
Prices Paid for Banks 

David C Cates 

B a n k merger data can help buyers and sellers . 
to weigh the "terms of trade" more accurately. 

V-

Ultimately a good merger, one that is strategically 
well planned and organizationally well executed, is 
more important than the price paid for i t A bad 
merger in those terms probably should not be 
consummated at any price. In the process of 
develop ing a bank merger, however, pricing 
clearly plays a role wor thy of our attention. 

What do w e mean by prices paid for banks? 
Rather than merely tabulat ing dollar values and 
financial terms of bank mergers, w e should 
consider the significance of our analysis of these 
data. W e want to measure the intense forces that 
result in an acceptable deal be tween Bank A and 
Bank B. And if possible, w e want to measure the 
key goals that dr ive the negotiat ing posit ions of 
seller and buyer. Both have in common something 
called maximizat ion of shareholder wealth, or 
MSW. Al though M S W does not exclusively drive 
every management in every deal, most of t hem 
seem to feel it is impor tan t 

Concepts of Premium and Dilution 

W e can use M S W as the ul t imate standard of a 
merger's success. A merger has to seem success-
ful to shareholders of both the seller and the 
purchaser, and each group has a di f ferent point 

The author is president of Cates Consulting Analysts, a * 
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of view. For the seller, the key is whether the 
merger price represents some immediate premium 
over the price of the stock prior to the announce-
m e n t Premiums may not be so high if the bank 
already has been approached and worked over 
several t imes—there just is not that much" ju i ce " 
left in the s tock Nor wi l l p remiums be high in a 
"marriage of equals," regardless of size. But if the 
merger is a surprise, then w e can look at market 
price premiums ranging from 30 to 100 percen t 

pro forma earnings over the same 12-month 
per iod might be $3.80 on a b lended basis, 
compu ted by d iv id ing the new earnings stream 
by the new number of total shares. The b lended 
earnings d i lu t ion per share is thus 5 percent, 
common ly taken to be the max imum di lut ion 
acceptable for a significant deal. Percentages 
significantly higher than 5 percent are te rmed 
"d i lu t ions of grandeur" by investment bankers 
and professional investors. 
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If the deal is for cash, that consti tutes the only 
premium. In a deal that includes stock, however, 
there are addi t ional ways of looking at the 
benefits gained by the new shareholders. These 
premiums can be measured in terms of earnings 
per share, book value per share, and div idends 
per share. For instance, a stockholder who was 
earning $2 a share on his stock and w h o earns $3 
on the equivalent of his o ld shares once a bank 
completes a merger realizes a 50 percent en-
hancement of earnings per share. 

From the buyer's side, MSW means, in practice, 
that any d i lu t ion of per-share earnings should be 
minimal and temporary or should be offset by a 
structural advance in the pr ic^earn ings ratio. A 
structural advance does not denote a permanent 
gain—nothing is permanent in price-earnings 

• rat ios—but it does mean that, w i th in a peer 
group of bank stocks, the pr ic^earn ings ratio 
permanent ly moves to a new relative level and 
stays there. 

W e measure d i lu t ion in t w o ways. One is 
called " b l e n d e d earnings per share di lut ion." 
Usingthis method, analysts a tou r f i rm rev iewthe 
last 12 months of publ ished earnings for the 
acquirer and the acquiree, add their earnings 
together, deduct an imputed or actual f inancing 
burden of the merger, and then div ide that sum 
by the new number of shares to be outstanding. 

Let us say a bank was earning $4 a share before 
making an acquisit ion. After the acquisit ion, its 

An inherent problem in the concept of blended 
di lut ion is that it fails to measure the d i lu t ion 
specific to each side of the deal; therefore, w e 
are unable to measure whether the d i lu t ion is 
temporary or permanent. To correct this, we 
must make another approach. Let us d iv ide the 
earnings of the acquired bank by the number of 
shares issued to acquire it. This gives us a 
concept called "earnings per issued share." For 
example, if the acquir ing bank is earning $4 per 
share and acquires a bank where the b lended 
di lut ion result is $3.80, the "earnings per share 
issued"—sometimes called the "micro-dilution"— 
could be as low as $2 a share if the acquir ing 
bank paid a high price for a small bank. And that 
is actually a 50 percent rate for di lut ion. 

The micro-dilution concept is valuable because 
it forms the only basis we have for determin ing 
whether the d i lu t ion involved in an acquisit ion is 
to be permanent or temporary. Here is a s imple 
example involving an acquir ing bank whose 
earnings prior t o an acquisi t ion are $4 a share. 
Projecting that earnings stream for five years 
based on the modest assumption that earnings 
per share wi l l grow at a rate of 10 percent, w e see 
that in the f i f th year the earnings level wi l l be 
$6.44. If the dilution on this particular acquisition is 
to be temporary, the earnings stream f lowing 
from the acquired bank must advance f rom $2 
per issued share in the base year to $6.44 in the 
f i f th year. In other words, those lines have to 
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cross because the compound growth rate required 
to br ing $2 to $6.44 in five years is 26.4 percen t 

When we look at high rates of marginal dilution, 
the growth rates of earnings needed f rom ac-
quired banks often are out of reach or implausible. 
Some investment bankers wi l l say five years is 
too long. 

Yet on occasion, even permanent d i lu t ion can 
be just i f ied on the part of an acquir ing bank, as 
some of our evaluations show. Suppose those 
lines are never going to cross. Yet if there is a 
strategic value to the acquirer as an entity, in 
terms of balance sheet strength or a particular 
location that we can reasonably project into a 
permanent ly higher price-earnings ratio, then 
the permanent d i lu t ion may be just i f ied. 

In my opinion, market price premium and 
di lut ion of earnings per share are the dr iv ing 
forces determin ing bank merger prices. But what 
about that ancient (if not ivy-covered) measure 
of bank merger prices, purchase price to book 
value, and its more sophisticated cousin, purchase 
price to earnings? I have noth ing against using 
those ratios as negotiat ing tools, especially when 
one negot iat ing party is a banker w h o under-
stands only those ratios. But a professional buyer 
or seller should never confuse the pr ice-to-book 
ratio w i th the forces that actually drive bank 
merger prices. 

Data on Prices and Dilution 
In 1982 my f irm dec ided it wou ld be worth-

whi le to bui ld a data file on bank mergers. N o 
such file existed, and w e bel ieved there was 
need to know the comparable values for hundreds 
of bank mergers for purposes of planning mergers 
and document ing fairness opinions. Establishing 
such a database is t i resome work, but since w e 
are in the business of advising on mergers, we 
reasoned, maybe w e could spread the cost over 
a large subscriber base. So, w e formed a product 
called Merger Watch. W e compu te a number of 

ratios, inc luding the four key ratios already men-
t ioned: market price premium; b lended earnings 
per share di lut ion; purchase price to book value; 
and purchase price to earnings. 

W e record all mergers reported in The American 
Banker. Generally speaking, the acquirer has at 
least $100 mi l l ion in assets, and the acquiree has 
at least $25 mil l ion. 

Over the last 12 months, w e recorded 166 
merger announcements, 30 of wh ich involve 
assets of $500 mi l l ion or more. W e break out 
$500 mil l ion deals from smallerones in measuring 
market price p remium because be lowtha t figure 
we do not get many market prices. The median 
market price p remium over the 12-month per iod 
was33 pe rcen t ( seeTab le l ) . It indicates tha t the 
average deal among 30 large combinat ions gave 
the shareholders an immedia te kicker of one-
th i rd on the pre-announcement price of their 
stock. (We reach back one month prior to each 
announcement to establish a pre-announcement 
market price.) 

The b lended earnings d i lu t ion on the 30 deals 
involving over $500 mil l ion in acquired assets 
was 3.9 percen t That is a much higher number 

Table 1. Bank Mergers Nationwide, 
By Asset Size of Acquired Bank 
October 1983 - September 1984 

Acquired Bank 

Assets greater Assets less 
than $500 Million than $500 Million 

33.1% Not generally 
available 

3.9% 0.4% 

1.4x 1.6x 

12.1 x 11.6x 

Market Price Premium 

Blended Earnings Per 
Share Dilution 

Purchase Price to 
Book Value 

Purchase Price to 
Earnings 

Source: MergerWatch. 
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than the b lended di lut ion for smaller banks, 
which averaged less than one percent. This does 
not mean the small bank deals are less dilutive, 
but that when bigger banks are acquired the 
relative magni tude causes the b lended earnings 
di lut ion to be higher. 

N o w let us examine that venerable ratio of 
ratios, purchase price to book value. Dur ing the 
last 12 months, those 30 banks over $500 mi l l ion 
in assets were acquired at a median of 1.35 t imes 
book value—very close to the market price 
premium. And the smaller banks w i th less than 
$500 mi l l ion in assets were acquired at a higher 
ratio of 1.60 t imes. For the price-earnings ratio— 
the market price to earnings—of the group of 
larger banks, the median was 12.1 t imes over the 
last 12 months. For the banks under half a bi l l ion 
in assets, the median was 11.6 times. 

That nat ionwide figure does not tel l much 
about what happens in di f ferent parts of the 
country. So let us turn to Florida for an example 
of a high-priced state. In Florida there were 8 
deals involving $500 mil l ion or more of assets in 

1984, 1 5 in 1983, and 10 in 1982 (see Table 2). 
The median market price p remium to date in 
1984 is 139 percent. For 1983, the Florida 
median was 11 3 percent; for 1982, it had been 
only 86 percen t Clearly, there is a sharp upward 
t rend in the market price premium in Florida 
mergers involving larger banks. 

Paying such high premiums to acquire banks 
wou ld suggest heavy d i lu t ion for the acquirer. 
Yet for the three years, the median b lended 
earnings d i lu t ion was just one percen t That low 
figure must mean the acquir ing banks enjoyed at 
least as high a price-earnings ratio as the banks 
they acquired. Otherwise, they could not pay a 
high market price p remium and incura relatively 
low rate of earnings per share di lut ion. 

Acqui red banks in Florida got relatively high 
p r i ce - t o -book ratios. In 1982 and 1983 the 
median ratio was 1.80 t imes book, and in 1984 
2.20 t imes book. W h e n w e look at the purchase 
prices measured against earnings of the acquired 
bank rather than against book value, w e see 
those ratios go f rom 14.8 t imes in 1982 to 13.5 

Table 2. Florida Bank Mergers, 1982 - September 1984* 

Number of Market Price Premium Blended Earnings PerShare Dilution 

Year Deals Median High Low Median High Low 

1982 10 86% 210% 28% 1.0% 6.1% 0.0% 

1983 15 113% 257% 43% 1.0% 5.7% - 2 . 1 % 

1984 8 139% 269% 13% 1.0% 13.0% - 0 . 1 % 

Number of Purchase Price to Book Value Purchase Price to Earnings 

Deals Median High Low Median High Low 

1982 10 1.8x 2.3 1.4x 14.8x 23.5x 10.9x 

1983 15 1.8x 2.4x 0.5x 13.5 41,7x 1.4x 

1984 8 2.2x 2.6x 1 .1 X 17.2x 22.9x 9.8x 

* Deals involv ing asse ts of $ 5 0 0 mi l l ion or more. 

Source: MergerWatch. 
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t imes in 1983, to 1 7.2 t imes in 1984. 
In Florida, an upt rend seems to exist in all the 

ratios measuring p remium even though there is 
stabil i ty in the b lended earnings d i lu t ion ratio. 
But where Florida shows an uptrend, Georgia 
reflects a downtrend over the same years. Georgia 
has relatively few mergers to look at. W e p icked 
up 7 Georgia deals through the first nine months 
of 1984, 13 for all of 1983, and 9 for 1982 (see 
Table 3). Since many of these banks were too 
small to have a quo ted market price, we were 
unable to compu te a median market price pre-
mium. The b lended earnings d i lu t ion is very 
close to zero. The purchase price to book value 
ratio appears to be coming down, f rom a median 
of 2 t imes in 1982 to 1.8 t imes in 1983, and 1.6 
t imes in 1984. Purchase price to earnings also is 
declining. In 1982, that median was 12.7, then 
12.1 the next year and 11.7 in 1984. It is puzzl ing 
that t w o neighbor ing states like Florida and 
Georgia, both wi th strong economies, should 
show such widely divergent trends in their merger 
pricing ratios. One explanation is that the number 
of attractive acquisi t ion candidates is shrinking 
rapidly in Florida and that the largest banks are 
b idd ing high for these remaining propert ies to 
round out their own franchises on the eve of 
regional—perhaps nat ionwide—banking. 

Having rev iewed Florida and Georgia, n o w let 
us look at Pennsylvania That state has seen many 

bank mergers since it opened up for mergers in 
1982. The Pennsylvania numbers are the lowest 
of the three states' in every respect except 
b lended earnings di lut ion, where they are the 
highest (see Table 4). 

The median market price p remium in Pennsyl-
vania was 49 percent for all mergers f rom 1982 
through 1984. For Georgia that median was 81 
percent, and for Florida 100 percent The blended 
earnings d i lu t ion was one percent in Florida and 
Pennsylvania, and zero in Georgia where blended 
di lut ion is high. The explanat ion probably is that 
there are more mergers in wh ich the acquirer 
picks up a substantial insti tut ion, rather than a 
relatively small one. In such a case, the b lended 
earnings d i lu t ion wi l l be penal ized by those 
propor t iona te ly signif icant transactions. 

Pennsylvania's purchase price to book value 
ratio of 1.1 is the median for all mergers nationally 
f rom 1982 through 1984. Georgia's ratio is 1.8, 
and Florida's is 2. The last ratio to contrast among 
these states is purchase price to earnings. The 
median purchase price was 9.2 t imes earnings in 
Pennsylvania 12 t imes earnings in Georgia and 
13.6 t imes in Florida 

One quest ion is why market price p remium 
should be higher in Florida than in Georgia, 
where it is higher than in Pennsylvania An 
answer is that p r ^ a n n o u n c e m e n t prices of bank 
stocks are highest in Florida next highest in 

Table 3. Georgia Bank Mergers, 1982 - September 1984* 

Number of Purchase Price to Book Value Purchase Price to Earnings 
Year Deals Median High Low Median High Low 

1982 9 1.8x 2.3x 1.2x 12.7x 18.9x 10.8x 
1983 13 1.8x 2.6x 1.0x 12.1 x 27.6x 7.9x 
1984 7 1.6x 2.5x 1 .Ox 11.7x 22.5x 7.2x 

*AII d e a l s 

Source: MergerWatch. 
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Georgia, and relatively low in Pennsylvania This 
suggests the rational shareholder insists on ade-
quate compensat ion f o r t heaboveave rage price 
appreciat ion a high pr iceearnings ratio implies. 
Or, the "d iscoun ted present value" of future 
stock price appreciat ion wi l l be lowest for those 
companies w i th a low price-earnings ratio and 
highest for companies enjoying high priceearnings 
ratios. In Pennsylvania (and other states) a smaller 
p remium than those in Florida and Georgia 
causes a sale. Merger Watch data support this. 

Conclusion 
The value of do ing such analysis prior to a 

merger is that the data wi l l show buyers and 

sellers the " te rms of t rade" and what they might 
expect to pay or receive for the typical deal. 
Properly interpreted, these figures permi t a bank 
for sale to create a reasonable estimate of what a 
price might be. For a bank that wants to acquire, 
the data indicate the range of prices that probably 
have to be paid for a normal bank. The same kind 
of analysis can be used on prices paid for under-
per forming banks, as wel l as for high-performing 
banks. 

Merger data can help estimate the wor th of 
acquirees, the amount the acquirer can afford, 
and the differences be tween low- and high-
per forming bank prices. Such analysis is valuable 
in project ing a strategy and in document ing 
fairness opin ions on behalf of directors once a 
deal has been made. 

Table 4. Comparison of Mergers in Pennsylvania, Flor ida and Georgia, 1982 - September 1984* 

State 

Pennsylvania 

Florida 

Georgia 

State 

Pennsylvania 

Florida 

Georgia 

Number of 
Deals 

Market Price Premium Blended Earnings PerShare Dilution Number of 
Deals Median High Low Median High Low 

44 49% 178% - 1 6 % 0.9% 52.5% ' - 2 3 . 6 % 

33 100% 269% 28% 1.0% 13.0% - 2 . 5 % 

29 81% 182% 27% 0.0% 19.9% - 1 8 . 5 % 

Number of 
Deals 

Purchase Price to Book Value Purchase Price to Earnings Number of 
Deals Median High Low Median High Low 

44 1.1 X 1.9x 0.6x 9.2 x 21.3x 4.9x 

33 2.0x 2.6x 0.5x 13.6x 41.7 x 1.4x 

29 1.8x 2.7x 1.0x 1 2.1 x 27.6x 7.3x 

* Al l deals. 

Sou ree: MergerWa Ich. 
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