convinced the 
required two-thirds of issue holders to waive the provision that 
would prevent Bank of NY from merging with Irving for three years.

The takeover defense was masterfully designed; however, the
buyers were not so friendly and loyal to Irving.
5. Golden Parachutes

% Irving adopted lucrative golden parachutes for forty-nine of its
u
 ̂top managers. Executives qualifying for compensation received 

~ a payment approximating three times their average annual taxable 
earnings for the previous five years. It was reported that Mr.
Rice, Irving chairman, received more than $2.5 million.

Irving went so far as to adopt minimal severance benefits for 
all 10,200 employees.
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Irving did an adequate job in preparing golden parachute 

packages for its executives; however, if an institution is 
interested in buying another parachutes tend not to be a largje 
deterent. Golden parachutes are only exercisable if the executive 
is fired or demoted as a result of a hostile takeover.
6. White Kni^ts and White Squires

In retrospect it is easy to say that Irving made a deal with an
Ik unsuitable white knight, Banca Ctxnmerciale, because of the Fed's 
j ruling. On August 19, 1988, the Fed ruled that the Italian 
^ government-owned Istituto per la Riconstruzione Industriale, idiich 

owns a majority interest in Banca Commerciale, is a bank holding
X

conpany under U.S. law. If Banca Commerciale would have gone ahead 
with the purchase of Irving, Istituto would have had to supply 
detailed financial information to the Fed on the one-loindred plus 
industrial conpanies it has an interest in. Additionally, Istituto 
most likely would have had to divest some of its non-banking 
coopanies. It was not surprising on August 29, 1988, when Banca 
Commerciale ended its bid for Irving, citing the Fed's ruling.

Privately-owned foreign banks long have had to comply with the 
U.S. Bank Holding Conpany Act but the Fed previously had exempted 
government-owned foreign banks. Nevertheless, Irving officials 
should not have been too shocked by the ruling against Istituto.
On April 19 1988, just one day after Irving announced Banca 
Commerciale's offer, the Fed stated it would have to consider if a 
foreign government -owned bank should be exempt from the Bank Holding 
Conpany Act.
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On the optimistic side, there was a possibility that Istituto 

would not have been considered a bank holding under U.S. law. 
Furthermore, Banca Commerciale's bid lasted for a full four months 
and could have possibly detered Bank of NY. Nevertheless, a 
domestic banking institution, where the Fed would have most likely 
quickly approved a merger, would have been the clear choice.
7. Disaggregation

k Quite possibly, it was not feasible for Irving to sell a major 
 ̂subsidiary or bank equipment and maintain efficient operation of the 

^ organization. The sale of Banca della Svizzera Italiana, at a price 
X of $390 million, may have been a minor attenpt at disaggregation.

8. Self-tender for Stock
-P Irving did not attempt this defensive strategy. Undoubtedly,
8 due to the immense financial strength of Irving it would not have
Î•p been possible for the directors to purchase the majority of bank 
c stock.
^ 9. Litigation

Irving's litigation atempts to stall and/or thwart the take-
Ï« over were numerous. The following actions, although frequently 
^ unsuccessful, were skillfully executed:
— 1. Irving was triunçdiant in its state court suit against the

New York State Banking Department. The State Banking Department 
deputy superintendent, a former employee of Bank of NY, was 
prohibited frcrni participating in merger deliverations.
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2. Irving filed suit in a Washington, D.C. federal appeals 

court challenging the Fed's approval of Bank of NY's hostile bid.
The suit was unsuccessful.

3. Irving appealed the State Supreme Court ruling against 
Irving's "flip-in" provision. The State Appellate Court affirmed 
the decision striking down the "flip-in" stipulation.

Irving certainly had well-founded optimism that the appeal would 
uphold the "flip-in" condition. It was the first time a "flip-in" 
provision had been ruled on in the New York courts.

4. Irving asked the State Supreme Court to require Bank of NY 
to post a $256.5 million bond due to the injunction against Irving's 
"flip-in" provision. Irving claimed the amount represented the 
potential loss to its shareholders if Banca Commerciale wasn't able 
to purchase Irving. Banca Commerciale ' s offer was conditional upon 
the "flip-in" provision against Bank of NY remaining in place.

No such ruling against Bank of NY was ever issued.
On the whole the takeover defenses were well attenpted. Irving 

did make a fatal move in collaborating with Banca Commerciale. A 
domestic banking institution, which would have received quick Federal 
Reserve approval, could have rescued Irving from the hostile bidder.

The following reading list entitled "Anti-Takeover Defensive 
Strategies" should be helpful to students interested in this topic.
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Anti-Takeover Defensive Strategies
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CHAPTER 5
THE IMPACT OF THE CORPORATE ALTERNATIVE 

MINIMUM TAX ON COMMERCIAL BANKS

Banking institutions feeling the tremendous ijrpact of the Tax 
Reform Act of 1986 have taken a sophisticated approach to dealing with 
the cooplicated issues— hiring expert banking tax consultants to advise 
them on the complex laws. Since the passage of the tax reform rulings 
your services as a banking tax consultant have been in constant demand. 
Four institutions: First City Bank, Second City Bank, Third City Bank, 
and Fourth City Bank have requested particular assistance in dealing 
with one aspect of tax reform, the alternative minimum tax.

Following is an overview of the alternative minimum tax succeeded 
by their questions.

Introduction
The Tax Reform Act of 1986̂  includes many significant rulings 

affecting banking institutions. One of the most important changes and 
perhaps the most complex is the new corporate alternative minimum tax 
(AMI). The objective of the AMT is to insure that no taxable unit with 
sizable economic income can avoid paying significant taxes through the 
use of tax exclusion, deductions, and credits. The old add-on-minimum 
tax, 15 percent tax based on tax preference after an exemption, paid in 
addition to the regular corporate tax, fell short of this objective and

Ĉongress, House, Tax Refom Act of 1986, 99th Cong., H.R. 3838, 
Public Law 99-514 (22 October I986).
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was replaced by the AMT effective with tax year 198?. The AMT taxable 
base includes items of economic income, many of vdiich are not included 
in regular taxable income. A 20 percent tax rate is inposed on the 
alternative taxable income to derive the AMT. Taxpayers must conpute 
both their alternative mininum tax and their regular income tax, and 
will be subjected to the greater of the two amounts.

In this description of the AMT the following will be examined: 
the rules and conputation of the AKTT; exanples showing how the AMT may 
affect a bank's tax position ; and planning strategies bankers are 
implementing to cope with the new tax.

Computation of the Alternative Mininum Tax
The conputation of the AMT, discussed in section fifty-five of the

Internal Revenue Code (IRC), is detailed in table 1.
Adjustments are added to or subtracted from regular taxable

income, while preferences are always added in the determination of
tentative alternative mininum taxable inccnne (AMTI). After a positive
adjustment for the book income calculation any AMT net operating loss
(NOL) is deducted. The AMTI will then be reduced by a $40,000

2exemption before being multiplied by the 20 percent AMT rate. This tax 
figpre may be further reduced by an AMT foreign tax credit to derive 
tentative AMT. Finally, the regular tax (net of foreign tax cî edits) 
must be subtracted in order to arrive at the AMT (minimum tax).

2The exemption is reduced by 25 percent of the excess of AMTI over 
$150,000; consequently, the exemption disappears altogether vdien minimum 
taxable income exceeds $310,000.

$310,000-$l50,000=$160,000 excess
$40,000 exemption - 25 percent x $l60,000=$0 exemption
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Technically, the tax levied by section fifty-five is equal to the 

excess of the tentative ANTT over the regular tax. In practice, 
corporations will be subject to the higher of the tentative AMT or the 
regular tax.

The AMT (minimum tax), to the extent that it is paid as a result 
of deferral preferences (items that do not result in a permanent 
exclusion of income for regular tax purposes), can be used as a credit 
against the regular tax in future years. This AMT credit can only 
reduce the regular tax liability to an amount not less than tentative 
AMT. The credit may be carried forward indefinitely, but no carryback 
is permitted.

Table 1. — Confuting the Alternative Minimum Tax

Regular taxable income 
+ AMT adjustment items 
+ AMT preference items
= Tentative AMTI 
+ Book income adjustment
- AMT NOL (limited to 90 percent of AMTI)
- Exemption__________________________
= A M n
X 20 percent_________________________
= Tentative AMT before credits
- AMT Foreign tax credits______________
= Tentative AMI
- Regular tax (net of foreign tax credits) 
= ANTT (minûium tax)^

În tax years after 1989, the adjusted current earnings adjustment will 
replace the book income adjustment.
^nder stringent limitations the AMT (minimim tax) may be reduced by the 
investment tax credit.
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AMT Adjustment Items

Because certain items are valued differently for the AMT and for 
regular tax purposes, adjustments act as an averaging device to avoid 
being taxed twice on the same income. Consequently, adjustments are 
distinguished from preferences in that sometimes adjustment items may be 
positive and at other times negative. Preferences are always positive, 
adding the difference between how an item is treated for regular tax 
purposes and under the AMT.

Section fifty-six of the IRC lists the numerous corporate 
adjustments required to arrive at the AMTI. Following are adjustments 
which may be encountered by banking institutions:

Accelerated depreciation on real and personal property placed in 
service after I986 (other than property placed in service after 
1986 that qualifies for a transitional exception to the rules of 
the 1986 Tax Reform Act). This adjustment is not relevant if the 
alternative method of depreciation under the accelerated cost 
recovery system (ACRS) is chosen. The adjustment for real 
property is the amount of r-egjilar tax depreciation over deprecia­
tion on a forty year strai^t-line basis. For personal property, 
the adjustment is the excess of regular tax depreciation over 
depreciation conçiuted using the limited declining balance method 
( times the strai^t line rate) switching to the strai^t line 
method when it results in a larger allowance, as permitted under 
the asset depreciation range (ADR) system. When property acquired 
after I986 (other than transition property) is disposed of, any
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gain or loss for AMT purposes will be computed according to the 
adjusted basis for depreciable property allowed under the minimum 
tax.

AMT Preference Items
Tax preferences are discussed in section fifty-seven of the IRC. 

The preferences most commonly incurred by banks under prior law which 
continue to be treated as preferences under the AMT include:

Reserve method deductions for bad debts in excess of an amount 
computed had the institution maintained its bad debt reserve on 
the basis of actual experience.
The excess of accelerated depreciation over straight-line on real 
property for pre-198? additions.
The Tax Reform Act of I986 adds the following preferences which 

could affect banks:
The portion of the regular tax deduction viiich exceeds a property's 
adjusted basis for which the corporation took a charitable 
contribution deduction.
Tax exempt interest on private-activi ty bonds (non-govemmental 
purpose bonds) issued after August 7, 1986, reduced by an related 
interest expense disallowed for regular tax purposes. An exception 
is provided for interest on bonds issued on behalf of charitable 
and other qualified section 501 (c)(3) organizations as well as

The Tax Reform Act of 1986 mandates a phased-in elimination of 
the reserve method bad debt deduction for banks with assets exceeding 
$500 million. Details of the phased-in elimination are discussed in 
section 585(c) of the IRC.
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bonds refunding pre-lçSô issues. Such private activity AMT issues 
includes bonds financing mass commiting facilities, qualified 
multi-family residential rental projects, facilities to furnish 
water (other than irrigation), and sewage disposal facilities. 

Business Untaxed Reported Profits.
Tax experts agreê  the most significant conponent of the AMT that 

iapacts banking institutions is the business untaxed reported profits 
adjustment. A description of the adjustment is included in section 
fifty-six(c)(1) of the IRC. For years 1987, 1988, and 1989 a book 
inccxne adjustment (BIA) is used to calculate business untaxed reported 
profits. After 1989, the BIA is replaced by the adjusted current 
earnings adjustment.

As described in section fifty-six(f), the BIA is equal to one-half 
of the excess of adjusted net book income over tentative AMTI. The BIA 
is a non-adjustment type preference, as it can never reduce AMTI.

The adjusted net book income is generally the income before 
federal and foreign income tax (state and local taxes are allowable 
deductions in determining adjusted net b<x)k income) as shown in the 
taxpayers "applicable finaneial statement." If foreign income taxes are 
deducted rather than used as ciedits, such taxes reduce the adjusted net

Lloyd G. Ator, Jr. and Paul Claytor, "Commercial Banking and the 
TRA," Journal of Accountancy 1Ô3, no. 4 (April 1987):107; James W. 
Haugh, "The Inpact of Tax Reform on Banks," Magazine of Bank 
Administration 62, no. 11 (November 1986):8; William A. Rogprs and 
Jeffrey M. Herman, "Banks and the New Alternative Mininum Tax," Bankers 
Monthly 103, no. 12 (December 1986):15, Steve Twersky, "Tax Exenpts of 
Little Value While Paying Alternative Mininum Tax" (Menphis: First 
Tennessee Financial Services Group, 30 January I989), photocopied.

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



101

book income. Corporations having more than one financial statement, the 
"applicable" statement for establishing net book income is chosen on the 
following priority system:

1. Financial statements filed with the SEC
2. Certified audited income statements used for credit purposes,

to report to shareholders, or for any other substantial nontax 
purpose

3- Financial statements provided to federal or state governments
or agencies

4« A noncertified report or financial statement used for credit
purposes, sent to shareholders, or used for any other
substantial nontax purpose

The net book income is the income or loss reported on the 
applicable financial statement regardless of whether or not such amount 
is taken into consideration for other federal income tax purposes. Book 
income includes all tax-exenpt interest, consequently, the BIA is 
particularly detrimental to the banking industry which has historically 
been a major holder of tax-exenpt securities. Banks will not only be 
subject to bond interest as a 100 percent preference if it is of the AMT 
variety, all other tax-exempt interest will be calculated in the BIA 
(i.e., one-half of book income over the tentative AMTI). Another item 
vdiich may typically increase net book income above tentative AMTI are 
dividends received for which a regular tax deduction is allowed.

Starting in 1990, the BIA will be replaced. The new adjustment, 
adjusted current earnings (ACE), increases (or unlike the BIA decreases)
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AMTI hy 75 percent of the difference between ACE and tentative AMTI.
The BIA and ACE totals remain virtually identical for banks, with the 
main factor in 1990 being the excess rate will rise from 50 to 75 
percent.̂

Inpact of the AMT on a Banking Institution's Tax Position 
The Basic AMT Calculation

Investments in tax-exenpt seciur’ities will generate potential AMTI 
throu^ the business untaxed reported profits adjustment. This 
possibility constitutes the commercial banks' greatest exposiu'e to tiie 
AMI.̂  Therefore, the illustration in table 2 is a basic exanple, 
assuming tax-exempt income as the only adjustment item (with no AMT 
issues) and displaying its affect on a banking institution's tax bill.

As a general rule of thumb, for pre-1990 years, banks will be 
subject to the AMT when tax-free income exceeds 58-3 percent of book

7income. In table 2, Bank B carries book income of $1,000,000 for the 
year with $583,333 in tax-exempt income, the break-even point where no 
AMI (minimim tax) is paid. Accordingly, regular income tax and the 
tentative AMT for Bank B are equal at $141,667.

Bank A assumes a sizable proportion of tax-exenç)t income at 
$650,000 with book income of $1,000,000. The institution is subject to

BIA and ACE total calculations should be treated similar for case 
analysis. The minute discrepancies are detailed in section fifty-six(g) 
of the IRC.

Âtor, "Commercial Banking and the TRA," 107.
7Twerslqr, "Alternative Mininum Tax."
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the hitler AKfT of $135,000 versus the regular income tax of $119,000, 
resulting in an AMT (mininum tax) to be paid of $l6,000.

Finally, Bank C posits a scenario where tax-exenpt income totals 
only $300,000, with book income of $1,000,000. The tentative AMT of 
$170,000 is of no significance to Bank C which is subject to the higher 
regular income tax of $238,000.

Consequently, as evidenced by the illustrations, not all banking 
institutions will be subject to the AMT. Those generating a high 
percentage of tax-free income to book incone (58.3 percent and above) 
will most likely be affected by the AMT.

Table 2.— The Affect of Tax Exenpt Holdings on the Tax Bill

Bank A Bank B Bank C
Book income 
Tax-exenç)t income 
Taxable income

$1,000,000 
-650,000 

$ 350,000
$1,000,000 
-583,333 

$ 416,667
$1,000,000 
-300,000 

$ 700,000
Regular tax 
(34 percent)

$ 119,000 $ 141,667 $ 238,000

Book income 
Tentative AMTI 
Excess

$1,000,000 
-350,000 

$ 650,000
$1,000,000 
-416,667 

$ 583,333
$1,000,000 
-700,000 

$ 300,000
BIA (50 percent of 

excess) 
Tentative AMTI 
AMTI

$ 325,000 
350,000 

$ 675,000
$ 291,667

416,667 
$ 708,334

$
$

150.000
700.000
850.000

Tentative AMT 
(20 percent) $ 135,000 $ 141,667 $ 170,000

AMT (minimum tax) 
to be paid
(Tentative AMT less
regular tax) $ l6,000 $ 0 None
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A major point bankers must remember is that once the AKfT does apply 

the banking institution assumes a 20 percent marginal tax. Additional 
taxable income would be taxed at a 20 percent rate with municipal income 
taxed at half this rate. Hence, supposedly tax-free securities would be 
taxed at a 10 percent (20 percent x 50 percent) rate.

Beginning in 1990, the AMT situation for banks is intensified when 
the ACE takes effect with an excess rate of 75 percent. As the general 
rule of thumb, institutions will then be subject to the AMT when

g
tax-free income exceeds only 48.3 percent of book income. Once the AMT 
does apply, the so called tax-free securities would be taxed at a 15 
percent (20 percent x 75 percent) rate.
A Comprehensive AMT Computation with Credit Carryforward

Table 3 illustrates Bank D's book and regular income tax 
calculations for 1988. During the year Bank D reported $400,000 of 
tax-exenpt interest earned from post-August 7, 1986 private activity 
bonds plus an additional $10,000,000 of interest derived from municipal 
bonds. The difference between the bank's book and regular tax 
calculations for depreciation totaled $300,000. An amount of $2,000,000 
was the dividends received deduction taken for tax, but not book 
purposes. Finally, a total of $1,550,000 in miscellaneous timing 
differenceŝ  accounted for the difference in book income of $18,800,000 
and regular taxable income of $4,550,000.

Îbid.
9Tax law permits some items to be reported in different periods 

for taxable income than usually recognized in financial statements. For 
exançle, rent collect in advance is generally included in taxable income 
earlier than it is included in financial reporting income.
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Table 3«— Book and Taxable Income Computation for Bank D

Book income before Federal income tax $18,800,000
Tax-exenpt private activity bond interest (400,000)
Other tax-exençt bond interest (10,000,000)
Excess of tax over book depreciation (300,000)
80 percent dividends received deduction (2,000,000)
Other timing differences (l,550,000)
Taxable income $ 4,550,000

The conçxitation of Bank D's AMT is exhibited in table 4» Follow­
ing are the adjustment/preference items added to regular taxable income 
to derive the AMTI of $12,025,000: $300,000 of adjusted depreciation,
$400,000 of interest earned from private activity issues, and $6,775,000 
from the BIA. At the 20 percent rate the gross AMT conçûtes to 
$2,405,000.

Bank D's total tax liability is $2,405,000. The AMT (minimum tax) 
paid is $858,000, the amount in excess of the $1,547,000 regular tax 
liability.

As a general rule, the AMT (mininum tax) to the extent that it is 
paid as a result of deferral preferences— but not from preferences that 
result from permanent exclusion of income for regular tax purposes— may 
be used as a credit against the regular tax in future years.This 
rule is only violated when the credit includes one or more items of 
exclusion in its base and the AMT (mininum tax) is still less than the 
sum of deferral preferences times the AMT 20 percent rate.

^̂ Investment tax credits never reduce the AMT (mininum tax) for 
credit carryforward purposes.
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Table 4*— AMI Income Tax Ccnqxitation for Bank D

Reccnçxited fMI for 
Regular_____ AMT____exclusion items

Regplar taxable income 
Adjustment/preference items 
Depreciation
Tax-exempt private activity 
bond interest

$4,550,000 $4,550,000
300.000
400.000

$4,550,000

400,000
AMTI before BIA 
BIA
50 percent x ($l8,800,000-

$5,250,00)

- 5.250.000

6.775.000

4,950,000

Regular taxable income $4,550,000
AMTI $12,025,000 $4,950,000
Regular tax (34 percent) 
Gross AMT (20 percent)

$1,547,000
$ 2,405,000 $ 990,000

AMT (minimum tax) 858,000 _ $0 ®
Total tax liability 
AMT credit carryforward 
(AMT of $858,000-recomputed 
AMT of $0)

$2,405,000 

$ 858,000

$ 2,405,000

T̂he reconçxited AMT (miniinim tax) is any positive amount resulting from 
the recomputed gross AMT less the regular tax. The recomputed AMT 
(minimum tax) equals zero because the recomputed gross AMT of $990,000 
is less than the regular tax of $1,547,000.

Common deferral preferences include those related to depreciation, 
bad debts, and the BIA adjustment. The exclusion preferences vbich may 
be encountered by banks are the appreciated property charitable 
deduction and tax-exempt interest from private activity bonds. The 
BIA is not treated as an exclusion item, even though it may include 
permanent differences between regular taxable income and AMTI, namely 
the dividends received deduction and tax-exempt bond interest. After 
1989, vdïen the BIA is replaced by the ACE, tax-exempt interest and the
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dividends received deduction along with other excludable income portions 
of the preference, will be classified as exclusions.

The AMT credit carryforward is calculated by subtracting from the 
AMT (mininum tax) paid, the amount of reconputed AMT (mininum tax) that 
would be payable had only exclusion items been taken into account. The 
only exclusion item for Bank D was $400,000 of tax-exençt private 
purpose interest; consequently, the reconçuted AMT (mininum tax) for 
exclusions totaled zero because the reconputed gross AMT is less than 
the regplar tax. Therefore, the entii-e AMI (mininum tax) of $858,000 is 
a credit carryforward.

The entire AMT (minimum tax) is carried forward despite the fact 
that the exclusion item of $400,000 of private purpose interest is 
totaled in the base. The basis of this occurrence is illustrated by 
applying the alternative method of confuting the AMT credit, a 
calculation Wiich will always be satisfied. The AMT credit carryforward 
is the lessor of : the total of deferral preferences times the AMT rate
of 20 percent; or the actual AMT (mininum tax). The deferral 
preferences of $7,075,000 ($300,000 of adjusted depreciation plus 
$6,775,000 for the BIA) times 20 percent equals $1,415,000. The actual 
AMT (mininum tax) of $858,000 is the lessor of the totals, and the 
previously derived correct credit.

The AMT credit can only reduce the regular tax liability to an 
amount not less than tentative AMT. While the credit may not be carried 
back, it may be carried forward indefinitely. In the event that the AMT 
credit can be utilized it will restore a portion of the regular tax 
benefits lost to the AMI.
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Net Operating Losses

NOLs for AMT purposes are calculated by subtracting tax preference 
items from the regular tax NOL. An alternative mininum tax net 
operating loss (AMT NOL) cannot offset more than 90 percent of the AMTI.

As an illustration, assume a bank has a I988 regular taxable 
income of $100,000. Its deductions for the year total $125,000, of 
vdiich $20,000 are preference items. The bank's NOL for regular tax 
purposes is $25,000; however, the AMT NOL equals $5,000 ($25,000 regular 
NOL-$20,000 preference items).
Foreign Tax Credits

The alternative mininum tax foreigu tax credit (AMT FTC) may be 
used to reduce the AMT; however, the AMT FTC cannot offset more than 90 
percent of the tentative mininum tax (confuted before any adjustments 
for the AMT NOL). Consequently, neither the AMT NOL nor the AMT FTC, 
either separately or combined, may reduce the AMT by more than 90 
percent. FTC carryforwards are permitted for excess amounts.

To determine the extent to vdiich FTCs may offset AMTI the 
following calculation is applied:
(Foreign source AMTI X AMT before credits) X 90 percent maxinum FTC offset 
( Total AMTI )
As the equation illustrates, items of tax preference must be sourced as 
dranestic or foreign. For the BIA, the amount will be considered from 
domestic sources in the same ratio, as all other alternative minimum 
taxable income for the taxable year is from sources within the U.S. 
Beginning in 1990, items included in ACE will be sourced on an item- 
by-item basis.
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Table 5 illustrates the use of the ANTT FTC for Bank E. The 

tentative AMT before the AMT FTC is $500,000, less the maxinum AMT FTC 
offset of $122,727» resulting in an AMT of $377>273* It is inçxjrtant to 
note that the maximum AMT FTC deduction is permitted because it does 
place the AMT below the acceptable floor limitation of $110,000. With a 
tentative AMT before the application of any AMT NOL of $1,100,000, the 
AMT floor is calculated to make sure that the FTC does not reduce 
tentative AMT below 10 percent of this amount.

Table 5*— AMT Foreign Tax Credit Conçxitation for Bank E

Bank E carries $5,500,000 in AMTI of which $1,500,000 is from foreign 
sources. The institution incurred an ANTT NOL of $3,000,000 plus $300,000 
of regular FTCs.
AMn before NOL $5,500,000
AMT NOL deduction

Maxinum AMT NOL allowable (90 percent X 5,500,000=4,950,000)
AMT NOL 3,000,000 -3,000,000

AMTI 2,500,000
AMT rate X  20%
Tentative AMT before AMT FTC 500,000
Maximum AMT FTC offset (1,500,000 X 500,000) X 90 percent = -122,727

(5,500,000 )

Limitation without regard to AMT NOL 
AMTT $5,500,000
AMT rate x______ 20%

1,100,000 
Limitation rate x______ 10%
AMT floor $ 110,000* ________

AMT $ 377,273

*The maxinum AMT FTC is permitted because it does not place the AMT 
below the floor limit.

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



110
Investment Tax Credit

The regular investment tax credit (ITC) is repealed for property 
placed in service after January 1, 1986; however, ITC carryovers frxxn 
pr̂ -1987 years may offset up to 25 percent of tentative AMT. Fuii.her- 
more, the ITC, when combined with the AMT NOL and the AMT FTC, cannot 
I'educe the tentative AMT to an amount lower than 10 percent of the 
tentative AMT without regard for the AMT NOL and AMT FTC.

As a basic illustration, assume a banking institution has a 
regular tax of $0 and a tentative AMT before credits of $450,000. The 
bank may use up to $112,500 of ITCs (25 per-cent x 450,00)), vdiich would 
reduce the AMT liability to $337,500. The AMT (minimum tax) credit for 
carryforward purposes total the entire $450,000 (assuming all deferral 
preferences) because as previously discussed the ITC may never reduce 
the minimim tax credit.

Planning Strategies to Cope with the AMT 
The AMT definitely conplicates a banking institution's tax 

planning. "Even where AMT is due entirely to deferrals, and can 
ultimately be recouped thr-ough AMT credit carr-yforwar-ds, there will be 
a tax prepayment ccmpared to the regular tax system. . . . The task of 
preparing quarterly estimated tax payments is more conplex under TRA 
[Tax Reform Act], requiring estimates of both AMT and regular tax 
incomes. Corporations er^irg in predicting the irx:idence of AMT for a 
given year may end up substantially overpaying estimated taxes. Others
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who fail to consider an AMT situation may be faced with significant 
underpayment penalties^^

Banking institutions mist attenpt to avoid the AMT or to at least 
minimize the overall negative tax effects. Some imqportant strategies 
for AMI planning follow:

(1) Banks subject to the AMI will pay tax on taxable obligations 
at a marginal rate of 20 percent. Many institutions vdiich have paid the 
AMT in earlier years may choose wise investments in taxable obligations 
to utilize prior years' AMI credits against the regular tax.

(2) Banks may choose to maintain a portfolio of tax-exenpt 
securities, predominated with municipals acquired on or before August 7, 
1986 or "bank-qualified issues (both hi^ yielding because they are 
permitted an interest expense deduction), at a level where gross AMT 
just equals the regular tax. When an institution would otherwise be 
subject to the AMI, selling the lower-yielding nunicipals is advised.

Mike Heflin, Manager of the Financial Services Group for First
Tennessee bank ($5 billion assets), maintains that when banks anticipate
being subject to the AMT, selling the lower-yielding mmicipal bonds is

12the most predominate strate©r enployed. The tax equivalent yields on 
nunicipals for Bank F, which is in a hypothetical 20 percent tax bracket 
and Bank G, whicli is subject to the AMI are displayed in table 6. As

^̂ Joseph H. Anthony, "The New Corporate Alternative Minimum Tax," 
CPA Journal 57 (December 1987)‘•73.

^̂ Mike Heflin, "Coping with the Alternative Mininum Tax" (Menphis: 
First Tennessee Financial Services Croup, 30 September I986), 
photocopied.
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shown, the tax equivalent yields are notably lower for Bank G due to the 
AMI. Not only is Bank G in a 20 percent tax bracket but the institution 
mist pay a 10 percent effective tax rate on municipal securities.

If a bank anticipates an AMT situation, the municipal yields which 
will be sold may vary according to market conditions. For exanple, the 
tax equivalent yield on a 7 percent mmicipal is only 7*88 percent when 
the bank is subject to the AMT. With April 3, 1989 Treasuries at 8.87 
percent for the thirteen week bill and 8.84 percent for the twenty-six 
week security, funds could be put to more effective use in taxable 
securities.

(3) If a bank anticipates it will be in an AMT position only 
tençxirarily, the institution should, if possible, avoid incurring the 
AMT liability due to exclusion preferences. If such preferences can be 
moved into the regular tax year or the AMT can be avoided by 
accelerating income, the preferences will escape taxation. In the 
following exanple vdiich illustrates the situation. Bank T assumes 
private activity tax-exempt interest as the exclusion preference:

In 1988, T has regular taxable inccxite of zero and $100 of AMTI, 
the difference representing $100 of tax-exenpt interest on private 
activity bonds. In I989, T has $500 of regular taxable income and 
$600 of AMTI, the difference again being attributable to tax-exenpt 
interest. If T does nothing, in 1988 it will owe tax of $20 (20 
percent x $100), and in I989, tax of $170 ($500 x 34 percent, Wiich 
is greater than $600 x 20 percent). No MTC [mininum tax credit 
carryforward] will be available from I988 because tax-exenpt 
interest is an exclusion preference, so the total tax T pays over 
the two-year period will be $190 ($20 + $170).

If T is able to accelerate $200 of income from 1989 to 1988, 
however, the additional $20 of tax paid on the tax-exenç»t interest 
will disappear. In such case, the tax in 1988 would be $68 (because 
$200 X 34 percent is greater than the AMT of $300 x 20 percent) and 
the tax in 1989 would be $102 (because $300 x 34 percent is greater 
than $400 X 20 percent). The total tax paid wmild thus be only $170
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($68 + $102), exactly 34 percent of regular taxable Income over the 
two-year period.

Table 6.— Tax Equivalent Yields for Municipal Securities

Tax equivalent yield
Tax-free yield Bank F (20 percent bracket) Bank G (Subject to AMT)

4.0 percent 5.0 percent 4.5 percent
5.0 6.25 5.63
6.0 7.5 6.75
7.0 8.75 7.88
8.0 10.0 9.0

Source: Mike Heflin, "Coping with the Alternative Mininnm Tax"
(Maqphis: First Tennessee Financial Services Group, September 30, I986), 
photocopied.
Note: Calculations assume nnnicipal securities do not carry an interest
expense deduction.

Conclusion
Under the Tax Reform Act of I986 banks must ccmçxite their AMT 

taxable base vdiich includes items of econcxnic income, many of which are 
not included in regular taxable income. A 20 percent tax rate is levied 
on the AMT income to derive the AMT. Banks mist calculate both their 
AMT and their regular inccxne tax and will be subjected to the greater of 
the two amounts.

For banking institutions the most commonly incurred item of the 
AMT is tax-exenpt income. Generally, banks will be affected by the AMT 
when tax-free inccxne exceeds 58.3 percent of book income. Once the 
AMT applies, the bank is in a 20 percent marginal tax bracket with

13Jay H. Zimbler, "The Corporate Alternative Minimim Tax: Another
Look," Taxes 65, no. 12 (December 1987):853«
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supposedly tax-free income taxed at an effective 10 percent tax rate, 
one-half the marginal rate. The situation is aggravated due to tax law 
changes as of year 1990 when institutions will be subject to the ANTT 
when tax-free income exceeds only 48.3 percent of book income; 
consequently, when in the AMT, tax-free securities will be taxed at an 
effective 15 percent rate.

Clearly, the predominate strategy by banking institutions has been 
the selling off of lower yielding nunicipals when subject to the ANTI. 
Prior to tax reform changes in 1985, banks held 35 percent of the 
niinicipal market. As the inpact of tax reform was phased in, banks 
lowered their holdings of nunicipals to a substantially lower 17 percent 
of the market for first quarter 1990. While not all banks have been or 
will be subject to the AMT, the overwhelming majority of banks have 
found the AMT to have a significant inpact on tax planning. It is 
likely that the banking industry will liquidate the nunicipal portfolio 
even further in an attempt to avoid the AMT as we enter the 1990 tax 
year and the minimum tax liability on nunicipal securities becomes even 
more burdensome.

Questions
1. First City Bank carries $5,950,000 in AMTI for tax year 1988. The 

institution inquires by vhat dollar amount could a FTC reduce the 
AMT?

2. Second City Bank is beginning to prepare its 1989 tax returns and 
is interested in knowing if it will be permitted an AMT credit.
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During 1989, Second City reported the following:
(1) The amount of $1,226,400 was the dividends received deduction 
taken for tax, but not book purposes.
(2) The difference between Second City's book and regular tax for 
depreciation totaled $175,000.
(3) The amount of $212,296 was used as an appreciated property 
charitable deduction.
(4) The total of $550,000 of Post-August 7, 1986 private activity 
bond interest was tallied.
(5) An amount of $575,079 of other nunicipal bond interest was 
shown.
(6) Book income before Federal income tax was $3,256,974 with 
taxable income at $518,199-

3. In 1989 Third City Bank has $10,500,000 in AMTI before any NOL.
For the year the bank has AMT NOLs totaling $11,633,000. 
Consequently, the banking institution believes it will have no 
tentative mininum tax liability because it plans to use all the 
AMT NOLs to offset AMTI. The bank requests your assistance in 
preparing the 1989 tax return.

4. In early 1991, the accounting officer at Fourth City Bank, Wilfred 
Charles, projects estimates for book income for the tc ix  year 1991- 
From careful analysis Mr. Charles forecasts the following 
scenarios :
(1) The optimistic scenario of $3,000,000 book income has a 25 
percent chance of occurrence.
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(2) The most likely scenario of $2,525,000 book Income has a 50 
percent chance of occurrence.
(3) The pessimistic scenario of $1,950,000 book income has a 25 
percent chance of occurrence. He also reveals that tax-exenç>t 
income is forecasted to remain roû ily the same under all 
conditions at $1,400,000.
Mr. Charles, familiar with how gravely the AWT can affect a bank's 

tax bill, is most anxious for your opinion as to Fourth City's probable 
AMT situation. He divulges select information:

(1) Fourth City's nunicipal portfolio is mainly composed of three 
very large issues, a low 4*4 percent nunicipal and a 6.5 and 7.2 
percent issue.
(2) The newly issued thirteen week Treasury bills went at 7.16 
percent with twenty-six week bills at 7.05 percent.
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QUESTION 1: First City Bank

$5,950,000 ANtn
X .20 AMT rate
$1,190,000 Tentative AMT before AMT NOL or AMT FTC

In the absence of AMT NOLs or AMT FTCs, First City's tentative 
minimmi tax liability would equal $1,190,000.

The FTCs cannot be used to reduce the liability to less than 
$119,000 vdiether or not First City has any AMT NOLs. This is due to the 
law that FTCs cannot offset more than 90 percent of the tentative minimum 
tax, with regard to FTCs and AMT NOLs.

QUESTION 2; Second City Bank

Table 7»— Book and Taxable Income Conçiutation for Second City Bank

Book income before Federal income tax $3,256,974
Tax-exenpt private activity bond interest (550,000)
Other tax-exenpt bond interest (575,079)
Excess of tax over book depreciation (175,000)
80 percent dividends received deduction (1,226,400)
Appreciated property charitable deduction (212,296)
Taxable income $ 51̂ ,199
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QUESTION 2: (continued)

Table 8.— AMT Income Tax Computation for Sec<xid City Bank

Reccmputed AMT 
Regular_____AMT_____ for exclusion items

Regular taxable income $5X8,199 $ 5X8,199 $ 518,199
Adjustment/preference items

Depreciation —  175>000
Tax-exenpt private activity
bond interest —  550,000 550,000
Appreciated property
charitables deduction — ____  212,296 212,296
AMTI before BIA 1,455,495 l,2 8 o ,4 9 5

BIA
50 percent x
($3,256,974 - $1,455,495) -- 900,740

Regular taxable income $5X8,199
AWn $2,356,235 1,280,495
Regular tax (34 percent) $176,188
Gross AMT (20 percent) —  $ 471,247 $ 256,099
AMI (minimun tax) 295,059 — 79,911 ($256,099
Total tax liability $471,247 471,247

-176,188)

AMT credit carryforward $215,148
(AMT of $295,059-recmputed 
AMT of $79,911)
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QUESTION 2: (continued)

This calculation may be verified by the alternative fomula. The 
AMT credit carryforward is the lessor of: the total of deferral 
preferences times the AMT rate of 20 percent; or the actual AMT (mininum 
tax).

The PMI (mininum tax) is $295,059. The deferral preferences of 
$1,075,740 ($175,000 of adjusted depreciation plus $900,740 for the BIA) 
times 20 percent equals $215,148, the lessor amount and the AMI credit.

QUESTION 3: Third City Bank
Thir^ City Bank is incorrect. The NOLs cannot offset more than 90 

pereent of AMTI, consequently only $9,450,000 of the $11,633,000 AMT 
NOLs are permitted. As exenplified, the bank incurs a tentative AMT of 
$210,000 for 1989.

AMTI before NOL $10,500,000
Maxinum AMT allowable
(90 perx:ent x $10,500,000) -9,450,000

AMTI 1,050,000
AMI rate x_______W  percent
Tentative AMT $ 210,000

QUESTION 4: Fourrth City Bank
Clearly, Mr. Charles should prepare a strategy to thwart, the 

detrimental inpact of the AMI. As shown in table 9, under the most 
likely and pessimistic scenario the institution will be paying AMI. 
Only under the optimistic scenario, which has only a 25 percent 
probability of occurrence, will no AMT arise. A wei^ted average 
indicates an AMI bill of $59,500:
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optimistic + most likely + pessimistic
.2S($0) = .50($52,500) + .25($133,000)=$59,500
$0 + $26,250 + $33,250

The data in table 10 displays the tax equivalent yields for Fourth 
City's nunicipals portfolio. Recall, beginning in 1990 the AMT 
situation for banks is aggravated when the excess rate junps frcxn 50 to 
75 percent. Consequently, vhile so called tax-free securities were being 
taxed at a 10 percent (20 percent AMT x 50 percent excess) rate, in 1990 
and after banks have to pay a 15 percent (20 percent AMT x 75 percent 
excess) rate on nunicipals. The 7.2 nunicipal yielding a 7-65 tax 
equivalent rate in an AMT situation is a better investment than the low 
7 percent Treasuries on the market.

The very low 4-4 municipals only yield 4*68 in a tax equivalent 
AMT portfolio. As cunent Treasury rates indicate, there are much
better investments on the market. Fourth City would be wise to sell the
securities, invest elsewhere, and lessen the AMT bill.

Fourth City should be advised to hold on to the mid rate 6.5 
nunicipals, at least until Mr. Charles has determined that the 
nunicipals can all be placed in higher yielding instruments. These 
nunicipals with a 6.91 tax equivalent rate in an AMT situation are very 
close to the low 7 percent Treasuries on the market.

Mr. Charles did not divulge the dollar conposition of the 
nunicipal portfolio vdiich makes it nuch more difficult to determine the
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effect of each security on the AMT situation. Clearly, however, the 
4.4 municipals are extremely low and based on the limited information 
should be sold.

Table 9*— Fourth City's Tax Bill, 1991

Optimistic Most Likely Pessimistic

Book income 
Tax-exempt income

$3,000,000
-1,400,000

$2,525,000
1,400,000

$1,950,000
-1,400,000

Taxable income 1,600,000 1,125,000 550,000
Regular tax 
(34 pei"cent ) $ 544,000 $ 382,500 $ 187,000

Book income 
Tentative AMTI 
Excess

$3,000,000
-1,600,000
1,400,000

$2,525,000
-1,125,000
1,400,000

$1,950,000
550,000

1,400,000
ACE (75 percent of 
excess)

Tentative AMTI 
AMTI

1.050.000
1.600.000
2.650.000

1.050.000
1.125.000
2.175.000

1.050.000 
550,000

1.600.000
Tentative AMT 
(20 percent) $ 530,000 $ 435,000 $ 320,000

AMT (mininum tax) 
to be paid 
(Tentative AMT less 
regular tax) $ None $ 52,500 $ 133,000
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Table 10.— Fourth City's Tax Equivalent Yields for Municipal
Securities, 1991

Tax-free yield Tax equivalent yield (20% X 75%)
20 percent bracket Subject to AMT at 15 percent

4.4 percent [.044 =] 5*5 percent
[I-.2 ]

[.055 (l-.15)=] 4-68 percent

6.5 8.13 6.91

7.2 9.0 7.65

Note: Calculations assume nnnicipal securities do not carry an interest
expense deduction.
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CHAPTER 6
STRATEGIC AUDIT: CNB BANCSHARES, INC.

Citizens National Bank̂  at $1.3 billion in assets, is Evansville, 
Indiana's second largest banking institution. Mr. H. Lee Cooper, the 
bank's Chairman and Chief Executive Officer, is keenly aware of the 
intensely cooç)etitive situation in the banking industry and the 
Evansville community in particular.

Mr. Cooper believes that by hiring you as an independent 
consultant, as an outsider you may be able to pinpoint trouble areas 
that his own staff has not identified. Last year. Cooper requested the 
in-staff work management department prepare a performance evaluation of
each banking department, and was disappointed by the lack of
constructive suggestions.

You are commissioned to perform a financial ratio analysis on the 
bank as well as produce a listing of specific recommendations to 
heighten the overall performance of the institution. Specifically,

(1) Analyze CNB's financial position to evaluate the bank's
current condition, future opportunities, and how it conpares to
other banking institutions of similar size.
(2) Examine CNB's management and internal organization, relevant 
issues in the banking industry, and societal factors affecting the 
industry. Given these conditions, discuss how CNB should plan for 
the future.

128
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Business Background

CNB Bancshares, Inc. (CNB) is a regional interstate bank holding 
con̂ pany, serving portions of Indiana, Illinois, and Kaitucky throu^ 7 
subsidiary banks, 31 banking locations and 705 enployees. CNB's lead 
bank is Citizens National, located in Evansville, Indiana.

Evansville, population 136,885, is an industrial ccirnunity 
commonly referred to as "plastics country" because of the large number 
of plastic firms operating in the area. The city is located in 
southwestern Indiana, bordering the Ohio River, just five miles frcxn 
Kentucky and thirty miles from Illinois.

In 1984 Indiana passed a regional reciprocal interstate banking 
pact. The Indiana regional reciprocal law stated that bank holding 
conpanies from Illinois, Kentucky, Michigan and Ohio could acquire its 
banks and bank holding ccmpanies if these states reciprocated.
Recently, the Indiana law was extended to include the states of Iowa, 
Missouri, Pennsylvania, Tennessee, Virginia, West Virginia and 
Wisconsin.̂  Indiana initiates national reciprocity beginning July 1,
1992.

As shown in table 1, the conpany has acquired six banks in the 
immediate Indiana and Kentucky area since the passage of the 
legislation. All current subsidiary banks are within sixty miles of lead 
bank Citizens National. An additional acquisition, Shively Bancshares

Iowa has no interstate banking legislation. Missouri has a 
regional reciprocal pact vdiich does not include Indiana. Virginia and 
Pennsylvania have regional reciprocal pacts which do not include 
Indiana, but national reciprocal banking begins March 4> 1990. 
Wisconsin and Tennessee do permit regional reciprocal banking with 
Indiana vdiile West Virginia allows national reciprocal banking.
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Corporation, located just outside Louisville, Kentucky, is pending. 
Louisville has a population of 750,000, and is sli^tly over one-hundred 
miles from Evansville.

The community of Evansville is served by three strong national 
banks, all have operated in the city for over a century, including 
Citizens National which originated in 1874. National City Bank, which 
began operations in I85O, is the smallest in asset size of $480 million. 
The management of National City is hi^ly conservative and has pursued a 
reflective acquisition strategy, with three subsidiary banks. Old 
National Bank, dating from 1834, is the city's largest at $2.1 billion 
in assets. It is also the most aggressive in acquisition growth with 
thirteen subsidiary banks. The holding company for Old National was an 
instrumental force in lobbying for passage of the Indiana interstate 
banking legislation.

CNB is centered between the banks on both acquisitions and asset 
size. In I988 CNB reached a record level of assets of $1.287 billion. 
Deposits topped $1,043 billion vdiile loans and net income were $718 
million and $13 million, respectively. CNB's return on assets of 1.09 
percent was among the best in its peer group.

CNB'8 corporate mission is to provide a complete line of banking 
services for its customers. The following brief description in CNB's 
recent Investment Profile overviews its strategy formulation:

CNB's strategy is to achieve growth by acquisition and 
by increasing the market share of its subsidiary banks.
Consistent increases in earnings have been achieved through an 
emphasis on loan quality, above average fee revenue and strict
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control of overhead expenses. CNB has no foreign loans in keeping 
with a policy of direct leading activity to markets from which 
deposits are drawn. CNB's goals are to deliver um>aralleled service 
to customers and superior return to shareholders.

2CNB Bancshares. Inc. Investment Profile (Evansville, Indiana: 
Citizens National Bank, I989).
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Table 1.— CNB Corporate Organization

Offices
Lead Bank:

The Citizens National Bank of 
Evansville, Indiana, Established 
in 1874- Holding company formed 
in 1984.

Banks acquired:
1986 Posey County National Bank, Mt.

Vernon, Indiana (Posey Bank)
Peoples Bank & Trust Company, 
Madisonville, Kentucky (Peoples Bank)

1987 Farmers National Bank, Princeton,
Indiana (Farmers Bank)
Wabash Valley Bank, Vincennes, Indiana 
Name later changed to Citizens Bank of 
Vincennes

1988 Haubstadt State Bank, Haubstadt, Indiana
Farmers Bank & Trust Conpany, Wadesville, 
Indiana (Wadesville Bank)

1989 Bank of St. Helens, Shively, Kentucky
(Pending)

12

Assets
(Millions)

$849

3
1

70

120

64

30
44

114

40
Other subsidiaries:

Citizens Information Systems, Inc., data processing 
subsidiary, serving over thirty banks and numerous 
other businesses.
Citizens Investment Conpany, Inc., leasing subsidiary.

Services provided:
Commercial and retail banking, electronic funds transfer 
networking, trust services, discount brokerage, mortgage 
lending and servicing, cash management services, and data 
processing services.

Source: CNB Banc shares, ly. Investment Profile (Evansville, Indiana:
Citizens National Bank, 1989).
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Strategic Managers

Board of Directors
As shown in table 2, the Board of Directors of CNB is composed of 

sixteen people— six inside and ten outside directors. The directors are 
divided into three classes, as nearly equal in number as possible, with 
all directors serving three-year terms. Each year at the annual meeting 
a new class of directors is elected.

The average age of a director is fifty-five. He has been on the 
board of CNB (or Citizens National prior to forming the CNB holding 
conpany in I984) since 1979. Together the directors own 2.89 percent of 
CNB. The bank is a publicly traded company on the NASDAQ over-the- 
counter market, listed under CNBE.

Most outside directors head major businesses in the Evansville 
area, which are strong customers of the bank. Citizens National 
representatives hold four inside director seats: Lee Cooper, Chairman
of the Board and Chief Executive of CNB and Citizens National; Bill 
Vieth, President of CNB and Citizens National; Dave Knapp, Executive 
Vice President, Secretary and Chief Financial Officer of CNB and 
Citizens National; and R. J. Brunton, retired Chairman of the Board of 
CNB and Citizens National. The remaining two inside directors represent 
executive management from subsidiary banks, Peoples Bank and Posey Bank.

Traditionally, the board holds ten regular meetings a year.
Outside directors receive a payment of $4,500 per year for their 
services plus $300 per directors' meeting attended. An additional smal1 
fee for participating in committee meetings is awarded.
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A review of CNB annual report information would suggest that the 

board has active participation in strategic management. Board members 
are involved in the review and implementation of key bank decisions.
Bank directors establish and administer an equitable salary and benefits 
program for officers of CNB. Additionally, they make reccmmendations on 
the specific salaries of certain executive officers of the bank. Bank 
directors are responsible for monitoring the accounting, auditing and 
financial practices of CNB and its subsidiaries. They are also involved 
in the commercial loan division of the bank, with certain boaixl menbers 
meeting regularly with loan officers to review loan applications.

Each of the seven sul/sidiary banks has its own board of directors. 
Additionally, each institution retains at least one officer from CNB on 
its board.
Top Management

The executive management structure with Cooper in first position, 
Vieth in second, and Knapp as third, has been in place since 1Ç86. As 
previously mentioned: Cooper is Chairman of the Board and Chief 
Executive of CNB and Citizens National, Vieth is President of CNB and 
Citizens National, and Knapp is Executive Vice President, Secretary and 
Chief Financial Officer of CNB and Citizens National. The I988 
executive conpensation for these three officers is listed in table 3.

The year I986 was one of major changE; for the bank, with the 
retirement of both number one man, R. J. Brunton, and number two man, 
Robert Hargrave. Brunton was the Chaiman of the Board of CNB and

"̂ Mr. Brunton now serves on the Board of Directors of CNB and Posey 
Bank vdiile Mr. Hargrave is a board member of Citizens National.
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Citizens National and Chief Executive of Citizens National. Hargrave 
functioned as President and Chief Executive of CNB and Vice Chairman of 
the Board of Citizens National. Together, this well-respected 
entrenched management team had run the banking institution for years.

The new executive group is an aggressive young management team, 
highly skilled in the banking business. Cooper is just fifty years old 
and has worked for Citizens National for twenty years. Prior to the 
management succession. Cooper was in the number three position at the 
bank as Vice President of CNB and President and Chief Administrative 
Officer of Citizens National. Vieth, forty-seven years old, has worked 
at the bank for twenty-three years. He was formerly the Executive Vice 
President of the Lending Department of Citizens National. Knapp, 
forty-nine years old, was functioning as the Secretaiy of CNB and 
Executive Vice President and Chief Financial Officer of Citizens 
National.

Executive management has a positive working relationship with the 
Board of Directors as well as management in lead bank. Citizens 
National. Each of the acquired banks has its own executive management 
structure and have been permitted to function with relative autonony.

The institution's three executive officers plus two other officers 
have obtained golden paractiute contracts from CNB in the event of change 
of control of the organization, ihe employment agreement with CNB 
provides for a three-year term ccmnencing upon the effective date of any 
future change of control of CNB. "If during the term of the agreement, 
or the one year period prior thereto, the officer's enployment is
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terminated by the Company (other than for cause) or if the officer 
voluntarily leaves the etnplay of the Ccnçiany during the term, the 
agreement provides for a payment to the officer of an amount equal to a 
maxinum of three times the officer's annual authorized base salary.

^CNB Banc shares, Inc. Notice of Annual Meeting and Proxy Statement 
(Evansville, Indiana: Citizens National Bank, 23 March 1969), 6.
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Name
William C. Ayer, 69 
Director of Conpany 
since iç86
David L. Knapp, 49 
Director of Congiany 
since 1986

Jerry A. Lamb, 54 
Director of Company 
since 1983 (Citizens 
National since 1976)
Burkley F. McCarthy, 58 
Director of Conpany 
since 1983 (Citizens 
National since 1966)
Thomas W. Traylor, 49 
Director of Company 
since 1983 (Citizens 
National since 1977)

CLASS I
(Term to Expire 1992)

Principal Occupation(s) 
for Past 5 Years

Chairman of the Board, 
The Peoples Bank

Shares of 
Company Stock 
Beneficially 
Owned as of 

December 3I, 1988

Number Percent
11,850 .18%

Executive Officer of The 
Citizens Bank, currently 
Executive Vice President, 
Secretary, and Chief Financial 
Officer of the Company and the 
Citizens Bank.

6,662 .10%

Industrialist; Prior to 
January, 1985, President of 
Indiana Tube Corp. (manufacturer 
of refrigeration tubing).
President, Fendrich Industries, 9,240 
Industries, Inc. (diversified 
manufacturer).

President, Traylor Bros., Inc. 8,682 
(underground and marine 

construction).

21,413 .33%

.14%

.13%
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CLASS II

Name
August Brogno, 53 
Director of Company 
since 1984
R. J. Brunton, 68̂  
Director of Company 
since 1983 (Citizens 
National since 1964)
Walter R. Brunton, 37*̂ 
Director of Company 
since 1986
H. Lee Cooper, 50 
Director of Company 
since 1983 (Citizens 
National since 1978)

John D. Engplbrecht, 
Director of Company 
since 1983 (Citizens 
National since I98O)

(Term Expiring 1990)

Principal Occupation(s) 
for Past 5 Years

Vice President-Manufacturing, 
Whirlpool Appliance Group, 
Whirlpool Corporation.
Retired; Prior to February, 
1986, Chairman of the Board 
and of the Company and The 
Citizens Bank.
President and Chief Executive 
Officer, The Posey Bank.

Shares of 
Company Stock 
Beneficially 
Owned as of 

December 31, 1988
Number Percent
1,602

16,000

.02%

.2A%

1,765 .0356

Executive Officer of the 
Company and The Citizens Bank; 
Currently, Chairman of the Board 
and Chief Executive Officer of 
the Company and The Citizens Bank.

19,360 .29%

37 President, South Central 17,738 .27%
Comminications Corporation.

^.J. Brunton and Walter R. Brunton are father and son.
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CLASS III
(Term Expiring 1991)

Name
Ronald C. Coleman, 56 
Director of Conpany 
since 1983 (Citizens 
National since 1975)
Wendell L. Dixon, 65 
Director of Conçany 
since 1983 (Citizens 
National since 1973)

Paul C. Fletchall, 70 
Director of Company 
since 1988

Robert L. Koch, II, 50 
Director of Company 
since 1983

William E. Vieth, 47 
Director of Company 
since 1985

Norman P. Wagner, 65 
Director of Company 
since 1983 (Citizens 
National since 1979)

Principal Occupation(s) 
for Past 5 Years 

Retired; Formerly, Manager, 
Warrick Operations, Aluminum 
Company of America.

Shares of 
Company Stock 
Beneficially 
Owned as of 

December 31, 1988
Number Percent 
2,050 .035T

Retired; Formerly, Chairman and 2,808 .04%
Chief Executive Officer,
CrediThrift Financial, Inc.
Mr. Dixon also serves as a 
director of American General Corp.
President, Poseyville 29,236 .44%
Telephone Co. Mr. Fletchall
also serves as a director of
The Wadesville Bank, and President
and Chief Executive Officer of
Posey Bancorporation.
President, George Koch Sons, 20,802 .32$
Inc. (manufacturing). Mr. Koch 
also serves as a director of 
Southern Indiana Gas & Electric Co. 
and Bindley Western Industries.
Executive Officer of the 
Company and The Citizens Bank; 
Currently President of the Company 
and The Citizens Bank.

15,863 .24$

Chairman, President and Chief 
Executive Officer. Southern 
Indiana Gas & Electric Co.

4,012 .06$

Source: CNB Bancshares, Inc. Notice of Annual Meeting and Proxy
Statement (Evansville, Indiana; Citizens National Bank, 23 March 1989), 
2-4 and CNB Bancshares, Inc. Notice of Annual Meeting and Proxy 
Statement (Evansville, Indiana: Citizens National Bank, 14 May1985), 
2-4.
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Table 2.— Continued

îr. Paul C. Fletcliall was elected as a Class III director by the Board 
of Directors at its July, I988 meeting, in accordance with the Agreement 
and Plan of Merger between the Company and Posey Bancorporation (Posey), 
\diich was previously the parent conçany of The Wadesville Bank. That 
Agreement provided that a representative of Posey would serve as an 
additional member of the Conpany's Board after the effective date of 
the merger and at least until the 1991 Annual Meeting of Shareholders.
As of the date of the I989 Annual Meeting, Mr. Fletchall will resign, 
having reached the mandatory retirement age of 70 for Conpany directors. 
The Board of Directors of the Company intends to appoint a successor 
representative of Posey to ser\e the unexpired portion of Mr.
Fletchall's term. The successor shall be chosen from their current 
directors vho were also serving as directors at the time of the merger.

Beneficial Owners Number ^rcent
All Directors as a Group l89,083 2

Table 3*—  Executive Conpensation

1988
Cash Salaries

Individual Capacities in Which Served and Fees
H. Lee Cooper  Chairman of the Board and Chief $ 177,925

Executive Officer of the Conpany 
and The Citizens Bank.

William E. Vieth...... President of the Conpany and 137,700
The Citizens Bank

David L. Knapp........Executive Vice President, Secretary 110,235
and Chief Financial Officer of the 
Company and The Citizens Bank.

Source: CNB Bancshares, Inc. Notice of Annual Meeting and Proxy State­
ment (Evansville, Indiana: Citizens National Bank, 23 March 1989), 6.
Note: The cash ccmpensation table does not include any personal benefit
from automobiles and/or club memberships or insurance benefits vdiich are 
provided for certain officers, including those named above. The amount 
of such benefits for the fiscal year ended December 31, 1988 did not 
exceed the lesser of $25,000 or 10 percent of the conpensation reported 
for each person or for the group as a whole.

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



141
Societal Factors Affecting the Banking Industry 

Aging of Population
Due to better health practices, nutrition and medication the 

lifespan of Americans is increasing. As our population ages, the 
banking industry has an opportunity to provide products and services for 
older adults. Individuals of retirement age often require the safety 
and protection of income in products offered by banks. Investments such 
as bank certificates of deposit (CDs ), vdiich are insured by the FDIC, are 
a nuch more stable investment than the stock or bond market.

CNB has targeted the banking business of individuals fifty-five 
and older by offering the Citizens 55+ Advanta^ Account. This account 
offers participants free personal checks plus a variety of banking 
product discounts.
Economic Outlook

When inflationary pressures are low, banks are extending loans and 
engaging in the host of other activities profitable to the industry. 
Federal Reserve Chairman, Alan Greenspan, has been committed to 
reconciling the objectives of economic expansion with the need to keep 
inflation under control. On July 21, 1989, Greenspan testified in his 
biannual review of monetary policy before Congress. He implied that the 
econony is headed for a moderate slowdown of economic growth, declining 
inflation and interest rates, with the risk of a recession not likely.

Wall Street Journal reporter, Alan Mu'ray reviewed Greenspan's 
testimony:

The Fed chairman's comments were a far cry from his testimony 
at the beginning of the year, \dien he warned of the dangers of
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excessive growth and emphasized the risk of inflati<»i still "remains 
hi^— clearly above our objective" he said "the balance of risk may 
have shifted somevdiat away from greater inflation."

Hie Fed chairman refused to comment directly on plans for 
interest-rate policy in the coming weeks. But his testimyiy made it 
clear that the Fed is poised for further rate reductions.
The Federal Reserve Board and the regional Fed presidents 

collectively predict a slowdown in real GNP growth from forecasted 2.5 
percent in 1989 to 1.5 to 2.0 percent in 1990.̂  The prime rate in 
mid-July 1989 lies at 10.5 to 11 percent. This combined forecast of a 
slowdown in economic growth coupled with possible interest rate 
reductions provides a reasonable outlook for the banking industry.

Althou^ the national economy certainly will affect a bank’s
performance, the strength of a bank's regional economy is of utmost
concern. Indeed, in the 1988 annual report, "Message to Shareholders,"
Cooper and Vieth explain that CNB has continued "to operate within an
environment of regional economic stability that has sufficient

7diversification to resist downtowns and area-wide recession." In an 
article in the Evansville Press following Greenspan's projection for a 
moderate downturn. Cooper said he "expected Evansville to survive the 
expected downturn in the economy without a recession. Nationally, 
consumer spending hatened but the bank's manufacturing customers

Alan Niirray, "Greenspan Predicts Economy Will Slow, Says There's 
Risk of Substantial Downturn," The Wall Street Journal, 21 July 1989, 
sec. A;2(E).

Îbid.
CNB Bancshai^, Inc. Annual Report (Evansville, Indiana: Citizens 

National Bank, 1988), 6.
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haven't felt as nuch of a downturn as expected and the bank's retailers

g
report business has remained strong."

The continued economic strength of the southwestem-Indiana region 
is highlighted by the strengthening of its transportation network. The 
east-west Lloyd Expressway, running through the city of Evansville, was 
ccnçleted in 1988. Work on the I-I64 hi^way connector is near 
conpletion. A new $25 million airport terminal and acccopanying ranps 
at Evansville Regional Airport was opened in January, I989. The new, 
modernized transportation facility is a vast improvement over 
Evansville's small outdated terminal. A sophisticated highway system 
and airport will encourage industrial development and econcmic growth, a 
situation favorable for CNB.
Technologĵ cal Advancements

Technological achievements over the last two decades have made it 
possible for banking institutions to offer a number of new services: 
automatic teller machines (ATMs), automatic wire transfer of funds, and 
automatic deposits and debits. Such technology offers banks an 
opportunity to provide customers more efficient service, and if managed 
effectively to control costs. For example, ATMs and automatic deposits 
and debits used for transactions are more cost-effective than using the 
teller window.

CNB has implemented the new technology available to banks. 
Additionally, since joining the PLUS, Inc. interchange ATM system

g
Mel Runge, "CNB Nets 5'5% Gain in Recent Quarter," Evansville 

Press, 20 July 1989» I6.
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in 1985, customers have been able to access their checking accounts 
nationwide.
Tax Reform

The Tax Reform Act of 1986 dealt a major blow to the banking 
industry. Historically, banks have been a major holder of mmicipal 
securities. The inpetus for banks to purchase mmicipal securities has 
been their federal tax-free income and special deductions for the 
interest expense on money borrowed to purchase or "carry" minicipals.

Under the new rules, banks can no longer deduct interest expense 
for mmicipal issues acquired after August 7, 1986 except for qualified 
issues frcrni "small issuers" not issuing more than $10 million of bonds 
in one year. The act further mandates that interest on private activity 
bonds issued after August 7, 1986 be treated as a tax preference for 
alternative miniman tax (AMT) purposes. Once the AMT applies to a bank, 
the institution is in a 20 percent marginal tax bracket and any 
additional supposedly tax-free securities (regardless of when the 
mmicipal was or will be purchased) will be taxed at 10 percent, one 
half the marginal rate.̂

These new restrictions have caused all banking institutions to 
begin divesting of municipals. Banks now have the challenge of seeking 
the high pre-tax reform returns of municipals elsevdiere in the 
investment market. A review of CNB's financial statement indicates that 
its tax exenpt portfolio has declined significantly from 1987 to I988.

0John T. Lee and Marie Bussing-Burks, "The Impact of Tax Reform on 
Commercial Banks Municipal Investment Holdings" (New Orleans: 
Southwestern Society of Economists, 10 March 1989), 1-2, photocopied.
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Relevant Factors Within the Banking Industry 

New Banking Entrants
The threat of new national or state banking entrants in the 

Evansville area is minimal. The region is served by three national 
banks, four savings banks, three savings and loan associations, and 
sixteen credit unions. One of the many requirements to obtain a 
national or state bank charter is to show a need in the conmmity.
It is doubtful that any need could be shown in a city with a populaticxi 
of 136,885, served by so many financial institutions.
Rivalry Among Competing Banking Institutions

Traditionally, there has been a long standing conçjetition with the 
two largest and most aggressive banks, CNB and Old National, for 
custcHuers. Prior to 1984, there was a limited custcmer base of 
Evansville and surrounding counties for which the banks were conĝ eting. 
CNB, although a consistently hi^ performing bank, always trailed Old 
National in assets and deposit base. Now that Indiana banks can 
purchase banks in certain states, CNB has the opportunity to move into 
new areas which offer expansion and growth potential.
New Products

The passage of the Depository Institutions Deregulation and 
Monetary Control Act of I98O called for a number of changes in the 
banking industry, namely the six year phase out of interest rate 
ceilings on time deposits. By April 1986, all ceilings were lifted and 
banks were permitted to pay market rates on deposits, leveling the 
playing field between banks and other financial services firms.
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CNB offers a wide variety of new CDs. For exanple, in 1988 the 

bank introduced the Step-Up Rate CD which offers a rate increase every 
six months.
New Service

Investment banking may be in the future for the banking industry. 
The Glass-Steagall Act of 1933 prohibited banks from engaging in the 
underwriting and dealing of corporate securities. The year 1988 began a 
major push by the banking industry for the reform of Glass-Steagall, 
arguing that the public would benefit from lower costs due to more 
bidders conyeting to underwrite issues. While bankers are still 
pressing they have not yet been successful in amending Glass-Steagall.

It has been argued by James D. McLaughlin, the American Banker's 
Association (ABA) director of Agency Relations, Trust and Securities 
that "philosophically, Glass-Steagall is already dead. The fight is 
over who will sign the death certificate and w h e n . F o r  the first 
time, in I988 select banks in effect bypassed Glass-Steagall by 
petitioning to the Federal Reserve for underwriting powers. Under the 
Bank Holding Company Act applications by seveial large New York banks 
were approved by the Fed and upheld by the federal courts. No 
underwriting of corporate equities will be approved until the Fed 
evaluates the banks' performance in the debt market. Those institutions 
permitted to underwrite debt have a tremendous opportunity because 
historically it has been a very profitable business.

^̂ "Life after FSLIC?" ABA Banking Journal 8l, no. 1 (January
1989): 27.
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Althou^ amendment of Glass-Steagall or Fed permission to 

underwrite in a small mid-western community are both circumspect, 
investment banking may be an opportunity for CNB to explore in the 
future.
Trade Association

The ABA trade association is a tremendous force in the banking 
industry. When the insolvency of the FSLIC became apparent, ABA was the 
first major trade association to develop specific recommendations on 
resolving the crises. The recommendations, largely stressing the 
importance of tou^ capital guidelines for thrift institutions, became a 
major factor of the Bush bailout plan. The ABA also successfully fougjit 
off any proposals to allow thrifts to merge FDIC and FSLIC funds which, 
needless to say, would have been a tremendous threat to CNB and all 
banking institutions. ABA strongly maintains that the FDIC shouldn't be 
responsible for picking up any portion of the staggering FSLIC bill. 
Foreign Governments and Businesses

Foreign governments and businesses have defaulted on many loans to 
U.S. banks in recent years. This has been a great problem for the 
banking industry as a whole; however, CNB had the excellent foresî it of 
making it a policy to extend no foreign loans.
Legislation

Recent legislation suggests a trend toward nationwide banking. 
Currently, forty-four states have passed some form of interstate banking 
legislation. Nationwide interstate banking is permitted by fourteen 
states. Additionally, another fourteen states have passed trigger
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dates, effective throu^ 1992, for national reciprocal banking. It 
appears probable that nationwide banking will expand even further in the 
1990s.

Nationwide banking presents an opportunity for banking 
instituticms. If acquisitions are skillfully chosen, economies of 
scale and scope may be reached tlirough lower-cost services and expanded 
product lines. The threat, however, of unfriendly takeovers becomes 
more severe as states increasingly expand their interstate banking 
boundaries.

CNB has both seized the opportunity for increased acquisitions and 
attempted to protect itself from an unfriendly takeover attençt. The 
bank had authorized the issuance of a preferred stock with numerous 
provisions to help fend off an unfriendly offer.

CNB's Financial Structure 
At year end 1983> prior to any acquisitions. Citizens National was 

CNB's only bank with 11 banking offices and 405 employees. It was a 
$615 million dollar bank with $481 million in deposits, $326 million in 
loans and $4«7 million in net income.
Stock Information

The overwhelming growth and excellent performance CNB has 
experienced from I984 to I988 has accrued to stockholders, as indicated 
in table 4* A stockholder with one-hundred shares of CNB on January 1, 
1984, held an investment with a market value of $4,050. The same 
shares, adjusted upward for stock splits, had a market value of $10,395 
on December 31, 1988. The increase in market value of $6,345, combined
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tri.th the dividends received of $1,627, netted the shareholder a five 
year time-weighted return of 25*4 percent.

The CNB shareholders are invited to participate in a dividend 
reinvestment and stock purchase plan. Stockholders are allowed to 
reinvest dividends and purchase $20,000 of additional shares of common 
stock, all without the payment of any brokerage commission or fees. In 
1988, 46,056 shares were issued in the plan, providing CNB with $938,000 
in funds.

In 1985 stockholders voted to give the bank authorization to issue 
two^nillion of no par value preferred stock, sometimes called "blank 
check preferred." The board has a "blank check" to allow a variety of 
special provisions for the shares prior to issuance. They may approve 
one or more series, fix the voting powers, preferences and other special 
rights of each series. Althou^ currently unissued, the rights of these 
shares could have an anti-takeover effect as explained in the following 
passage:

. . . the Board of Directors could, by resolution passed before any 
shares of a particular series of Preferred stock are issued, give 
the shares of that series a right to vote as a class on any proposed 
merger or other business combination involving the Conparqr and 
another corporation. In such a case, the affirmative vote of the 
required percentage of the outstanding shares of that series of 
Preferred Stock would be required before the merger or business 
combination could be accooplished, regardless of the outcome of the 
vote of the holders of the Common Stock of the Congiany or the 
ability of the shareholders, voting as a whole, to satisfy any 
special voting requirements such as those set forth in Article X of 
the Conpany's Articles of Incorporation regarding certain business 
combination transactions. Further, the Board could require a 
percentage vote by the Preferred Stock, or a particular series of 
Preferred, that is hi^er than the sixty-six and two-thirds 
percentage vote required by Indiana law to approve any such 
transaction, or could provide that the shares of Preferred Stock 
would be automatically convertible into one share (or more) of the
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common stock of any successor to the Conf>any after a merger between 
the Coopaiv and the successor.

The Board of Directors would have the power ... to issue a 
series of Preferred Stock bearing such special voting or conversion 
rights to a selected, "friendly" shareholder or group of share­
holders in instances where an unfriendly takeover of the Company was 
threatened, and thereby may be able to defeat or frustrate the 
takeover. As a result, potential offerors for the Conpany's stock 
may be discouiaged from seeking to acquire the Company at all. The 
anti-takeover effect of the Preferred Stock is somevliat diminished 
by the existence of the preemptive rights possessed by holders of 
Common Stock, which may require that any Preferred Stock offered for 
sale, especially voting Preferred, first be offered to existing 
holders of Common Stock on a pro rata basis. Nevertheless, 
shareholders should bear in mind that the Preferred Stock Amendment 
may have the effect of discouraging purchasers from attempting to 
acquire control of the Company, and from paying the prelum prices 
for shares that often accompany such takeover attempts.

^^CNB Bancshares, Inc. Notice of Special Meeting of Shareholders 
(Evansville, Indiana: Citizens National Bank, 6 September 1985)> 10.
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Table 4«— Total Return to CNB Shareholders, 1984-1988

CNB Bancshares, Inc. (and Citizens National Bank) prior to I984 has paid 
dividends continuously for over 50 years. In addition, stock dividends 
have been paid in eî it of the last ten years. The table below high- 
li^ts how these dividends have benefited shareholders.

Year Stock Dividends and Splits
Shares
Owned

Market Value 
of Shares Held

1984 January 1, purchased shares at $40.50 
1 for 8 Stock Dividend

100.00
112.50

$ 4,050.00
1985 2 for 1 Stock Split 225.00
1986 2 for 1 Stock Split 450.00
1987 1 for 10 Stock Dividend 495.00
1988 1 for 20 Stock Dividend

December 31, value of $20.00 per share
519.75

$10,395.00

Source; CNB Bancshares, Inc. Investment Profile (Evansville, Indiana: 
Citizens National Bank, 1989).
Note: The increase in market value of $6,345, combined with dividends
received of $1,627, provided the shareholder with an average 5 year 
time-wei^ited return of 25-4%> This return was conqxited without regard 
to the reinvestment of cash dividends received. CNB has a Dividend 
Reinvestment and Stock Purchase Plan throu^ vdiich shareholders may 
purchase additional stock.
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Financial Statement Discussion

In addition to lead bank Citizcms National, CNB has acquired six 
banks during the I986 to I988 period. Select financial hî ilights are 
exhibited in table 5* These statements include the combined financial 
data of all subsidiary banks for years I984 to I988, regardless of the 
year banks were actually purcliased. The consolidated institution would 
have grown from a $914 million asset base in I984 to the $1,287 billion 
base in 1988. The bank would have experienced yearly growth in each of 
the key financial figures: assets, loans, deposits, equity, net interest 
incrane and net inccane. Bank analysts commonly view an ROA of 1.0 
percent and an ROE of 10 percent as strong for a bank. The bank had an 
ROA above 1.0 percent every year except 1984 when it barely missed at 
.99 percent. ROE was quite high every year, fluctuating in the 12 to I4 
percent range.

The bulk of earlier financial information has not been restated 
for pooling of interests to include all acquisitionsj therefore, not 
readily cong)arable for trends. The remaining financial discussion is 
centered upon years 198? and 1988, for which all data has been restated 
for pooling of interests.

Table 6 lists the CNB balance sheet for year end I988 and 1987»
CNB and industry peer balance sheet data, as a percentage of assets, is 
displayed in table 8. CNB's industry peer consists of the average 
financial information of the II8 banking institutions in the St. Louis 
Federal Reserve district, with assets between $1 to $3 billion. Peer 
balance sheet data appears in table 1.
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Several iaportant points emerge in table 6. The asset base grew 

5.64 percent from $1.218 billion in 1987 to $1,287 billion in I988. The 
tax-exenpt, investment decline of 12.69 percent is reflective of tax 
reform restrictions severely diminishing the incentive for banks to hold 
such securities. While interest bearing deposits in other banks have 
fallen drastically at 65.97 percent and bankers acceptances' and term 
Fed funds have likewise declined to 55-96 percent, these year end 
figures are somewhat deceiving. Average balances for interest bearing 
deposits in other banks actually increased 5-70 percent. Average 
balances for bankers' acceptances and term Fed funds for 1987 was 
$15-046 million and $12,140 million for 1988, a more moderate 19-31 
percent decline. The purchase of other banks bankers' acceptances 
and the lending of Fed funds are utilized in CNB's asset/liability 
management program to match certain short-term liabilities; 
consequently, such balances will vary from year to year.

Viewing table 8, the balance slieet percentage of asset analysis 
appears strikingly similar for CNB and its industry peer. CNB does, 
however, hold a considerably higher percentage of assets in Fed funds 
sold. The bank does a large business in packaging Fed funds from its 
correspondent banks and selling them in larger markets.

CNB's income statement for 1987 and 1988 is provided in table 9 
with peer income data in table 10.. Net income for CNB rose a 
profitable 8.25 percent, from $12,011 million in 1987 to $13,022 million 
in 1988. The 90.4I percent increase in 1988 income tax expense reflects 
hi^er pre-tax incane which offset the benefits of the corporate tax 
rate reduction of 40 percent in I987 to 34 percent in I988. Furthermore,
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following with the reductim of the tax-exenpt portfolio the amount of 
interest income derived from tax-exençts fell 11.32 percent.

Table 11 lists the income statement as a percentage of total 
interest income for both CNB and the peer. Net income is a higher 
percentage of interest income for the industry peer.

Table 5*—  CNB Financial Highli^ts

1984 1985 1986 1987 1988
Key year-end figures 
(in thousands)
Total assets $914>840 
Total loans 503,009

$983,669
530,092

$1,152,496
603,443

$1,218,594
675,727

$1,287,331
718,556

Total deposits 
Total equity

744,434
64,874

800,470
72,072

948,619
91,241

995,824
101,055

1,043,110
107,427

Net int. inc. 
(PTE)
Net income

32,501
8,437

33,963
9,809

39,98310,721 42,947
12,011

43,673
13,002

Key financial ratios 
(based on averages)
Return on assets 
Return on equity

0.99%
12.79

1.09%
14.39

1.055Ê
13.21

1.0656
12.45

1.0956
12.51

Source: Adapted frcrni CNB Bancshares, Inc. Investment Profile
(Evansville, Indiana: Citizens National Bank, 1989).
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Table 6.—  CNB Bancshares Consolidated Balance Sheet 
(In Thousands Except for Share Data)

December 31, Percent
Assets 1988 1987 change
Cash and due from banks $ 74,310 $ 66,634 11.52
Federal funds sold 145,225 129,800 11,88

Total cash and cash equivalents 219,535 196,434 11.76
Interest bearing deposits in other banks 5,499 16,159 -65.97
Investment securities: 
Taxable 217,562 192,180 13.21
Tax exenpt 85,394 97,804 -12.69

Total inv. securities (market value,
$298,199 and $288,953) 302,956 289,984 4.47

Commercial loans 291,928 252,467 15.63
Tax exençt loans 56,579 63,096 -10.33
Real estate loans 213,933 201,476 6.18
Consumer loans 140,710 123,704 13.75
Bankers' acceptances and terra Federal funds 15,406 34,984 -55.96
Total loans 718,556 675,727 6.34
Less: Allowance for loan losses 9,235 8,520 8.39

Net Loans 709,321 667,207 6.31
Premises and equipment 26,496 25,774 2.80
Other real estate owned 2,548 1,593 59.95
Interest receivable 12,999 12,415 4.70
Other assets 7,977 9,028 -11.64

Total assets $1,287,331 $1,218,594 5.64

Liabilities 
Deposits :
Non-interest bearing $ 157,645 $168,360 -6.36
Interest bearing 885,465 827,464 7.01

Total deposits 1,043,110 995,824 4.75
Securities sold under repurchase 
agreements 71,067 55,627 27.76
Federal funds purchased 19,291 26,800 -28.02
U. S. Treasury demand notes 13,348 8,214 62.50
Long-term debt 21,494 21,709 - .99
Interest payable 8,180 5,803 40.96
Other liabilities 3,414 3,562 - 4.15

Total liabilities 1,179,904 1,117,539 5.58
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Table 6.— Continued

Shareholders' Equity
Preferred stock, no par or stated value 
Shares authorized and unissued: 2,000,000 

Conraon stock, $1 stated value 
Shares authorized: 15,000,000
Shares issued: 6,582,327 in 88 &
6,337,876 in 87 6,582 6,338 3.85

Capital surplus 60,359 54,390 10.97
Retained earnings 40,486______40,327 .39
Total shareholders' equity 107,427 101,055 6.31
Tot. Liab. & shareholder's equity $1,287,331 $1,218,594 5.64

Dividends declared $ .82 $ .76
Stock price

Low $18.25 $19.00
Hi^ $24.00 $22.00

Source: CNB Bancshares, Inc. Annual Report (Evansville, Indiana:
Citizens National Bank, 1988), 27.
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Table 7*— Banking Institutions of St. Louis Federal Reserve District 

Average Consolidated Balance Sheet 
(In Thousands)

December 31j Percent
Assets 1988_______ 1987
Cash and due from banks $115,298 $131,730 -12.47
Federal funds sold 65,800 48,000 37.08

Total cash and cash equivalents 181,098 179,730 .76
Interest bearing deposits
in other banks 7,398 14,685 -49.62

Investment securities:
Taxable 244,045 181,049 34.80
Tax exençt 120,739 122,153 - 1.16
Total investment securities
(market value $368,574
and $307,436) 364,784 303,202 20.31

Total loans 880,720 748,874 17.61
Less: Allowance for loan losses 12,475 11,703 6.60
Net loans 868,245 737,171 17.78

Premises and equipment 12,198 9,859 23.72
Other real estate owned 2,180 1,619 34.65
Other assets 81,056 75.485 7.38
Total assets $1,516,959 $1,321,751 14.77

Liabilities
Deposits;
Non-interest bearing $ 253,983 $ 278,957 - 8.95
Interest bearing 954,253 787,537 21.17

Total Deposits 1,208,236 1,066,494 13.29
Fed funds purchased and securities
sold under repo agreements 153,885 130,108 18.27

Long-term debt 6,372 2,750 131.71
Other liabilities 38,565 26,143 47.52
Total liabilities 1,407,058 1,225,495 14.82

Shareholders' Equity
Common stock 17,655 16,019 10.21
Capital surplus 33,571 16,566 102.65
Retained earnings 58,675 63,671 - 7.85

Total shareholders' equity 109,901 96,256 14.18
Total liabilities and share­
holders' equity $1,516,959 $1,321,751 14.77

Source: Bank Holding Company Performance Report (Washington, D.C.:
Federal Deposit Insurance Corporation, I988), 5-6.
Note: Data represents the II8 banking institutions in the St. Louis
district with assets between $1 and $3 billion.
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Table 8.—  CNB Bancshares and Industry Peer Balance Sheet as a
Percentage of Assets

December 31, 1988 December 31, 1987
Assets CNB Peer CNB Peer
Cash and due from banks 5.77% 7.60% 5.47% 9.97%
Federal funds sold 11.28 4.34 10.65 3.63
Total cash & cash equiv. 17.05 11.94 16.12 13.60

Int. bear. dep. in other
banks .43 .49 1.33 1.11

Investment securities:
Taxable 16,90 16.09 15.77 13.70
Tax exempt 6.63 7.96 8.03 9.24
Tot. invest• securities 23.53 24.05 23.80 22.94

Total loans 55.82 58.06 55.45 56.66
Less: Allow, for loan

losses .72 .82 .70 .89
Net loans 55.10 57.24 54.75 55.77

Premises & equipment 2.06 .80 2.12 .75
Other real estate owned .20 .14 1.02 .12
Other assets 1.63 5.34 .74 5.71

Total assets 100.00 100.00 100.00 100.00
Liabilities
Deposits:
Non-interest bearing 12.25 16.74 13.82 21.11
Interest bearing 68.78 62.91 67.90 59.58

Total deposits 81.03 79.65 81.72 80.69
Fed funds purchased & sec.
sold under repo agreements 7.02 10.15 6.77 9.84
Long-term debt 1.67 .42 1.78 .21
Other liabilities 1.94 2.54 1.44 1.98

Total liabilities 91.66 92.76 91.71 92.72
Shareholders' Equity
Common stock .51 1.16 .52 1.21
Capital surplus 4.69 2.21 4.46 1.25
Retained earnings 3.14 3.87 3.31 4.82
Total shareholder's equity 8.34 7.24 8.29 7.28

Total liabilities & share­
holder' s equity 100.00 100.00 100.00 100.00

Source: Adapted from information provided in the Bank Holding Company
Corporation, 1988), 5-6 and CNB Bancshares, Inc. Annual Report 
(Evansville, Indiana: Citizens National Bank, 1988), 27.
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Table 9<—  CNB Bancshares Consolidated Statement of Inccrae
(In Thousands)

Year Ended December 31» Percent
Interest Income 1988 1987 change
Loans, including fees:
Taxable $ 65,260 $ 56,692 15.11
Tax exenpt 4,535 4,588 - 1.16

Investment securities:
Taxable 15,900 14,923 6.55
Tax exenpt 6,618 7,463 -11.32

Federal funds sold 7,135 6,258 14.01
Int. bearing dep. in other banks 981 993 - 1.21

Total interest income 100,429 90,917 10.46
Interest Expense
Deposits 52,782 47,925 10.13
Short-term borrowings 7,368 5,733 28.52
Long-term debt 1,982 . 1,991 - *45
Total interest expense 62,132 55,649 11.65

Net Interest Income 3̂ ,297 35,268 8.59
Provision for loan losses 2,544 2,169 17.29

Net Interest Income After Provision 35,753 33,099 8.02
for Loan Losses

Non-Interest Income
Data processing fees 2,690 2,552 5.41
Trust fees 2,425 2,358 2.84
Service charges on dep. accounts 2,759 2,488 10.89
Incane on sale of mortgage loans 132 397 -66.75
Securities gains 471 570 -17.37
Other 2,979 2,477 20.27
Total non-interest incone 11,456 10,842 5.66

Non-Interest Expense
Salaries & Enployee benefits 16,193 15,674 3.31
Equipment expense 2,529 2,383 6.13
Net occupancy expense 2,267 1,986 14.15
Taxes other than income 1,175 1,120 4.91
Other 9,979 9,683 3.06

Total non-interest expense 32,143 30,846 4.20
Income Before Income Tax 15,066 13,095 15.05
Income tax 2,064 1,084 90.41

Net Income $ 13,002 $ 12,011 8.25

Source: CNB Bancshares, Inc. Annual Report (Evansville, Indiana:
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Table 10.— Banking Institutions of St. Louis Federal Reserve District
Average Consolidated Statement of Income 

(In Thousands)

Year Ended December 31, Percent
Interest Income 1988 1987 change
Loans, including fees: 
Taxable $68,606 $56,689 21.02
Tax Exenpt 2,638 2,688 - 1.86

Investment securities: 
Taxable 12,092 9,964 21.36
Tax exenpt 11,077 12,931 -14.34

Federal funds sold 4,954 4,731 4.71
Interest bearing deposits 
in other banks 521 561 - 7.13

Total interest income 99,888 87,564 14.07
Interest Expense
Deposits 33,480 26,394 26.85
Short-term borrowings 8,571 7,471 14.72
Long-term debt 10,229 8,123 25.93

Total interest expense 52,280 41,988 24.51
Net Interest Income 47,608 45,576 4.46
Provision for loan losses 4,184 3,169 32.03

Net Interest Income After 
Provision for Loan Losses 43,424 42,407 2.40

Non-Interest Income
Securities gains (losses) -4 15 -126.67
Other 22,240 21,764 2.19

Total non-interest income 22,236 21,779 2.10
Non-Interest Expense
Taxes other than income 5,092 7,539 - 32.46
Other 41.264 39,827 3.61

Total non-interest expense 46,356 47,366 - 2.13
Income Before Income Tax 19,304 16,820 14.77
Income tax 4,342 3,815 13.81

Net Income $14,962 $13,005 15.05

Source: Bank Holding Company Performance Report (Washington, D.C. :
Federal Deposit Insurance Corporation), 2.
Note: Data represents the 118 banking institutions in the St.
district with assets between $1 and $3 billion.

Louis
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Table 11.— CNB Bancshares and Industry Peer Income Statement as a
Percent of Total Interest Income

December 31, 1988 December 31, 1987
CNB Peer CNB Peer

Interest Income 100.00# 100.00# 100.00# 100.00#
less : Int. expense 61.87 52.34 61.21 47.95
Net Interest Income 38.13 47.66 38.79 52.05
less: Provision for

loan losses 2.53 4.18 2.39 3.62
plus : Non-int. income 11.41 22.26 11.93 24.87
less: Non-int. exp. 32.01 46.41 33.93 54.09

Income Before Income Tax 15.00 19.33 14.40 19.21
less: Income tax 2.05 4.35 1.19 4.36

Net income 12.95 14.98 13.21 14.85

Source; Adapted from information provided in the Bank Holding Company 
Performance Report (Washington, D.C.: Federal Deposit Insurance 
Corporation, 19̂ 8), 2 and CNB Bancshares Inc. Annual Report (Evansville, 
Indiana: Citizens National Bank, I988), 2Ë.

CNB's Internal Organization
Corporate Structure

Through the seven subsidiary banks "CNB is engaged in commercial
and r^ail banking, mortgage lending and servicing, trust services,
electronic funds transfer networking, discount brokerage services and
cash management services for corporate accounts and other banks.
Citizens Information Systems, Inc., a wliolly owned subsidiary of
Citizens National Bank, provides data processing services to banks and

12other businesses in Indiana, Illinois, and Kentucky." Citizens 
Investment Conçjany, Inc., a leasing subsidiary, has just been formed.

12CNB Bancshares, Inc. Annual Report (Evansville, Indiana: 
Citizens National Bank, I9S8), 49*
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Trust Services

Estate planning, trust administration and a variety of retirement 
related services are offered by Citizen National's Trust Department.
The Investment Division is headed by a Chartered Financial Analyst and 
the officer staff includes attorneys, officers with business degrees and 
an experienced farm manager with an agriculture degree.

The Trust Department earned $2.4 million in commission fees for 
1988, an increase of 2.8 percent from the prior year. Trust fee income 
is subject to mai’ket conditions, based primarily on the market value of 
assets under management. This figure reached a total of $551 million in
1988.
Electronic Funds Transfer Networking

CNB's enphasis on electronic delivery systems resulted in Super 
Susie AIM cardholders having access to machines all throu^ Kentucky and 
southern Indiana by I982. In 1985 CNB's membering in the PLUS ATM 
interchange system allowed custoners to have nationwide access to their 
checking accounts. In I988 in an innovative move CNB placed AIM 
machines in four popular convenience stores, the first retail stores in 
Evansville to offer this service.
Discount Brokerage

As permitted under regulation, CNB offers a discount brokerage 
service with no investment advice given. Customers can save up to 70 
percent on fees as compared to a conventional brokerage.
Cash Management

The cash management service provides businesses with rapid 
processing and collection of checks, lockbox capabilities and wire
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transfers to allow faster access to funds. Excess funds are invested 
daily by the Cash Management Department with banks in the Fed funds 
market and corporate customers favoring short-term repurchase 
agreements.
Citizens Information Systems (CIS)

CIS provides a full range of data processing services to over 
thirty banks and area businesses. The subsidiary not only works outside 
Citizens National, but services each new CNB bank for vdiich revenue is 
not generated. Despite CNB's growing number of acquisitions, data 
processing fees increased 54 percent to $2.7 million in 1988.
Loans

CNB's Commercial Loan Department is active in extending adjustable 
rate loans responsive to interest rates and variable costs of funding. 
The $303 million I988 commercial loan balance represents an increase of 
15.63 percent over the 198? level.

Real estate mortgage loans totaled $214 million in 1988, rising 
6.18 percent from I987. Approximately $11 million of residential real 
estate loans originated by CNB were sold in the secondary market during
1988.

Consumer loans increased from $124 million to $141 million between 
1987 and 1988. Strong growth was experienced in installment loans for 
purchases of autcxnobiles and other consumer wares, credit card loans and 
home equity lines of credit. This overwhelming growth was somevhat 
offset by a decline in student loan balances.
Organizational Reporting

The structure of CNB is based on function. Each of the heads of 
the main divisions of lead bank Citizens National— Corporate, Conrunity
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and Government Relations, Loan and Deposit Services, Correspondent 
Banking and Trust Services— is ultimately responsible for reporting to 
the Cooper, Vieth and Knapp executive committee (see fig. 1). The bank 
is still small enough that imch of the overall bank strategy can be 
effectively centralized by the executive committee. The heads of each 
of the major divisions in Citizens National is very active in the 
decision making for their department.

Each of the six subsidiary banks report to CNB's Senior Vice 
President for Affiliate Banks, Marvin Huff. Huff reports to the three 
executive officers for CNB. The newly acquired banks were purchased for 
excellent performance and operation and have largely been permitted to 
function autonomously, without nuch interference from officers at 
Citizens National.

The CIS subsidiary has its own executive board. It functions 
largely autonomously, reporting to the CNB executive committee. 
Corporate Resources 
Marketing

As of 1988, the slogan "Leading the Way," vdiich reflects the banks
aggressive leadership and banking capability, became CNB's theme in a
milti-media canpaign on television, radio and print advertisements.
Cooper and Vieth commented, "Response to the cait^ign in 1Ç88 was
inpressive, both in terms of ccmminity acceptance and in building our 

11customer base."

l̂ Ibid., 9.

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



■o

Ic
8Û.

■o
CD Fig. !• CNB Organlzatlcnal Chart
c/)(g
o'3

CD

8
5
c5'

3
CD

CD■oOÛ.c
ao3■o
o

Chairman of the Board 
and C.E.O. of CNB and Citizens

H. Lee Cooper 

President of CNB and Citizens
Pres.
CIS

Rill Vieth

Executive V.P., Secretary & Chief 
Financial Officer of CNB & Citizens

1lenior V.P. for Affiliate Banks of CNB 
Marvin Huff

Chair. Chair 6 C.E.O. 
Farmers Posey Co. Bank 
Bk. 6 Tr.

Chair Pres, i C.E.O. 
Peoples Farmers Natl. 
Bk. & Tr. Bank

Pres. & C.E.O. 
Wabash Valley 

Bank
Chair. 
Pres. & 
C.E.O. 
Haubstadt 
St. Bank

Senior V.P. of Citizens 
Corporate, Conmmity & 

Relations
Senior V.P. of Citizens 
Correspondent Banking

Senior V.P. of Citizens 
Trust Ser\T.ces

Senior V.P. of CNB 
anc3 Citizens Loan & 
Deposit Senâces

V.P. of Citizens 
Support Services Div.

CD
Q .

Oc
■o
CD

U)W
o'3

V.P.
Acct.

\
V.P.
Mkt.

V.P.
Audit.

V.P.
Pers.

V.P.
Oper.

O'



166

Seminars
In an effort to support the Evansville business comiunity, Citizens 

National supported a series of business success seminars. Those seminars 
occurred one night a week over an eight week period. Several hundred 
business people attended the meetings which covered such topics as 
planning, marketing and management. Additionally, over two-hundred 
people attended seminars sponsored by the Citizens National Trust 
Department on women's financial needs and the legal system.
CustCMner Service

All Citizens National Bank offices extend banking hours Monday 
throu^ Thursday, 9:00 a.m. to 4:00 p.m. Citizens National branch 
offices extend Friday hours frcmi 9:00 a.m. to 8:00 p.m. The downtown 
main office of Citizens National is opened Friday from 9:00 a.m. to 4:00 
p.m. with the drive through opened until 6:00 p.m. Following the norm of 
banking institutions in Evansville, Citizens extends no Saturday hours of 
operation.
Innovative Products

In response to the conpetitive atmoî }here of banking institutions, 
CNB introduced three new products in 1988: Young Citizens Account, 
Citizens 55+ Advantage Account and the Step-Up Rate CD.

The Young Citizens Account is available for individuals twenty-two 
or under. It will allow CNB to target young customers that will 
hopefully remain with the bank a lifetime. The first fifty checks are 
free and participants may write up to twelve checks each month with no 
service charge.
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Throu ît a cross-selling strategy, Citizens 55+ Advantage Account 

will hopefully attract all accompanying financial business of the 
fifty-five plus group. It provides free checks, money orders, cashier's 
checks, traveller's checks and notary service at no charge. The interest 
bearing checking account has no service charge as long as a daily balance 
of $1,500 or more is maintained. If the balance falls below this amount, 
the fee is just $8 per month. A 20 percent discount is granted on safe 
deposit rentals. If members are sixty-two or over they receive a Visa or 
MasterCard with no annual fee.

The Step-Up Rate CD offers customers a rate guaranteed to increase 
every six months during the CD's term.
Corporate Training Institute

In orxier to help prepare enqployees to deliver high quality service, 
the Corporate Training Institute was formed in IÇS?* CNB is conmitted to 
providing excellence in service toward the most inportant element of its 
success— the customers. Virtually every CNB employee attends the 
Institute seminars on customer relations and communications topics. 
Employees

The Citizens Incentive Savings Plan was introduced in I985. All 
CNB enplcyees who have ccaipleted one year of service are eligible to 
participate. At the discretion of the Board of Directors, the bank may
match a percentage of employee contributions and may make an additional
contribution based on earnings performance. For I988 the matching
percentage was set at 40 percent, subject to a ceiling of 5 percent of
each employee's base salary. A total expense of $190,000 was incurred 
for the savings plan in I988.
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Employee dress is berth conservative and professional. Professional 
conduct vAiLle working is a must, especially for those vdio have contact 
with customers.

Bank employees, as a Wiole, are very dedicated to the success of 
CNB. Occasionally, however, as happens in the banking industry as well 
as other industries, an employee proves painfully disloyal. Such a 
situation recently arose at CNB idiere an ex-bank employee is under 
investigation for an alleged theft of custaner and bank funds. Following 
is the June 21, I989 story printed in the Evansville Press;

A former Citizens National Bank employee is under investigation 
by the FBI for allegedly taking more than $37,000 from a customer's 
account and from the bank, the man's attorney has confirmed.

No criminal charges have been filed against Michael L. Reynolds 
of Evansville, but a civil suit filed against him by the bank claims 
Reynolds took $20,475 from a customer's account account on Sept. I6, 
1988. The suit also claims Reynolds wrote $16,621 in cashier's 
checks to himself from the Eastland Mall branch.

Reynolds, who was an assistant branch manager, was fired frran his 
job last month, bank officials said.

The suit filed in Vanderbur^ Superior Court says the bank 
reimbursed the customer's account for the reported loss plus $806 in 
interest and recovered $1,012 after Citizens froze Reynolds' 
account at the bank.

Under state statute, the bank could recover three times the 
amount reported to have been taken.

Reynolds' attorney, Glenn Grampp, confirmed the FBI and the U.S. 
attorney's office were investigating the former bank employee. No 
criminal charges have been filed, but Grampp said he expected them 
to be filed. .

No hearing date has been set on the civil suit.

^̂ "Ex-bank Employee Accused of Taking More Than $37,000," 
Evansville Press, 21 June I989, 1.
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Question 1 : Financial Ratio Analysis
A total of ten categories of major financial ratios for 1987 and 

1988 for both CNB and peer data are listed in table 12 with mathematical 
conçxitation exhibited in table I3. If the students are already 
adequately skilled in ratio conçutation, the instructor may permit 
students to utilize a conputer disc (a copy is on hand in the Economics 
and Finance Department) which calculates the ratios in table 13* The 
financial data of tables 6 through 11 is also exhibited on the disc, 
vdiich is operational under the Quattro spreadsheet. Use of the disc 
allows students to spend their time concentrating on the significance 
and implications of the ratios for CNB. Comments follow on the n»st 
pertinent ratios in each section and CNB's overéiU performance for 
select categories.
Profitability Ratios

Measures of profitability are the most inclusive indicator of a 
bank's performance. They measure the effectiveness of a bank in 
generating income. CNB's year end profitability ratios are roughly 
similar to the peer group.

CNB's profitability is strong for both years, with each of the 
ratios based on averages showing improvement from 1987 to 1988. 
Significantly above a 10.0 percent ROE benchmark for the banking 
industry, CNB's ratio rose from 12.45 to 12.51 percent. CNB also 
surpassed the 1.0 percent RCA benchmark with an increase from I.06 to
1.09 percent. Additionally, asset utilization rose from 9*0 to 9»39 
times, the net interest margin increased from 3«44 to 3*51 percent, and 
the interest spread strengthened from 2.54 to 2.59 percent. The net
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income margin measuring net income to total income fell slî itly from 
11.80 to 11.62, due to a hi^ier percentage of income paid out in taxes
in 1988.
Liquidity Ratios

Liquidity management is essential for a banking institution to be 
able to meet depositor withdrawal needs as well as loan demands of 
customers. On all measures CNB ranks hi^.

Conpared to the industry peer for both 198? and I988, CNB held a 
larger portion of its assets in cash, cash equivalents and deposits in 
other banks— the most liquid grouping. A large conponent of this 
grouping represents the Fed funds sold for correspondent bank, an 
operation vdiich places CNB in an excellent position to meet its 
liquidity needs.

The liquidity measurements of highly interest-sensitive mcxiey to 
fund assets are also strong. CNB's liability ratios of time deposits 
over $100,000, and Fed funds purchased and securities sold under repos 
are below industry averages for both years. Because the ratios are low, 
CNB is considered liquid with a high degree of borrowing capacity. 
Financial Structure Ratios

On the ratios vdiich examine how well a bank will be able to 
finance its assets CNB is in a superior position to the peer. The 
equity nultiplier and debt to equity ratio indicate that CNB has the 
hi^er equity stance with the peer more leveraged. Additionally, the 
equity to total assets less highly liquid assets ratio, indicates that 
CNB also has the hi > 1er equity position to cover risk assets.
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The peer, however, has a slî itly higher ability than CNB to meet 

all its interest charges.
Credit Risk Ratios

The success of CNB's policy of no foreign loans and direct lending 
to the regional market frcsn \diich its deposits are drawn, can be seen in 
its risk ratios. The net loan charge-off ratio shows that the 
percentage of the total amount of loans charged off less any recoveries 
was lower for CNB than its peer. Furthermore, while the industry 
charge-offs rose from 198? to 1988, CNB's position actually inproved in 
1988.
Conposition of Investments

Both CNB and its peer reduced proportionate holdings of 
investments in tax-exempt obligations while increasing U.S. Treasury and 
Federal agencies amounts. In 198? the industry peer had a large 40-29 
percent of investments in tax-exenpts, but reduced 7-19 percent in 1988.
CNB had 34-21 percent of investment securities in tax-exempts in 1987, 
and dropped 5-69 percent in 1988. The disinvestment of tax-exempts is 
an excellent strategy because due to tax reform restrictions on the 
investments, higher returns can be found in the taxable market. 
Composition of Loans

For both 1987 and 1988, CNB's composition of total loans was led 
by commercial loans, followed by: real estate loans, consumer loans, 
tax-exempt loans, and bankers' acceptances and term Fed funds. CNB's 
tax-exempt loan volume declined in 1988 as the benefits for making such 
loans were dampened by tax reform. CNB does have a sli r̂tly higher 
percentage of commercial loans than its industry peer as the bank is
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located in a thriving industrial community. The conqposition of a loan 
portfolio is highly dependent on the area in vdiich a bank is operating.

Historically, consumer and real estate loans have yielded the 
hipest rates for CNB. Commercial loans appear at the lower extreme for 
yield return. In 1Ç88 consumer loans yielded 11.7 percent, real estate 
loans 11.19 percent, tax-exenpt loans 11.02 percent, comnercial loans 
10.14 percent and bankers' acceptances and term Fed funds 7»59 percent. 
Yield on earning Assets

On total loan income CNB yielded a sli^tly hi^er rate than its 
peer each year. In 1987 CNB's yield of 9*07 percent was 1.14 percent 
higgler than the peer, and in 1988 a yield of 9«7l was 1.62 percent above 
the industry peer,

CNB did earn considerably less than the peer on Fed funds sold 
income. In 1987 the bank reaped only 4*82 percent, with its peer 50.4 
percent hi^er. CNB earned just 4*91 percent in 1988, with its peer 2.62 
percent over. The Fed funds sold is not intended to be a major funding 
source for CNB but a service provided to its correspondent banks.

For both years CNB scored higher on yield for taxable securities 
vhile its peer earned hi^er rates on tax-exenpts. It is most likely 
that the industry peer is holding older tax-exempt securities which 
still permit the interest expense deduction and consequently, can 
produce these strong yields. This situation is to CNB's praise because 
any older tax-exenpts will soon mature and banks mist be able to find 
hi^ returns in the taxable market.
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Average Interest Cost of Liabilities

CNB was able to pay out less interest than the peer on deposits in 
1987 and 1988, CDs and other time instnmients in 1988, and Fed funds 
purchased and securities sold under repo agreements in 198? and 1988. 
Percent of Non-Interest Income

From 1987 to 1988, service charges as a percentage of total 
non-interest income increased only slightly from 22.95 to 24-08 percent.
The peer group service charges rose frcmi 24.58 to a imch larger 31-90 
percent. Although CNB's service charges on deposit accounts rose, fees 
associated with mortgage loans sold to investors fell due to a drop in 
real estate closings.

Trust fee income as a percentage of non-interest income was 
considerably higher for CNB. This is not surprising noting the strength 
of the CNB trust department coupled by the possibility that not all 
banks included in the average results have a trust department.
Percent of Non-Interest Expense

CNB paid out sli^tly over 50 percent of its non-interest expense 
to salaries and enployee benefits, conpared to approximately 45 percent 
by its industry peer. CNB's Enplqyee Savings Plan contributed to a 
slightly liî er expense.
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Table 12.— CNB Bancshares and Industry Peer Financial Highlights

PROFITABILITY RATIOS
1988

CNB Peer CNB
1987

Peer
Return on equity

(based on averages)
12.105?
12.515?

13.615? 11.895?
12.455?

13.51#

Return on assets
(based on averages)

1.015?
1.09%

.995? .995?
1.06%

.98#

Asset utilization
(based on averages)

8.69x
9.39X

8.05% 8.35x
9.00%

8.27%

Net profit margin 11.625? 12.255? 11.80# 11.89#
Net interest margin 

(based on averages)
3.295?
3.51%

3.645? 3.205?
3.445?

4.13#

Interest spread
(based on averages)

2.565?
2.59*

3.125? 2.385?
2.54#

3.50#

LIQUIDITY RATIOS
Investment securities 

Total assets
Cash+cash equiv.+dep. in banks 

Total assets
Net loans

Total assets
Market value of securities 
Book value of securities
Time deposits over $100,000 

Total liabilities
Fed funds pur. + sec, sold repos. 

Total liabilities
FINANCIAL STRUCTURE RATIOS

23.535? 24.055? 23.805? 22.945?

17.485? 12.435? 17.455? 14.715?
55.105? 57.245? 54.755? 55.775?
98.435? 101.045? 99.645? 101.405?
11.645? 15.825? 10.175? 13.275?
7.665? 10.945? 7.385? 10.625?

Equity multiplier
Total debt 
Total equity

II.9&X 13.80% 12.06x 13.73X

10.98% 12.80% 11.06% 12.73X
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Table 12.— Continued

1988 1987
CNB Peer CNB Peer

Total equity
T. assets-(cash and equiv+dep. 
in banks + Treas.)

11.3756 10.1056 11.4456 10.1656

Times interest earned 1.24X 1.37X 1.24X 1.4OX
CREDIT RISK RATIOS
Net loan chargeoffs 
Total loans

.2556 .4156 .3356 .3256

Allowance for loan losses 
Net loans

1.3056 1.44# 1.2856 1.59%

Loan recoveries 
Total loans

.0556 .1056 .06% .1256

Provision for loan losses 
Net loans

.3656 .4856 .33% .4356

COMPOSITION OF INVESTMENTS
U.S. Treasury & Federal agencies 
Total investments

67.8656 65.9656 62.4956 59.2356

State and Nkinicipal 
Total investments

28.5256 33.1056 34.2156 40.2956

Other securities 
Total investments

3.6256 .9456 3.30% .48%

COMPOSITION OF LOANS
Commercial loans 
Total loans

40.6356 32.85% 37.3656 34.9156

Tax exempt loans 
Total loans

7.8756 0.0056 9.3456 0.0056

Real estate loans 
Total loans

29.7756 30.1956 29.8256 26.9456

Consumer Loans 19.5856 30.0656 18.3156 25.4256
Total loans
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Table 12.— Continued
1988 1987

CNB Peer CNB Peer
Bankers' accept. & term 
Fed funds 
Total loans

2.1556 .48% 5.17% 2.10%

Other loans 
Toteil loans

0.0056 6.4256 0.00% 10.63%

YIELD ON EARNING ASSETS
Taxable secimities 7.31% 4.95% 7.77% 5.50%
Tax exenpt securities 7.7556 9.1756 7.63% 10.59%
Fed funds sold 4.91% 7.53% 4.82% 9.86%
Loan income 9.71% 8.0956 9.07% 7.93%
AVERAGE COST OF LIABILITIES
Interest bearing deposits 5.2656 6.5056 5.18% 6.36%
Certificates of dep. & other time 7.2056 7.48% 6.89% 6.71%
Fed funds purchased and 
securities sold under repo 
agreements

7.1256 7.2456 6.21% 6.89%

PERCENT OF NON-INTEREST INCOME
Trust fees
Total non-interest inccxne

21.1756 15.0356 21.75% 12.31%

Service charges
Total non-interest inccme

24.0856 31.90% 22.95% 24.58%

Securities gains (loss) 
Total non-interest income

4.1156 -.01% 5.26% .07%

Other non-interest income 
Total non-interest income

50.6456 53.08% 50.05% 63.04%

PERCENT OF NON-INTEREST EXPENSE
Salaries and employee benefits 
Total non-interest expense

50.3856 45.4956 50.81% 44.5556

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



Table 12.— Continued
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1988 1987
CNB Peer CNB Peer

Net occupancy expense 
Total non-interest expense

7.05% 13.965g 6.445g 12.795g

Taxes other than income 
Total non-interest expense

3.665g 10.985g 3.635g 15.925g

Other expense
Total non-interest expense

38.91% 29.57% 39.125g 26.74%

Source: Adapted from information provided in the Bank Holding Company
Performance Report (Washington, D.C.: Federal Deposit Insurance 
Corporation, 1988) and CNB Bancshares. Inc. Annual Report (Evansville, 
Indiana: Citizens National Bank, 1988;.
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Table 1 3.— CNB Bancshares and Industry Peer Financial Ratio Analysis Computation

1988
CNB Peer

1987
CNB Peer

PROFITABILITY RATIOS
Return on Equity Net income

Total equity
13.002=12.10? 
107,427

14.962=13.61?
109,901

12.011=11.89?
101,055

13,005=13.51?
9 0 ,2 5 6

Return on Assets Net income
Total assets

13.002= 1 .01? 
1,287,331

1 4.962= .99?
1,510,959

12.011= .99? 
1,218,594

13,005= .98? 
1,321,751

Asset Utilization Total income 
Total assets

111.885= 8 .69x 
1 ,28 7 ,33 1

122.124= 8 .05x 
1 ,51 6 ,95 9

1 0 1.759= 8 .35x
1,218,594

109,343= 8 .27x 
1,321,751

Net Profit Margin Net income
Total income

1 3.002=1 1.62?
1 1 1 ,8 8 5

14.962=12.25?
122,124

2.011=11.80?
1 0 1 ,7 5 9

13,005=11.89?
10 9 ,34 3

Net Interest Margin Tot. int. inc.- 
int. expense

100,429- 
62.132= 3.29?

9 9 ,888-
52.280= 3.64?

90,917- 
55,649= 3.20?

87,564
4 1 .988= 4.13?

Earning assets 1 ,16 3 ,00 1 1,300,227 1,103,150 1,103,058
Interest Spread
Interest Inc. - Int. exp.
Earn assets Int. bearing liab. 1

100,429 - 62.132 9 6 .8 8 8 - 52.280 90.917 - 55.649 
,163,001 1,022,259 1,306,228 1,153,075 1,103,150 949,179 1
8.64? - 6 .08?=2 .56? 7 .6S?-4 .53?=3 -12? 8.24?-5.86?=2.38?

87,564 - 41.988
,103,058 9 4 6 ,5 3 8  

7 .94?-4 .44?=3 .5 0

LIQUIDITY RATIOS
Investment securities 3 0 2,956=2 3.53? 364,784=24.05? 289.984=23.80? 303,202=22.94?
Total assets 1,287,331 1,516,959 1 ,2 1 8 ,5 9 4 1,321,751
Cash & cash equiv. + dep. in banks 225,034=17.48? 188.496=12.43? 212.593=17.45? 194.415=14.71?
Total assets 1 ,287 ,331 1 ,51 6 ,95 9 1,218,594 1,321,751
Net loans 709,321=55.10? 868.245=57.24? 667.207=54.75? 737.171=55.77?
Total assets 1 ,28 7 ,33 1 1,510,959 1 ,2 1 6 ,5 9 4 1,321,751
Market value tf securities 298.199=98.43? 368.574=101.04? 288.953=99.64? 307,436=101.40?Book value of securities 302,956 304,784 289,984 303,202
Time deposits over $10 0 .00 0 137,311=11.64? 222.542=15.82? 1 1 3,629=1 0.17? 162.614=13.27?
Total liabilities 1,179,904 1,407,058 1 ,11 7 ,5 3 9 1,225,495

00



182

Ii
Ar>.
I -o 
1. N

%
II) Jo CrS

a »lo

to

%
jnO clori

1

00%

g

X O' C4\0 o Tfo o o IIN oN TfII II ‘Oa Tf + VIlO C'.m tnO' 3 O'Sio tr>o o Tf+'Or- iO 1/1o o o o 1/1rl o VI

<§ % ? Xoo Lfl r̂COCO N O
II II 1 IIo- OO o f V. oloo loo o IT) \0o 00O'On o O ' o o

T f\0cr O ' o oo o o o OO o
U-J T f oo

N

NVI

s

■S'p

X VI00 00O' O' O'o <M
II II 1 ^C~ Tft-*. r-r-t ̂

CO N O cl C4 CO w  f " .COTf O Tf TfCO + CO». Tf •r-r- o r>* r-. CO w
CO o o o X )  o —<
c < C4 "

». V I—1 NC4

l>o

%

8 StJ

II vO II II
O' <-* t'.o

II M cf toIf)C4 OO '' M ro COVICO 30»H O O' X)M oC4 to t". r-
O+
vO<M
'Oo

%

:

%

5500
'O
II

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



183

» %

B % %'O
o
II

■WvO -y- Ncn. oo
t-. 0\ oo in
fO N
II II II II II

r- r- \C r- r-. Tf Tfr-vON a N M o M OONo Tft-% r-î o-
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Table 13-— Continued

CNB
1988

Peer
1987

CNB Peer

8T3

AVERAGE INTEREST COST OF LIABILITIES
Interest bearing deposits 
Certificates of deposit & other time 
Fed. funds purchased and securities 
sold under repo agreement

5.26%7.20%
7 -12Î5

6.50%7.48%7.24%
5.18%
6 .89$
6.21$

6.36$
6.71$
6 .89$

33"
CD

CD■D
OQ.C
ao
3
T3
O

CDQ.

OC
T3
CD

(/)
(/)

PERCENT OF NON-INTEREST INCOME 
Trust fees
Total non-interest income
Service charges
Total non-interest income
Securities gains (loss)
Total non-interest income
Other non-interest income 
Total non-interest income
PERCENT OF NON-INTEREST EXPENSE
Salaries and employee benefits 
Total non-interest expense
Net occupancy expense 
Total non-interest expense
Taxes other than income 
Total non-interest expense
Other expense
Total non-interest expense

2.425=21.17$
11 ,456

2.759=24.08$11,450
471= 4.11$

11 ,450

5 .801=5 0.64$
11 ,450

16.193=50.
32,143

2 ,267= 7.05$
32.143

1 .175= 3 -66$32.143
12.508=38.91$
32.143

3 .343=1 5-03$
22,236
7.094=31.90$
22,230

-4= -.01$
22,236
11.803=53.08$
22,230

21.086=45.49$
46 ,3 5 0

6.473=13.96$
4 0 .3 5 6

5.092=10.98$
4 0 .3 5 6

13.705=29.57$
4 0 ,3 5 0

2.358=21.75$
1 0 ,3 4 2

2.488=22.95$10,842
570= 5.26$10,342

5.426=50.05$
1 0 ,3 4 2

15.674=50.81$
3 0 .8 4 0

1 .986= 6.44$ 
30,846
1.120= 3.63$ 30,340
12.066=39.12$
3 0 .8 4 0

2.682=12.31$
2 1 .7 7 9

5.353=24.58$
2 1 .7 7 9

 15= .07$
21 ,779

13.720=63.04$
21 ,7 7 9

21.105=44.55$
47.366
6.056=12.79$
47.366
7.539=15.92$47,306
12.666=26.74$47,300

Source; Adapted from information provided in the Bank Holding Company Performance Report (Washington, B.C.: Federal 
Deposit Insurance Corporation, 1988) and CNB Bancshares. Inc. Annual Report (Evansville, Indiana: Citizens National 
Bank, 1988.
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Question 2 : Recommendations

CNB is a superior performing banking institution with numerous 
strengths. Some of its most positive internal attributes include: an 
excellent, dedicated executive management team; a well-functioning 
organizational structure; an experienced, active Board of Directors; 
innovative financial products; an anti-takeover strategy utilizing 
"blank check" preferred stock, a long held policy of no foreign loans; 
a superior electronic funds transfer network; and an in-house data 
processing service. CNB banks are located in an area of regional 
economic stability where interstate banking laws have permitted the 
acquisition of strong subsidiary banks.

Students may devise a variety of recommendations intended to 
heighten the performance of CNB. Following is a listing of possible 
actions:
1. Open select branches on Saturday from 9:00 a.m. to 1:00 p.m..

Citizens National East Side branch, \diich is located by two 
shopping centers and has numerous corporate customers, and Citizens 
National Eastland Mall branch, next to the city's main mall with a new 
growing business population, are recommended for Saturday morning 
banking hours. Because no banking institution in Evansville opens for 
Saturday operations, CNB would have a tremendous opportunity to capture 
new corporate business as well as a portion of customers from Old 
National and National City banks, each having a branch in the area.
Many businesses do not like to use the night depository and will hold 
all transactions until Monday.
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Additionally, many individual customers singly do not or do not 

like to use A'JM machines. Saturday hours would prove very useful for 
these people vho often have a full time job during the week and can't 
get to the bank. Others with non-traditional work weeks, such as 
Tuesday to Saturday, may find it convenient to have access to a bank 
during employment hours.
2. Bank offices in grocery stores.

Small bank offices, with two tellers, in popular grocery stores 
would allow CNB to capture new customers and provide an excellent 
service for current customers. No banking institution in the Evansville 
area has implemented this innovative service. Grocery stores are an 
excellent site for a bank office because the family shopper will visit 
the grocery at least weekly. Convenience is a service customers will 
increasingly demand in the 1990s.
3. Place heads of all subsidiary banks on CNB Board of Directors.

The chairman and/or president of each subsidiary bank should hold
a seat on the CNB board. Currently, Citizens National, plus Peoples 
Bank and Posey Bank which were acquired in 1986, are represented on the 
board. The four remaining banks which were purchased during 198? and 
1988 lack a representative. Each bank needs to participate in the free 
flowing exchange of ideas in order to benefit itself and subsequently 
the entire organization.
4. Analyze the cost effectiveness of the correspondent Fed funds 
business.

In 1988 CNB only earned 4*91 percent in Fed funds sold income, 
compared to the industry average of 7«53 percent. CNB stated the
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selling of Fed funds was not intended as a major source of income but a 
service provided to its correspondent banks. Viewing the ratios, it 
would suggest CNB is returning a large portion of the original Fed funds 
sold income to correspondent accounts. The other business provided to 
CNB by correspondents may more than ccmipensate for the Fed funds 
business; however, the Fed funds income is so low an analysis of the 
return on correspondent business is warranted. The bank may then choose 
to give the correspondents less margin on the Fed funds, thus increasing 
its inccMne.
5* Develop a strategic plan for underwriting corporate securities.

CNB may eventually be able to engage in investment banking 
activities through the amendment of Glass-Steagall or throu^ Fed 
approval. Underwriting corporate securities can be a very profitable 
business and CNB may be able to obtain a stronghold on the market 
through advanced planning on the organization of an investment banking 
subsidiary. Application for Fed approval should immediately be 
analyzed.
6. Due to the alleged ex-enployee theft CNB should inclement an
informal, unwritten policy of three years of service before obtaining an 
assistant branch manager position.

Characteristically, CNB assistant branch managers are young 
well-educated individuals, many of viitmi have joined the bank directly 
fran college. They begin work as a customer service representative 
floating among the various branches to leam the business. When an 
assistant manager position becomes available, a customer service
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representative is placed in that position. Usually, the new assistant 
manager has spent one to two years in various branches.

An assistant manager is in a position of authority and has access 
to a great deal of money. CNB should consider an informal, unwritten 
policy of requiring an individual to have a miniaum of three years with 
the bank before being appointed to an assistant manager position. This 
time frame may allow management to beccmte familiar with the personality 
traits of the customer service representative, as well as to thoroughly 
evaluate his or her work performance before placing the individual in 
such a responsible position.
7. Restrict acquisition growth to the Indiana, Kentuclqr and Illinois 
area.

Althou^ Indiana interstate banking laws provide opportunities for 
acquisitions in numerous states and nationwide banking in 1992, it is 
recommended that CNB restrict its acquisition growth to the states of 
Indiana, Kentucky and Illinois for the foreseeable future.

The primary cause of an unsuccessful bank acquisition is poorly 
planned integration. Being too dispersed geographically is also a cause 
of acquisition failure.By maintaining planned acquisition growth in 
the same geographic proximity of the tri-state region, CNB will be able 
to oversee subsidiary bank activity. CNB can reach economies of scale 
through such activities as running centralized check proofs as they 
operate now in the Citizens National main office. Economies of scope

^William D. Miller, "Emerging Patterns on Mergers," ABA Banking 
Journal 80, no. 10(0ctober I988); 30.
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can also be obtained through a wider variety of bank services for each 
institution.

Indiana and Kentucky permit the largest opportunities for growth 
and expansion because they allow countywide branch offices. Illinois 
only allows unit branching; however, an acquisition into that state 
would still be profitable with a strong single institution.
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CHAPTER 7
THE IMPACT OF TAX REFORM ON COMMERCIAL BANKS' 

MUNICIPAL INVESIMENT HOLDINGS

MTN Bancshares, Inc. is a $1.7 billion multi-bank holding ccnpany. 
As portfolio manager of MTB you are in charge of the investment holdings 
of the $1.1 billion lead bank, Mid-Tennessee National. Additicmal 
responsibilities include fielding questions and preparing a weekly 
investment advice letter for the portfolio managers of MTN's four 
subsidiary banks: Northern National Bank of Tennessee, Southern National 
Bank of Tennessee, Western National Bank of Tennessee, and Eastern 
National Bank of Tennessee.

The new rules of tax reform have drastically curtailed a banks 
incentive to hold municipal securities. The MTN banks, along with other 
banking institutions, are adjusting to the rulings against the long 
treasured tax-free security.

The investment managers of the subsidiary banks request your 
expert advice on specific aspects of the rulings. Before responding, 
review the tax reform summary, which may aid in your assessment.

Introduction
Management of the commercial bank portfolio is impacted not only 

by economic and interest rate changes but regulatory and tax alterations 
as well. An astute bank investment officer must react to such changes 
with needed portfolio adjustments that will maximize return while 
managing risk.

190
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The Tax Reform Act of 1986 (the Act) presented such an occasion 

for bank investment officers. Among the provisions of the Act affecting 
commercial banks are its treatment of municipal securities, a long-time 
favored investment vehicle for banks. The impetus for banks to purchase 
nunicipal securities has been exenption for federal income taxes and 
special deductions for the interest expense on money borrowed to 
purchase or "carry" minicipals.

Under the new rules, banks can no longer deduct interest expense 
for nunicipal issues acquired after August 7, 1986, except for qualified 
issues from "small issuers" not issuing more than $10 million of bonds 
in one year. The Act further mandates that interest on private activity 
bonds (bonds issued by quasi-public agencies such as sewage authorities 
and public utilities) issued after August 7, 1086 be treated as a tax 
preference for alternative minimum tax (AMT) purposes. Once the AMT 
applies to a bank, the institution is in a 20 percent marginal tax 
bracket and any additional supposedly tax-free securities (regardless of 
the purchase date of the municipal) will be taxed at 15 percent. These 
new restrictions have caused virtually all bank investment officers to 
reappraise their portfolio holdings and strategies.

The purpose of this overview is twofold: to examine the new rules
of the game with respect to bank nunicipal holdings, and to gather 
information through a survey of Tennessee banking institutions 
concerning the effects of these changes on portfolio management.

Repeal of Interest Expense Deduction
In recent years Congress has enacted tax legislation to prevent 

banks from deducting, without limit, the interest expense deemed
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allocable to tax-exempt bonds. Beginning with the 1982 Tax Equity and 
Fiscal Responsibility Act (TEFRA), banks were no longer permitted to 
deduct the full amount of interest expense incurred in purchasing or 
carrying nunicipals. Under TEFRA, an 85 percent deduction was allowed. 
Later the deduction was lowered to 80 percent in I984 under the Deficit 
Reduction Act. The Tax Reform Act of I986 eliminated the remaining 80 
percent nunicipal interest expense deduction.

Section 902 of the 1986 Tax Act̂  denies commercial banks (and 
other financial institutions) any deduction for the interest expense 
incurred in piu’chasing or carrying tax-exenpt bonds which were acquired 
after August 7, 1986. This ruling became effective for taxable years 
ending after December 31, I986.

There are several exceptions "grandfathered" under this ruling. 
Mincipals acquired by banking institutions from January 1, 1983 to 
August 7, 1986 will still be permitted the 80 percent deduction. The 85 
percent deduction remains for municipals acquired during 1982, while the 
100 percent interest deduction for such bonds purchased before 1982 
continues intact. Written commitments to purchase or repurchase bonds 
entered into on or before September 25, 1985 are treated as obligations 
acquired prior to August 8, I986, and allowed the 80 percent deduction.

The Act further provides for a permanent small issuer exception to 
the repeal of interest expense deductions. "Bank qualified" small 
issues will r«nain subject to the 80 percent deduction rule. To qualify

P̂rentice-Hall's Explanation of the Tax Reform Act of 1986. 
Bulletin 42 Extra (Englewood Cliffs, N.J.: Prentice Hall, 1986).
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2a bond oust be for public purpose (not a private activity bond) or a 

501(c)(3) organization (such as charitable or educational) purpose.
Additionally, such bonds nust be issued by an entity vdiich reasonably
expects to issue no more than $10 million of tax-exempt obligations (as 
stated in the bond issue) in one calendar year.

The following examples illustrate the advantage of the 80 percent 
interest expense deduction (20 percent disallowance) versus the new 
ruling for a 100 percent disallowance.

(1) First State Bank has the following financial data for the
year:

Total average assets = $100 million
Total interest expense = $6 million
Nkmicipal portfolio consists of all securities purchased 
between January 1, 1983 and August 7, 1986 = $25 million 
Tax rate = 34 percent

First State's dollar amount of interest expense disallowed and its
negative impact on after tax earnings would be computed as follows:
$25 mil X $6 mil x 20 percent = $300,000 interest expense disallowed 
$100 mil
$300,000 non-deductible interest expense x 34 percent = $102,000 
increased taxes
(2) Second State Bank has the following financial data for the year:

Total average assets = $100 million
Total interest expense = $6 million
Niinicipal portfolio consists of all securities purchased after 
August 7j 1986 and nonqualified = $25 million 
Tax rate = 34 percent

2A public purpose bond is a security issued strictly for a public 
use, such as a school or highway bond.

F̂ederal Taxes 1986. Vol. 5 19,000-21,169, Code sections 401-506
(Panamas, N.J.: Prentice-Hall Information Services, I987).
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Second State's dollar amount of interest expense disallowed and 

its negative impact on after tax earnings would be cotqxited as 
follows:
$25 mil X $6 mil x 100 percent = $1.5 million interest exjjense disallowed 
$100 mil
$1.5 million non-deductible interest expense x 34 percent = $510,000 
increased taxes

Because no interest expense deduction is permitted on nonqualified 
municipals purchased after August 7> 1986, Second State has a much 
higher tax burden than First State, which holds older 80 percent issues.

Imposition of Alternative Minimum Tax
As of tax year 1987, the add-on-minimum tax was replaced by the 

corporate alternative minimum tax. Under Section 711 of the Tax 
Reform Act of 1986̂  interest on private activity bonds issued after 
August 7, 1986 is treated as a tax preference item for AMT purposes.̂  
There are fifteen different kinds of such private activity AMT issues 
including "bonds financing mass commuting facilities, facilities to 
furnish water (other than irrigation), sewage disposal facilities, solid 
waste disposal facilities and qualified multi-family residential 
projects.For year end 1987, AMT bonds accounted for $14 billion of 
the $723.7 billion outstanding municipals.

^Prentice-Hall's Explanation of the Tax Reform Act of I986.
^A bank which incurs interest expense to purchasing or carry 

activity bond, and that is denied a deduction for such expense for 
regular tax purposes, is permitted the deduction for minimum tax 
purposes where the interest is included in alternative minimum taxable 
income.

^Prentice-Hall's Explanation of the Tax Reform Act of I986.
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Interest on bonds issued on behalf of qualified 501 

(c)(3)organizations and interest on bonds refundings pre-1986 issues are 
not categorized as preferences.

7Section 701 of the Act details the computation of the AMI. The 
alternative minimum tax will only be paid if the sum exceeds the regular 
income tax.

The AMT is computed by totaling regular taxable income and tax
gpreferences for the year, less an exeirption. The exemption amount is 

$40,000, less 25 percent of the excess of alternative mininum taxable 
income over $150,000.̂  The resulting amount is multiplied by the 20 
percent AMT tax rate.

In addition to a bond interest being counted as a 100 percent 
preference if it is of the AMT variety, Section 720 of the Act, Business 
Untaxed Reported Profits^^, mandates that in transition years 1987, 1988 
and 1989, one half of book income not already included in the mininum 
tax base is a preference item. Corporate book income is the net income 
shown on financial statements, including such items as tax-exenpt

Îbid.
gAdditional preferences, heavily affecting banking institutions, 

not discussed in this paper include the excess of the bad debt deduction 
over an amount ccxiç)uted under the experience method and accelerated 
depreciation on real and personal property.

^This exemption disappears altogether vdien mininum taxable income 
exceeds $310,000.

$310,000 - $150,000 = $160,000 excess
$ 40,000 exenption - 25 percent x $100,000 = $0 exemption
^̂ Prentice-Hall *s Explanation of the Tax Reform Act of I986.
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Income. Section 720 applies regardless of when municipal bonds were or 
will be purchased. Beginning in 1990, an earnings and profit approach 
called adjusted current earnings will be used to determine this 
preference. The preference rate will then increase from 50 to 75 
percent.

The following tables 1, 2, and 3 illustrate how the ANTT may affect 
a banking institution's tax position. The sinplified exanples assume 
tax-exenpt income as the only preference (with no AMI issues) and the 
1990 tax rate of 34 percent for incomes over $335,000.

It can be shown that the AMT applies when tax-free income equals a 
mininum of 48.3 percent of book income. This case is shown in table 2 
vdiere Second National Bank carries book income of $1,000,000 for the 
year with $482,759 in tax-exenpt income. Accordingly, regular income 
tax and the alternative mininum tax for Second National are equal at 
$175,862.

Table 1 displays a tax situation for First National Bank which 
assumes a sizable proportion of tax-exempt income. Tax exençjt income 
equals $650,000 with book income at $1,000,000. First National is 
subject to the higher alternative minimum tax of $167,500 versus the 
regular income tax of $119,000.

Another possibility pî esented in table 3 posits a scenario where 
tax-exenç)t inqorae totals $300,000 with book income of $1,000,000. The 
alternative mininum tax of $185,000 is of no significance to Third 
National vdiich is subject to the higher regular income tax of $238,000.

As seen in these three cases, not all banking institutions will be 
subject to the AMT. Only those generating a higb percentage of tax-free
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income to book income (48-3 percent and above) will be affected by the 
new AhTT. Once the AKT kicks in, the banking institution assumes a 20 
percent marginal tax; additional taxable income would be taxed at 20 
percent with iriinicipal income taxed at half this rate. Hence, 
supposedly tax-free securities would be taxed at a 15 percent (20 
percent AMT x 75 percent excess) rate.

Table 1.— First National Bank Tax Bill

Book inccMne is $1,000,000 with $650,000 in tax-exenç»t income
Regular Taxable Income $350,000

X .34 = $119,000 regular income
tax

Alternative Minimum Taxable Income $350,000
75 percent of excess book income over mininum tax base;

+ 75 percent ($1,000,000-$350,000) $487,500 
Adjusted Alternative Mininum Taxable Income

$837,500
X .20 = $167,500 alternative

mininum tax
First National Bank is subject to the alternative 

mininum tax of $167,500.
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Table 2.— Second National Bank Tax Bill

Book income is $1,000,000 with $482,759 in tax-exençït income
Reg^la^ Taxable Income $51?>241

X .34 = $175)862 regular income
tax

Alternative Mininum Taxable Income $517 >241
75 percent of excess book income over mininum tax base:

+ 75 percent ($1,000,000 - $517,241) $362,069 
Alternative Alternative Mininum Taxable Income

$879,310
X .20 = $175,862 alternative

mininum tax
Second National Bank is subject to tax of $175,862.

The regular income tax and the alternative minimum tax are equal.

Table 3-— Third National Bank Tax Bill

Book inccMie is $1,000,000 with $300,000 in tax-exenç)t income
Regular Taxable Income $700,000

X .34 = $238,000 regular income
tax

Alternative Mininum Taxable Income $700,000
75 percent of excess book income over mininum tax base:

+ 75($1,000,000 - $700,000) $225.000
Adjusted Alternative Mininum Taxable Inccxne

$925,000
X .20 = $185,000 alternative

mininum tax
Third National Bank is subject to the regular income tax of $238,000. 

It is not affect«l by the alternative mininum tax.
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Nfcinicipal Yields

By lowering the marginal tax rates and eliminating the 80 percent 
interest expense deduction, the 1986 Tax Act has eliminated the inpetus 
for banking institutions to purchase nonqualified municipals. Current 
tax equivalent yields on nonqualified iminicipals are too low to be 
attractive investments. Representative municipal yields, based upon 
February I4, 1989 quotes, are illustrated in table 4> "Tax Equivalent 
Yields for Niinicipal Bonds Versus Treasuries." As seen in Column 2, 
post-tax reform (assuming a 34 percent tax rate). Treasury securities 
are yielding a higher return than tax adjusted nonqualified municipals. 
The five year Treasury generates a 200 basis point spread over the five 
year nunicipal, vdiile the ten year Treasury note is 153 basis points 
above an equivalent term nunicipal.

Column 1 (using current nonqualified nunicipal rates) reveals the 
fact that the pre-tax reform yields on nunicipals based upon the hi^er 
pre-reform 46 percent maximum tax rate and a 20 percent disallowance (80 
percent deduction) would make nunicipals attractive, yielding higher tax 
equivalent yields than Treasuries.

Under the current rate structure, "bank-qualified" small issues 
yield a sli^tly higher return than Treasuries. The five year 
"bank-qualified" nunicipal supports a twenty-four basis point spread 
over the five year Treasury rate, while the ten year "bank-qualified" 
nunicipal yields a seventy-one basis point spread over the ten year 
Treasury.

Mike Heflin, Manager of the Financial Services Group for First 
Tennessee bank ($5 billion assets) summarized the banking industry's 
position on municipal bonds, "Banks simply aren't buying nunicipals if
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they are not 'bank-qualified' . The problem is that the market in 
'bank-qualified' issues is very small and the securities are difficult 
to find." Indeed, estimates indicate that the "bank-qualified" small 
issues market is only 5 percent of new security issues.

^̂ Thomas S. Buckmeyer, "Credit Market Comment" (Atlanta; Smith, 
Barney, Harris Upham & Ccnpany, 1 January 1988) 11, photocopied.
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Table 4«— Tax Equivalent Yields for Municipal Bonds Versus Treasuries

(1) (2) (3)Pre-Tax Reform Post-Tax Reform Post-Tax Reform
( 205g ( 100$ ( 20$
disallowance/ disallowance/ disallowance/
46% tax rate/ 34$ tax rate/ 34$ tax rate/
assume a 6.75/6 6.75$ nonqual. 6.60$ qualified
muni rate) nuni rate) municipal)

5 year nunicipal 11.48/6 7.14$ 9.38$
5 year T. note 9«14% 9.14$ 9.14$

assume a 7.0$ 7.0$ nonqualifiedI 6.85$ qualified
nuni rate nunicipal rate nunicipal

10 year nunicipal 11.94$ 7.52$ 9.76$
10 year T. note 9.05$ 9.05$ 9.05$
>4inicipal yield calculated as follows:
Municipal rate - ($ disallowance) (average cost of funds) (tax rate)

1 -- tax rate
Tax Equivalent yields assume 6.0 percent cost of funds (vdiich will vary
among banks), no alternative mininum tax, and no state tax.

Sources: Municipal calculation equation from "A Farewell to Nhinicipals
and Other Tax Effects," ABA Banking Journal 79, no. 2 (February 
1987)535. Treasury rates from "Key Interest Rates," The Wall Street 
Journal, 14 February 1989, sec. C:20(E).
Note: Nimicipal security rates based upon A rated obligations coming to 
market February 14, 1989» Rates provided by David Z. Barnett, Vice 
President, Sovran Bank, Nashville.

The Trend of Ntmicipals in the Bank Portfolio 
The municipal bond market has experienced an upheaval since the 

passage of the 1986 Tax Reform Act. Not only has municipal issuance 
been curtailed due to the Act, but banking institutions have continued 
to reduce the percentage of municipal holdings. Furthermore, as the Act 
constricted both the size and profitability of the nunicipal business,
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number one ranked Salomon Brothers led an industry-wide retrenchment, 
withdrawing from the nunicipal securities business in mid-October 1987» 
Since that time over a dozen investment banking firms and commercial 
banks have either eliminated or cutback their nunicipal securities 
business.

The level of nunicipal placements totaled $214 billion in 1985,
declined gradually to only $114 billion in 1989* Ntich of the reduction
in offerings has been attributed to the new rules from the 1986 Tax
Reform Act. Not only did banks lose nuch of their incentive to purchase
nunicipals; on the supply side the issuance of private-purpose debt was
restricted and the definition of public-purpose bonds was narrowed (that
is, 90 percent of the issue nust now be for public use to keep its

12tax-exenpt status).
As shown in table 5, "Holders of Outstanding Municipal 

Securities," banks have traditionally been large-scale purchasers of 
nunicipal bonds, holding 35 percent of the market in I985. Due to 
changes in the tax laws, banks have been disinvesting in nunicipals and 
reducing tneir share of holdings in outstanding securities. Banks have 
gone from holding 30 percent of the market in I986 to a substantially 
lower 17 percent in quarter 1-1990.

12"State and Local Government Finance in the Current Expansion," 
Federal Reserve Bulletin 74, no. 2 (February I988):87-88.
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Table S*— Holders of Outstanding Municipal Securities
(In Billions)

Year Total Households
>&itual
Funds

Money Mkt. 
Funds

Commer.
Banks

P & C 
Insurance Other

1980 $350.3 $ 88.3 $ 4.4 $ 1.9 $149.2 $ 80.5 $26.0
1981 373.7 99.8 5.1 4.2 154.2 83.9 26.5
1982 417.9 120.2 8.0 13.2 158.5 87.0 31.1
1983 469.0 155.1 13.4 16.8 163.2 86.7 33.8
1984 520.0 181.1 19.1 23.8 174.2 84.7 37.1
1985 655.5 219.2 33.5 36.3 231.3 88.2 47.0
1986 679.1 195.7 65.3 63.8 202.8 103.9 47.6
1987 713.2 238.2 70.7 61.4 173.7 127.8 41.4
1988 759.8 282.0 78.7 65.7 151.2 140.7 41.5
1989 785.2 298.8 93.6 69.4 133.9 149.5 40.0
1990 : 
Ql 792.1 292.3 97.4 7̂ .1 132.9 151.3 41.1

Source: Federal Reserve Flow of Funds cited in "Trends in the Holdings
of ̂ kmicipal Securities" (New York: Public Securities Association, First 
Quarter 1990), photocopied.

The Inpact of Tax Reform on Tennessee Banks' Municipal Holdings
Further evidence on the expected decline of nunicipals in the bank

13portfolio was gathered through a questionaire survey. The survey
instrument was mailed in January 1989 to the l68 Tennessee ccmmercial

r
banking institutions with assets of at least $25 billion. A total of 
fifty-five banks (33 percent response rate) responded. The results of 
the survey are presented in table 6.

Prior to the tax reform changes in 1985, the average nunicipal 
share of the investment portfolio was 34 percent. As the inpact of tax 
reform was phased in, holdings of nunicipals declined as follows: 32

13This survey was prepared with Dr. John T. Lee, Professor of 
Finance, Middle Tennessee State University, >tirfreesboro, Tennessee.
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percent of thenj? portfolio in 1986; down to 28 percent in 1987; and 25 
percent in 1988.

Since the interest disallowance, the overvdielming majority of 
banks, 85 percent, have not purchased any nunicipals Wiich were not 
"bank-qualified". The CEO of a $38 million bank explains the lack of 
interest in nunicipals, "At this time tax free equivalent yields do not 
meet taxable yields." Of the small group of banks, 15 percent, that 
continue to purchase nunicipals which were not "bank-qualified", two 
explanations were largely cited: (1) a few securities purchased were
taxable nunicipals with ccmparable yields, and (2) acquisitions were 
done to support a local municipality such that yield was not the sole 
factor considered.

Mr. Heflin, of First Tennessee, explains the advantage of taxable 
nunicipals :

Taxable municipal bonds are one of the most significant new 
products developed in response to the Tax Reform Act of 1986. 
Interest on these bonds is taxable because the issuer has purposely 
structured the financing to fail one or more of the Tax Bill 
restrictions, such as a volume cap or using more than 105? of the 
bond proceeds for a private entity [taxable municipals do not 
qualify for interest expense deductions]. It is inportant to note 
that these restrictions apply to even general obligation bonds. As 
a result, you will find that these securities generally have the 
same investment characteristics as the tax-free nunicipal bonds many 
of you purchased before, except they are now at higher taxable 
yields.
Whereas only a few banks have continued to purchase securities to 

support their local municipalities at the cost of a lower than available 
return elsevdiere, two-thirds of those responding continued to provide

^̂ Mike Heflin, "Taxable Municipals" (Menphis: First Tennessee 
Financial Services Group, 17 October 1986), photocopied.
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some support of local needs throu^ direct loans instead of buying their 
debt.

Sixty-seven percent of the survey participants report purchases 
of "bank-qualified" issues since tax reform, citing sufficient tax- 
equivalent yields. Pointing to the difficulty of locating such issues, 
those obtained were largely local Tennessee issues. Institutions who 
had not entered the "bank-qualified" market mentioned that the issues 
weren't available or that their bank was in an AMT situation and the 
yields were not high enough to compensate.

Jennifer Fain, Assistant Investment Officer for the $2.6 billion 
Third National Bank of Nashville comments, "banks will continue to 
purchase Bank Qualified municipal bonds. Banks still need tax exempt 
income, however, the banks will have to consider the AMT possibility to 
decide if municipals make sense to buy.

While the survey found that only 38 percent of banks have thus far 
been subject to the AMT, an overwhelming 75 percent anticipate the AMT 
to be a consideration in future planning. Further, a total of 17 
percent have specifically liquidated imnicipal securities because of the 
AMT. TOe CEO of a $71 million banx commented, "We intend to hold the 
bank's investment in municipals just at the level at vdiich AMT is 
triggered. This may dictate buying or selling tax exempt municipals."

The AMT has particularly affected the nunicipal holdings of First 
Tennessee Bank. Immediately after the passage of the Act, Mr. Heflin

^̂ Jennifer Fain, Third National Bank, Nashville, Tennessee. 
Written Interview, October. 1987*
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urged First Tennessee investment officers to sell off any low yielding
nunicipals. Given their low tax equivalent yield in an AMT situation, a
yield of 6 percent or less was considered a poor investment. Mr. Heflin
sees more profitable alternatives in the investment market.

For those retargeting funds traditionally flowing to municipals, a
number of different investment vehicles are popular. The first choice
for retargeting was the U.S. Treasury bill followed by mortgage-backed
securities. The mortgage-backed instruments carry much higher yields
than Treasuries; however, they still do not match the majority of
municipal yields prior to tax reform. As of February 14, 1989, a newly
issued thirty year Government National Mortgage Association backed

17security yielded 10.47 percent versus a 9.09 percent thirty year 
l8Treasury bond, a spread advantage of 138 points.

Spread advantages over Treasuries also exist for government agency 
issues, the third most popular instrument for retargeting funds. As of 
February 14, 1989, a five year Federal Home Loan Bank issue yielded 9-60 
percentversus a 9.18 percent conparable term Treasury note, a 
spread advantage of 42 points.

^̂ Mike Heflin, First Tennessee Bank, Menphis, Tennessee. Written 
Interview, August I988.

17 "Bond Market Data Bcink," The Wall Street Journal, 15 February 
1989, sec. C:14(E).

18"Treasury Bonds, Notes, and Bills," The Wall Street Journal, 15 
February I989, sec. C:13(E).

19"Government Agency Issues," The Wall Street Journal, 15 February 
1989, sec. C:13(E).

20"Treasury Bonds, Notes, and Bills," The Wall Street Jourual, 15 
February 1989, sec. C:13(E).
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Ranking next among the choices of bankers Wio rechanneled funds

away from nunicipals were loans, followed by investing in collateralized
mortgage obligations (CMOs). CMOs are mortgage-backed obligations that
are corporate securities. They have a ten to fifteen year stated
maturity, with a three year average life and a five year expected pay
out. For February 14, 1989, a newly issued five year CMO carried a 102
point spread over a conparable maturity Treasury vdiile a seasoned five

21year CMO was 98 points above a Treasury. Other choices for 
retargeting include corporate bonds, cert if icates of deposit, and 
bankers' acceptances of institutions, respectively.

The large majority of respondents felt that the banking industry 
industry as a whole will no longer continue purchasing municipals in any 
measureable degree. Most banks were interested in purchasing 
"bank-qualified" issues; however, if the bank was in an AMT situation 
the yields would have to be sufficient to compensate.

Table 6.— Survey on the Inpact of Tax Reform on Bank Municipal Holdings

I. Classification
a. d. Affiliated with a multi-bank

b.
Bank Name building conç»any?

Yes 43% No. 57i_
Location If yes, e.___________________

Name
c. average-$329 million

Bank Asset Size f. average - $5.6 billion
Holding Co. Asset size 

g. Are portfolio decisions made at the holding company level?
Yes 25% No_75l_

21 "Bond Market Data Bank," The Wall Street Journal, 15 February 
1989, sec. C:14(E).
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Table 6.— Continued
II. Inspect on Portfolio

1. Since the ICO percent interest e;q)ense disallowance became 
effective, has you bank purchased any "bank-qualified" 
municipals for your investment portfolio?

Yes 67% No 75%
Please explain.

2. Since the interest disallowance, has your bank purchased any 
nunicipals which wei’e not "bank-qualified"? (Do banks buy 
nunicipals for anything other than yield?)

Yes 15% No 85%
What reason(s) led to this decision?

3. Has your bank made any loans to nunicipal entities instead of 
buying their securities? (small issues may be done as loans)

Yes 66% No 32% Unsure 2%
4. a. Has your bank been subject to the Alternative Mininum Tax

(AMT)?
Yes 38% No 57% Unsure 5%

b. Do you anticipate the AMT to be a consideration in future
planning?

Yes 75% No 21% Unsure 4%
c. Have you specifically liquidated any of your municipal

securities because of the AMT?
Yes 17% No 83%

Please explain:
5- Using your bank's balance sheets for I985, 1986, 1987 and 

1988, approximately what percentage of tax exenpts were held 
in your investment portfolio?

1985 34% 1986 32% 1987 28% 1988 25%
6. If the percentage of nunicipal holdings has been reduced, what 

specific investment securities were chosen to absorb these 
funds?
34% U. S. Treasury Securities 7% Collateralized Mortgage
2^ Mortgage-Backed Securities Obligations
5% Corporate Bonds 0% Asset-Backed Securities

25% Other(s), please specify
(Govt. A^ncies 13%, 

loans 8%, CDs 3%, Bankers' 
Acceptances 1%)

If more than one, please rank in order of inportance. 
(Percentages indicate first choices.)

7. Given the new tax treatment of municipals, in your opinion, 
are there any circumstances under viiich your bank would 
purchase municipals?

8. Please feel free to make any comments or suggestions.
Thank you for your cooperation. Please return in enclosed envelope.
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Conclusion

The Tax Reform Act of 1Ç86 states that banks can no longer deduct 
interest expense for nunicipal issues acquired after August 7> 1986 
except for qualified issues from "small issuers" not issuing more than 
$10 million of bonds in one year. Additionally, some banks would be 
subjected to the AMI because of nunicipal holdings. Where a banking 
institution is subject to the AMT, once the AMT applies the bank is in a 
20 percent marginal tax bracket with municipal income being taxed at an 
effective 15 percent tax rate.

Currently, with the prevailing tax equivalent yields on 
alternative bank investments, nonqualified issues are not attractive, a 
situation not likely to change unless the market or tax environment 
changes dramatically. Much of the reduced demand by banks has been 
offset by individual purchases; consequently. Municipalities haven’t 
been forced to offer the higher yields necessary to attract banks under 
the new rules.

In sunmary, although banks will continue to pure lia se the 
relatively scarce "bank-qualified" issues and may in some instances 
support local Municipalities by holding investments under market yield, 
they will no longer be the major holder that they have been 
historically. The investaient officer now has the challenge of seeking 
the hi^ pre-tax reform returns of municipals elseidiere in the 
investment market.

Questions
1. The poirtfolio manager of Northern National Bank of Tennessee has 

located a public-purpose nunicipal security, vdiich was part of a
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$9.5 million issue. Ihe portfolio manager is very enthused because 
he maintains the security will have a nuch higher tax equivalent 
yield because he believes it is a "bank qualified" nunicipal. He 
requests your verification.

2. Eastern National Bank of Tennessee submits the following financial 
data for the year, desiring an interest expense disallowance 
summaiy :

Total average assets = $17,500,000
Total interest expense = $1,050,000
25 percent of Eastern National's assets consist of
nonqualified nunicipal securities acquired after Augpst 7,
1986 and an additional 25 percent consist of municipals
acquired between January 1, I983 and August 7, 1986

3. The portfolio manager at Southern National Bank of Tennessee claims 
that in 1989 the institution carried a high 53 percent of tax-free 
income to book income and was not affected by the AMT. Conse­
quently, the manager maintains that in 1990 if he is able to 
maintain approximately the same ratio, the institution will again 
avoid the AMT. Comnent (assume in both years the bank was under the 
34 percent regular tax rate).

4. (a) Western National Bank of Tennessee has sold nunicipals to the
point vhere it is not subjected to the AMT. The institution has a
6.25 percent cost of funds and is in the 34 percent tax bracket. 
Based upon such information, which one of the following securities 
would you recommend the portfolio manager purchase;
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—  a five year 7 «15 percent ncxiqualified nunicipal
—  a five year 5.65 percent qualified nunicipal
—  a five year 7«94 Treasury note.

(b) Would your reconmendation change if the bank is able to drop its 
cost of funds to 5*75 percent, as optimistically anticipated?

5. Prepare an investment advice letter for the subsidiary banks on idiat 
you perceive to be one of the most profitable instruments in vdiich 
to retarget traditional nunicipal funds. Current security rates may 
be obtained from an investment publication, such as The Wall Street 
Journal.
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INSTRUCTOR ANSWER UNIT
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QUESTION 1 : Northern National Bank of Tennessee

Under the new law, banks can deduct 80 percent of their carrying 
costs for public-purpose or 501 (c)(3) bonds frcan agencies vdio do not 
reasonably expect to issue more than $10 million in bonds in one year. 
The nunicipal may be classified as "bank qualified" if the issuer states 
in the bond issue that it does not reasonably expect to originate more 
than the $10 million limit in one year.

Northern National is advised to check with the issuer to clarify 
if the $10 million reasonable expectation limit was stated in the bond 
issue. Securities viiich are "bank qualifed" do produce rich 
tax-equivalent yields due to the 80 percent interest expense deduction.

QUESTION 2: Eastern National Bank of Tennessee
Eastern National's dollar amount of interest expense disallowed would be 
computed as follows:
($ 4.375.000 X $1,050,000 X 20 percent)=$52,500
($17,500,000 ) interest expense disallowed
Disallowance attributable to securities acquired between January 1, I983 
and August 7, 1986 vdiich are permitted the 80 percent deduction.
($ 4.375.000 X $1,050,000 X 100 percent)=$262,500
($17,500,000 ) interest expense disallowed
Disallowance attributable to nonqualified securities purchased after 
August 7, 1986 which are not permitted a deduction.
$52,500 + $262,500 = $315,000 Total interest ejqjense disallowed.
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QUESTION 3: Southern National Bank of Tennessee
In transition years 1987> 1988 and I989, 50 percent of book income 

not already included in the mminum tax base is a preference item. The 
situation becomes aggravated for 1990 and years after when the 
preference rate rises frcxn 50 to 75 percent.

Not all banking institutions will be subject to the ANTT. Only 
those generating a high percentage of tax-free income to book income 
will be affected: (1) 58.3 percent and above for transition years I987,
1988, and 1989 and (2) 48.3 percent and above for 1990 and years after.

Table 7 illustrates that at 53 percent of tax-free income to book 
income. Southern National sinply pays the regular tax in year I989.
When the excess rate rises to 75 percent in 1990, the banking 
institution will be subjected to the AMT, as exhibited in table 8.

Table 7.— Southern National Bank of Tennessee Tax Bill, 1989

Book income is $10,000,000 with $5,300,000 in tax-exenpt income
Regular Taxable Incrane $4,700,000

X .34 = $1,598,000 regular 
income tax

Alternative Mininum Taxable Income $4,700,000
50 percent of excess book income over mininum tax base:
+50 percent ($10,000,000 - $4,700,000) $2,650,000
Adjusted Alternative Minimum Taxable
Income $7,350,000

X .20 = $1,470,000
alternative 
mininum tax

Southern National is subject to the regular income tax of $1,598,000 
It is not affected by the alternative mininum tax.
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Table 8.— Southern National Bank of Tennessee Tax Bill, 1990

Book income is $10,000,000 with $5,300,000 in tax-exempt inccMne.
Regular Taxable Income $4,700,000

X .34 = $1,598,000
regular income tax

Alternative Mininum Taxable Income $4,700,000
75 percent of excess book income over mininum tax base:

+ 75 percent ($10,000,000 - $4,700,000) $3,975,000
Adjusted Alternative Mininum Taxable Income $8,675,000

X .20 = $1,735,000
alternative 
mininum tax

Southern National is subject to the alternative mininum tax of 
$1,735,000.

QUESTION 4: Western National Bank of Tennessee
Tax equivalent nunicipal yield is calculated as follows:

1-tax rate
a.
7.15 percent .0715 - (1)(.0625)(.34) = 7.61 percent
nonqualified I-.34
5.65 percent .0565 - (.20)(.0625)(.34) = 7.92 percent
qualified I-.34

The 7.94 Treasury note is the recommended
b.
7.15 percent .0715 - (1)(.0575)(.34) = 7.87 percent
nonqualif ied I-.34
5.65 percent .0565 - (.20)(.0575)(.34) = 7.97 percent
qualified I-.34
When the cost of funds falls, the tax equivalent yield on the qualified 
nunicipal rises to 7.97 percent, three basis points hi^ier than the 
Treasury note. Based upon the available information, the qualified 
municipal is the recommended purchase.
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QUESTION 5: Investment Advice Letter

Students may choose a security from numerous acceptable banking 
investments, such as:

(1) U. S. Treasuries
(2) Federal agency issues
(3) Certificates of deposit of other commercial banks
(4) Bankers' acceptances
(5) Corporate bonds
(6) Collateralized mortgage obligations
(7) Asset-backed securities
(8) Mortgage-backed securities
Remember, common stock is not a permissible investment for banking 

institutions to hold.
If funds should be retargeted, the chosen instrument yield should 

show a higher yield than the tax equivalent yield on current mmicipals.
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CHAPTER 8 
CONCLUSION

Each of the instructional case studies in this dissertation 
examined issues that have had a tremendous inpact on the banking 
industry: Increased mergers and acquisitions, hostile takeovers, 
tax Inform, new banking products and services, and interstate merger 
legislation. Of course, instructors mist adapt individual case 
materials to their particular courses. However, due to the relevance 
and timeliness of the cases included in this dissertation, these 
instructional materials could be incorporated into a graduate or 
undergraduate management of financial institutions course.

Whether the student is placed in the role of bank "merger and 
acquisition" analyst, bank consultant, or financial services manager, 
he or she is introduced to some of the realities encountered in the 
banking industry. These cases give the student practice in the decision 
making that may be required in a banking career; in doing so they brid^ 
the gap between teaching theory and practical problems in banking 
courses.
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