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Community Bank Valuation (Part 3)

The August 2019 Bank Watch described key considerations in analyzing the  
financial statements of banks.  However, we did not address one crucial set of 
relationships – those between a bank holding company (“BHC”) and its subsidiary 
depository institution.

Most banks are owned by bank holding companies.  While investors 
often state that they own an interest in a bank, this may not be legally 
precise.  Usually, they own a share of stock in a bank holding company, 
which in turn owns a controlling interest in a subsidiary bank’s common 
stock.  Where a bank holding company exists, this entity’s common 
stock generally is the subject of valuation analyses.  

Part 3 of the Community Bank Valuation series explores important  
relationships between banks and their holding companies, focusing 
particularly on cash flow and leverage.

The Holding Company’s Balance Sheet
Compared to a bank’s balance sheet, a holding company’s balance 
sheet has fewer moving parts.  The “left side” of its balance sheet, or 
its assets, usually is rather boring.  The more intriguing analytical ques-
tion, though, is how the bank holding company finances its investment 
in the bank.

The following table presents a balance sheet for a BHC controlling 100% of the 
common stock of a bank with $500 million of total assets.

Table 1
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Usually, the holding company’s assets consist virtually entirely of its invest-
ment in its subsidiary bank or banks, which equals the bank’s total equity.  
The investment in the bank is carried at equity, meaning that it increases 
by the bank’s net income and decreases by dividends paid from the bank 
to the holding company, among other transactions.  Other material assets 
may include:

 » Cash.  BHCs with cash obligations paid at the holding company, 
such as interest payments or compensation, often will maintain 
a cash buffer to cover several months of operating expenses.  In 
some cases, BHCs will maintain a larger cash position to react 
opportunistically if the bank subsidiary needs a capital injection for 
its growth or to repurchase BHC shares.

 » Other Assets.  Non-bank assets typically are relatively modest 
and consist of investments in other entities (such as an insurance 
agency), intangible assets related to acquisitions that were not 
“pushed down” to the subsidiary, or facilities.  In periods marked 
by higher levels of nonperforming assets, BHCs may hold problem 
assets, which is one strategy to reduce the bank’s classified asset/
capital ratio.

Interestingly, BHCs can borrow from banks – just not their bank subsidiary 
– and other capital providers.  If the funds are downstreamed into the bank, 
the borrowings can be transformed from an instrument not includible in the 
BHC’s regulatory capital into Tier 1 capital at the bank.  In order of seniority 
these funding sources include:

 » Bank Stock Loans.  These loans are collateralized by the subsidiary 
bank’s stock and typically are obtained from another bank.  As a 
secured borrowing, these loans generally have a lower cost than 
other alternatives.  However, in the event of a default, the lender can 
foreclose on their collateral (i.e., the bank stock).

 » Subordinated Debt.  After passage of the Dodd-Frank Act and 
the Basel III capital regulations, subordinated debt became a 
more prominent funding source, usually for organic growth or 
acquisitions.  Various regulatory requirements govern subordinated 
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debt offerings, but most community bank placements provide for a ten 
year term with the interest rate fixed for five years.  The securities may be 
considered Tier 2 capital for the holding company.  

 » Trust Preferred Securities (“TruPS”).  TruPS were created in the 1990s to 
combine the Tier 1 capital treatment of preferred stock with the tax deductibility 
of debt.  Rightly or wrongly, this instrument was viewed negatively by some 
regulators after the financial crisis, and the Basel III regulations effectively 
nullified new issuances.  Many BHCs still hold grandfathered TruPS, though, 
which often do not mature until the 2030s.  TruPS generally have interest 
rates that float with LIBOR, are subordinated to all other BHC obligations, 
and provide the issuer the right to defer payments for up to five years without 
triggering a default.  TruPS count as Tier 1 capital for BHCs with under $15 
billion in assets that are considered to be “large” BHCs that fie Y-9LP and 
Y-9C call reports with the Federal Reserve.

A BHC’s equity usually consists almost entirely of common stock, which generally 
must be the principal form of capitalization under BHC regulations.  However, BHCs 
can issue preferred stock, and regulations view most favorably non-cumulative, per-
petual preferred stock.

Analytical Considerations
Why do holding companies exist?  First, they provide an efficient way to raise funds 
that can be injected as capital into the bank, thereby accommodating its organic 
growth.  Second, they can facilitate acquisitions.  Third, BHCs can more efficiently 
conduct shareholder transactions, such as repurchases.  

By using leverage, a BHC can enhance the bank’s stand-alone return on equity 
(or exacerbate the ROE pressure arising from adverse financial scenarios).  As 
indicated in Table 2, BHC leverage magnifies the subsidiary bank’s 12.0% ROE to 
12.9% after considering the cost of the BHC’s debt.

As for a non-financial company, too much leverage can mean that the beneficial ef-
fect to shareholders of a higher ROE is swamped by the additional risk of financial 
distress.  Various metrics exist to measure the holding company’s leverage, but one 
is the “double leverage” ratio, which is calculated as the investment in the bank sub-

sidiary divided by the BHC’s equity.  As indicated in Table 1 on page one, the BHC’s 
ratio is 113%, which is consistent with the median reported by all smaller BHCs at 
June 30, 2019 (112%, excluding some BHCs for which the BHC’s equity exceeds 
the bank investment).

Cash Flow
Unfortunately, BHC regulatory filings and audited financial statements do not 
provide a sources and uses of funds schedule, although some cash flow data is  
provided.  Nevertheless, understanding the BHC’s obligations, and the cash re-
quired to service those obligations, is essential.  

Sources of funds consist principally of the following:

 »  Dividends from the bank subsidiary.  The depth of this source of cash flow 
should be evaluated in light of the bank’s profitability, capital levels, and 
growth opportunities.

 » Debt issuances

 » Common stock sales

 » Intercompany payments.  For example, the bank may reimburse the holding 

Table 2
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company for certain expenses paid by the BHC.  Additionally, banks and 
BHCs often have tax-sharing arrangements.  If the holding company incurs 
expenses, then it may realize an offsetting tax benefit.

Uses of funds include the following:

 » Debt service

 » Shareholder dividends

 » Share repurchases

 »  Operating expenses.  Expenses such as compensation, directors’ fees, and 
certain insurance premiums may be recorded by the holding company

Analysts should compare a bank’s ability to pay dividends, given its profitability 
level and need to retain earnings to fund its growth, against the BHC’s various 
claims on cash.  Mismatches can sometimes arise due to changes in the bank’s 
performance or operating strategy.  For example, consider a BHC that historically 
has paid high dividends to shareholders.  If its subsidiary bank adopts a new stra-
tegic plan focused on organic growth, then the bank will need to retain earnings 
rather than pay dividends to the BHC and, ultimately, BHC shareholders.  Additional 
borrowings could fund a short-term gap, but this is not a long-term solution to a 
BHC cash flow mismatch.

Two other special circumstances arise when analyzing BHC cash flow:

 » Acquisitions.  Prior to entering into a transaction, the BHC’s plan for funding 
any cash consideration should evaluate the availability and desirability of 
dividends from the bank, debt offerings, and stock sales.  Further, the cash 
acquired from the target BHC may provide another source of transaction 
funding.

 » S Corporations.  Shareholders in an S corporation rely on the BHC for 
distributions to offset their pass-through tax liability, while the BHC in turn 
relies on the bank for dividends to fund those tax payments.  There are 
no special capital rules at the bank level that provide flexibility regarding 
the payment of dividends to offset BHC shareholders’ tax liability when 
other restrictions on dividends may exist.  That is, C corporation and  

S corporation banks face the same capital regulations.  Boards of  
S corporations may desire to operate, at the margin, with a greater capital 
buffer to avoid a situation where the shareholders have taxable income but 
the BHC is unable to make distributions.

Capital
Capital requirements for BHCs vary based upon their asset size.  Under cur-
rent regulations, BHCs with assets below $3.0 billion are subject to the Federal  
Reserve’s Small Bank Holding Company Policy Statement.  This regulation does 
not establish any specific minimum capital ratios for small BHCs; however, a debt/
equity ratio limitation exists for debt arising from acquisitions.  Therefore, small 
BHCs have significant flexibility in managing their capital structure, although the 
Federal Reserve theoretically remains a check on their creativity.  

Large BHCs are subject to the Basel III regulations, which involve capital ratios cal-
culated based on Tier 1 and total capital.  Tier 1 capital generally is limited to com-
mon equity, non-cumulative perpetual preferred stock, and grandfathered TruPS.  In 
addition to the allowance for loan losses, Tier 2 capital may include subordinated 
debt.  Large BHC management can balance these capital sources to minimize the 
BHC’s weighted average cost of capital, maintain flexibility for unexpected events or 
opportunities, and ensure compliance with regulatory expectations.

Conclusion
While the subsidiary bank receives most of the analytical attention, the holding 
company on a standalone (or parent company) basis should not be overlooked.  
This is particularly true if the holding company has significant obligations to service 
debt or pay other expenses.  By understanding the linkages between the bank and 
holding company, analysts can better assess a BHC’s potential future returns to 
shareholders and risk factors posed by the BHC that could jeopardize those returns. 

Andrew K. Gibbs, CFA, CPA/ABV

901.322.9726 | gibbsa@mercercapital.com
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Mercer Capital’s Bank Group Index Overview Return Stratification of U.S. Banks

by Asset Size

Median Valuation Multiples

Median Total Return as of August 30, 2019 Median Valuation Multiples as of August 30, 2019

Indices
Month-to-

Date
Quarter-to-

Date
Year-to-

Date
Last 12 
Months

Price/LTM 
EPS

Price / 2019 
(E) EPS

Price / 2020 
(E) EPS

Price / Book 
Value

Price / Tan-
gible Book 

Value Dividend Yield

Atlantic Coast Index -4.2% -3.8% 7.7% -9.8% 12.8x 12.8x 11.7x 118% 127% 2.4%

Midwest Index -5.2% -5.6% 4.9% -12.6% 12.1x 11.4x 10.4x 119% 137% 2.6%

Northeast Index -5.1% -7.6% 1.1% -13.4% 12.6x 11.7x 10.7x 115% 126% 2.8%

Southeast Index -5.9% -4.2% 3.5% -12.8% 13.5x 12.0x 11.9x 112% 129% 1.8%

West Index -5.1% -4.3% 0.6% -20.6% 12.4x 12.1x 11.8x 114% 125% 2.2%

Community Bank Index -5.0% -5.2% 2.1% -14.0% 12.6x 11.8x 10.9x 117% 129% 2.4%

SNL Bank Index -7.6% -4.1% 10.5% -11.8%

Mercer Capital’s Public Market Indicators September 2019

Assets
$250 -
$500M

Assets
$500M -

$1B

Assets $1 -
$5B

Assets $5 -
$10B

Assets >
$10B

Month-to-Date -4.02% -3.71% -5.62% -7.14% -7.64%
Quarter-to-Date -0.51% -0.52% -4.69% -6.57% -3.98%
Year-to-Date 9.66% 9.09% 4.58% 5.73% 10.90%
Last 12 Months -3.87% -5.14% -15.50% -13.32% -11.70%
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2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 LTM
2019

U.S. 20.0% 18.4% 12.0% 6.9% 6.3% 5.4% 4.3% 5.5% 7.5% 7.5% 6.1% 10.0% 9.6% 9.1%
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Price / 
LTM  

Earnings

Price/  
Tang. 

BV

Price /  
Core Dep 
Premium

No.  
of  

Deals

Median 
Deal  

Value 
($M)

Target’s  
Median  
Assets 
($000)

Target’s 
Median 

LTM  
ROAE 

Atlantic Coast 18.1x 176% 10.9% 19 100.3 558,741 10.1%

Midwest 15.3x 166% 7.8% 80 51.8 188,796 10.0%

Northeast 17.3x 168% 9.1% 12 77.5 543,406 9.7%

Southeast 14.3x 173% 9.0% 30 38.9 224,700 10.2%

West 16.8x 168% 11.3% 19 68.0 280,539 10.7%

National Community 
Banks

16.7x 171% 9.1% 160 67.1 253,957 10.0%

Median Valuation Multiples for M&A Deals

Target Banks’ Assets <$5B and LTM ROE >5%, 12 months ended August 2019

Median Core Deposit Multiples

Target Banks’ Assets <$5B and LTM ROE >5%

Median Price/Tangible Book Value Multiples

Target Banks’ Assets <$5B and LTM ROE >5%

Median Price/Earnings Multiples

Target Banks’ Assets <$5B and LTM ROE >5%

Mercer Capital’s M&A Market Indicators September 2019

Source: S&P Global Market Intelligence
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Updated weekly, Mercer Capital’s Regional Public Bank Peer Reports offer a 
closer look at the market pricing and performance of publicly traded banks 
in the states of five U.S. regions. Click on the map to view the reports from 
the representative region.
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Mercer Capital assists banks, thrifts, and credit unions with significant corporate valuation requirements, 
transaction advisory services, and other strategic decisions.

Mercer Capital pairs analytical rigor with industry knowledge to deliver unique insight into issues facing banks.  These insights underpin the valuation analyses that are at the 

heart of Mercer Capital’s services to depository institutions.
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 » Strategic planning
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