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In the wake of TARP and the Fed’s “QE” programs, it’s hard to imagine that there are any more 

headwinds facing U.S. commercial banking concerns. 

However, we are concerned about the lack of enterprise activity in the banking industry and the 

still weak real estate market.  This has prompted us to revisit the valuations of goodwill and 

second lien assets. 

Institutions that face such markdowns may need to add additional capital during 2011, which 

would compress equity valuations. 

Themes For 2011: Goodwill & 2nd Liens 

Goodwill: Substantial Write Downs in 2011? 

The adoption of Financial 

Accounting Standards 

(FAS) 141 and 142 

dramatically altered the 

prevalence and valuation of 

goodwill. 

FAS 141 eliminated the use 

of the pooling of interests 

method when accounting 

for mergers and 

acquisitions.  The purchase 

method became the lone 

standard in accounting for 

business combinations.  

Therefore, acquirers must 

reflect the premium paid 

over fair market value as an 

asset on their balance sheet: 

goodwill. 

FAS 142 eliminated the 

amortization of goodwill.  

In its place, a company is 

required to periodically 

compare the implied fair 

(continued on page 2) 

FAS 142 
Financial Accounting 

Standards Board’s (FASB) 

principal standard regarding 

the valuation of goodwill 
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Chart 1: Revenue Growth  Total income peaked in the first quarter of 2008.  The tally for the third 

quarter of 2010 marks a 19.9% drop from that peak level. 



  

market value of the goodwill 

asset to the reported value on 

its balance sheet.  If the 

reported value exceeds the 

fair market value, the 

company must recognize an 

impairment of goodwill.  

Impairments are reflected as 

losses in the company’s 

income statement. 

The value of goodwill rests 

in the acquiring company’s 

ability to realize the full 

enterprise value of the newly 

Goodwill (continued) 

combined company.  The 

inability of management to 

capitalize on the cultivated 

relationships of the acquired 

company is referred to 

execution risk.  Of course, 

external pitfalls can develop 

as well. 

The banking industry is in 

the midst of an unusual 

contraction of principal 

business activities.  The 

absence of loan growth has 

contributed to a shrinking 

top line of the income 

statement.  Economic 

difficulties have prevented 

delinquencies (and 

subsequently charge-offs) 

from improving over the last 

few quarters.  Our model 

does not predict an 

improvement on this front 

until the beginning of 2012. 

In addition, dramatic 

changes in the capital 

markets have virtually 

(continued on page 3) 

“The enhanced disclosures about 

goodwill and intangible assets 

subsequent to their acquisition 

also will provide users with a 

better understanding of the 

expectations about and changes in 

those assets over time, thereby 

improving their ability to assess 

future profitability and cash 

flows.” 

Summary of Statement No. 142 

FASB 
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Chart 2: Loan Growth 

Loan growth has been 

negative in 7 of the last 9 

quarters.  The annualized 

growth over the last 2 

years of -4.48% is the 

worst performance since 

the end of 1992.  Please 

note, the increase in loan 

balances during Q1 of 

2010 was partially due to 

accounting changes. 

Chart 3: Net Charge-Offs 

Charge-offs are not 

expected to ebb until 

early 2012. 



Bank Holding Company Total Bank Holding Company Goodwill Ratio 

Equity Capital 

TD Bank U.S. Holding Company $18,587,093,000 $12,623,727,000 67.9% 

BancWest Corporation $7,825,398,000 $5,195,811,000 66.4% 

BBVA USA Bancshares, Incorporated $12,706,124,000 $7,503,122,000 59.1% 

The Bank of New York Mellon Corporation $32,153,000,000 $18,073,000,000 56.2% 

Capital One Financial Corporation $26,060,908,000 $13,592,677,000 52.2% 

Citizens Financial Group, Incorporated $22,569,065,000 $11,311,132,000 50.1% 

New York Community Bancorp, Incorporated $5,495,298,000 $2,436,326,000 44.3% 

M & T Bank Corporation $8,231,773,000 $3,524,625,000 42.8% 

E*Trade Financial Corporation^ $5,394,829,000 $1,947,514,000 36.1% 

eliminated an important 

source of liquidity for banks: 

private label mortgage 

backed securities issuance.   

Access to this market 

allowed banks to underwrite 

mortgages that may not have 

qualified for purchase by 

government agencies or 

GSEs (Fannie Mae, Freddie 

Mac).  Piggy-back loans, low 

documentation / no 

documentation loans and 

pay-option ARMs played an 

important role in expanding 

the balance sheets of several 

financial institutions.  In 

addition, these securities 

were frequently 

collateralized with non-

prime loans. 

These considerations 

highlight the importance of 

reviewing a company’s 

earnings prospects in relation 

to the amount of goodwill on 

the balance sheet.  Some 
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Chart 4  : Private Label 

MBS Issuance 

Loan securitization 

played an important 

role in the financing of 

the real estate boom.  

The poor performance 

of these securities in the 

wake of the housing 

collapse has 

discouraged investors 

from re-entering the 

market. 

Table 1: Selected Bank Holding Companies (Sources: FDIC, FFIEC) 
^ Due to differences in thrift reporting, data for E*Trade Financial Corporation was calculated pro forma (sum of its three banks’ balance 

sheets) 

Goodwill (continued) 

business models may prove 

to be resilient enough to 

sustain revenue growth and 

justify high goodwill 

valuations.  Even in those 

cases, valuation is still 

dependent on discount rates 

and therefore sensitive to 

changes in monetary policy. 



  

2nd Liens & Home Equity Loans 
Is There Enough Chow For Those Further Down The Trough? 

As home prices moved 

dramatically higher during 

the early – mid 2000s, 

homeowners sought 

methods of monetizing their 

newly found wealth.  Cash-

out refinancing was an 

option for some 

homeowners, depending on 

the prevailing mortgage 

rates.  Others chose to secure 

second mortgages, home 

equity loans or home equity 

lines of credit.  The vast 

majority of home equity 

obligations are similar to 

second mortgages in that 

they represent junior claims 

to the pledged asset.  In the 

event of a foreclosure, senior 

lien holders collect the 

proceeds of the sale.  Only if 

the senior loan balance is 

satisfied, would any 

remaining funds be paid to 

the junior lien holders. 

The increased sensitivity of 

these loans to housing prices 

was mitigated by charging 

higher interest rates than first 

mortgage loans and the 

diversification provided by 

securitization.  As noted 

earlier, access to the 

securitization markets has 

diminished considerably for 

most issuers.  Underwriters 

who intended to supply 

these loans as collateral for 

such deals fund themselves 

in the position of managing a 

larger position than they had 

intended. 

59.4% 
Percentage of home equity 

loans outstanding held by the 

6 largest (by asset size) 

commercial banks as of 

9/30/10 

 

Source: FDIC 

Chart 5: Non-Current 

Loans 

The FDIC considers a 

loan non-current if is 

past due 90 days or 

more or in non-accrual 

status. 
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Chart 6: Home Prices 

The peak level of the 

Case-Shiller Composite 

10 City Index (nsa) was 

achieved in June, 2006. 

 



  

Bank Holding Company Total Bank Holding Company Loans Secured by Junior Liens Home Equity Loans Ratio 

 

Equity Capital 

  

  

First Horizon National Corporation $3,011,724,000 $1,294,990,000 $4,211,639,000 182.8% 

E*Trade Financial Corporation^ $5,394,829,000 $1,585,156,000 $4,985,464,000 121.8% 

Huntington Bancshares Incorporated $5,566,804,000 $1,098,670,000 $5,250,252,000 114.0% 

Citizens Financial Group, Incorporated $22,569,065,000 $6,977,415,000 $15,984,814,000 101.7% 

Wells Fargo & Company $123,658,000,000 $17,528,000,000 $104,424,000,000 98.6% 

Harris Financial Corporation $5,935,836,000 $945,085,000 $4,246,999,000 87.5% 

RBC Bancorporation (USA) $4,625,439,000 $670,523,000 $3,313,383,000 86.1% 

KeyCorp $11,135,090,000 $1,108,732,000 $8,228,603,000 83.9% 

SunTrust Banks, Incorporated $23,331,321,000 $4,069,468,000 $15,292,314,000 83.0% 

2nd Liens & Home Equity Loans (continued) 

Chart 7: Existing Home 

Sales & Pricing 

According to the 

corresponding simple 

regression, home prices 

would need to fall 

another 5.8% to reach a 

six month inventory.  

This level is generally 

considered to reflect a 

healthy housing market. 

Table 2: Selected Bank Holding Companies (Sources: FDIC, FFIEC).  The ratio is based on the sum of the loan types, which are collateralized by 1-

4 family residential units. 
^ Due to differences in thrift reporting, data for E*Trade Financial Corporation was calculated pro forma (sum of its three banks’ balance 

sheets) 
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The obvious concern of the 

junior lien holder is the 

resale value of the collateral 

versus the amount due to the 

senior lien holder.  

According to one estimate, 

23% of all residential 

properties with mortgages 

were saddled with negative 

equity at the end of the 2nd 

quarter of this year.1  An 

example of negative equity: 

 

Home value = $200,000 

Mortgage balance = $250,000 

 

Negative equity = $50,000 

 

Academic research suggests 

that loan default is not only a 

function of negative equity.2  

Borrowers seem to display a 

willingness to make 

payments on an underwater 

mortgage in an attempt to 

wait out the storm.  

Therefore, fiscal policies that 

allow the housing market to 

reach equilibrium pricing as 

quickly as possible may ease 

the strain on junior lien 

holders. 



  

Recent home price data seems to indicate that the rally of the 1st half of 2010 was mainly a function of D.C.’s tax incentives. 

According to the latest Case-Shiller numbers: 

Composite 10 City Index (nsa)     Composite 20 City Index (nsa) 

 +0.11% 3rd quarter 2010      -0.34% 3rd quarter 2010 

 

Nonetheless, the rise in home prices has still outstripped the rise in consumer prices.  From January, 2000 to September, 

2010, the Composite 10 City Index jumped over 61%.  Consumer prices (Consumer Price Index, nsa) rose just over 29%in 

that time span. 

 

This comparison is not intended to establish a level at which home prices will reach equilibrium, but to illustrate how far 

home prices soared relative to one measure of the general price level.  It has been our contention that a house is a 

depreciating asset, requiring maintenance, upgrades and modifications simply to sustain current market value.  A house is 

replaceable and as such, home prices should not materially exceed the movement in the general price level of the economy. 

Snapshot: Home Prices 
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Year End Home Value Mortgage Debt Owner's Equity 

  (Billions of USD) (Billions of USD)   

1990 $6,805.1 $2,488.8 63.43% 

1991 $6,975.3 $2,667.0 61.77% 

1992 $7,259.0 $2,840.0 60.88% 

1993 $7,500.6 $2,998.7 60.02% 

1994 $7,772.5 $3,165.3 59.28% 

1995 $8,054.8 $3,318.9 58.80% 

1996 $8,430.9 $3,523.8 58.20% 

1997 $8,864.7 $3,739.3 57.82% 

1998 $9,694.1 $4,040.6 58.32% 

1999 $10,645.5 $4,416.3 58.52% 

2000 $12,202.6 $4,798.4 60.68% 

2001 $13,576.0 $5,305.4 60.92% 

2002 $14,844.9 $6,009.9 59.52% 

2003 $16,437.9 $6,894.4 58.06% 

2004 $18,946.3 $7,835.3 58.64% 

2005 $22,013.6 $8,874.3 59.69% 

2006 $22,676.8 $9,865.0 56.50% 

2007 $20,891.9 $10,539.5 49.55% 

2008 $17,424.3 $10,498.3 39.75% 

2009 $17,006.7 $10,335.2 39.23% 

2010 q2 $17,118.3 $10,126.7 40.84% 

Snapshot: Home Equity 

The relative equity position has changed dramatically over the last twenty years.  This data includes 

home values that are accompanied by mortgage loans, therefore it paints a broad picture of equity 

ownership. 

Source: FRB Z1 Release 
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Profitis Capital Services LLC 

150 Greenway Terrace 
Forest Hills, NY  11375 

The information, tools and material presented herein are provided for informational purposes 

only and are not to be used or considered as an offer or a solicitation to sell or an offer or 

solicitation to buy or subscribe for securities, investment products or other financial 

instruments, nor to constitute any advice or recommendation with respect to such securities, 

investment products or other financial instruments. This research report is prepared for general 

circulation. It does not have regard to the specific investment objectives, financial situation and 

the particular needs of any specific person who may receive this report. You should 

independently evaluate particular investments and consult an independent financial adviser 

before making any investments or entering into any transaction in relation to any securities 

mentioned in this report. The items contained herein are published as submitted and are 

provided for general information purposes only. This information is not advice. Readers should 

not rely solely on this information, but should make their own inquiries before making any 

decisions. The Company works to maintain up-to-date information from reliable sources; 

however, no responsibility is accepted for any errors or omissions or results of any actions 

based upon this information. The views expressed are subject to change at any time based on 

market and other conditions. This research may not be independent from the proprietary 

interests of the Company which may conflict with your interests.  References to specific 

securities and issuers are for illustrative purposes only and are not intended to be, and should 

not be interpreted as, recommendations to purchase or sell such securities. 

 

Disclaimer 

info@profitiscap.com 

www.profitiscap.com 
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