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In 1974, the Federal Home Loan Bank Board was permitted
to approve 41 savings and loan association conversions from a
mutual to stock form of ownership. The sale-of-stock method of
conversion has provided opportunities for an association to
raise additional capital, expand operations, and increase
earnings. In eight associations reviewed by GAO, the primary
reason given for converting from a mutual to a stock association
was the need to obtain additional equity capital to meet or
increase net worth requirements. Findings/Conclusions: The
Board needs to increase its monitoring of associations to
determine whether they are complying with conversion regulations
and whether additional regulations or revisions to existing
regulations are required to assure equitable conversions. In the
review, it was noted that: (1) members of management and their
associates significantly increased their holdings through stock
transfer soon after conversion; (2) management and its
associates at some associations increased their savings account
balances before the eligibility record date f conversion; and
(3) Board regulations on rights under subsequent stock issues,
stock transfer agents, and acquisitions of converted
associations need revision because they conflict with the
objective of conversion--broad participation with little or no
benefit to insiders. Additional time is needed to monitor the
conversion process, refine regulaticns, and assess further the
impact of conversions on the savings and loan industry.
Recommendations: The Federal Home Loan Bank Board should:
develop and implement monitoring procedures so that existing
regulations are adhered to; identify and seek legislative
changes in the law relating to penalties and enforcement
authority; and strengthen existing regulations. (RRS)
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GAO reviewed 8 of the 22 associations that
have converted in the last 2 years from mutd-
al to stock form of ownership to :wise addi-
tional equity capital. GAO found that:

--The Board did not adequately monitor
conversion activities.

--The Board regulations regarding rights
under subsequent stock issues, stock
transfer agents, and acquisiti ins of
newly converted associations conflict
with conversion objectives.

--It was not possible to assess the accur-
acy and fairness of appraisal valuations.

--Tnere are alternatives to the sale-of-
stock method for raising additional
equity capital.

GAO believes the Congress should limit the
number of conversions through September
30, 1979. The time extension is needed to
determine whether conversions are desirable
and can be achieved on ar equitable basis.
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The Honorable William Proxmire
Chairman, Committee on Banking,

Housing and Urban Affairs
United States Senate

Dear Mr. Chairman:

In response to your request and later discussions
with your office, we reviewed the results of the Federal
Home Loan Bank Board's experimental test of converting
savings and loan associations from mutual to stock form
of ownership. The report discusses Board regulations and
compliance, post conversion results, stock appraisals,
and alternative methods of handling net worth problems
facing the savings and loan industry today.

We will furnish to you separately our leqal opinion
as to whether 12 U.S.C. 1725(j) authorizes the Board to
approve conversions of Federal mutual to Federal stock
savings and loan associations after June 30, 1976.

This report contains recommendations to the Chairman
of the Federal Home Loar Bank Board which are set forth on
page 10. As you know, section 236 of the Legislative Re-
organization Act of 1970 requires the head of a Federal
agency to submit a written statement on actions taken on
our recommendations to the House Committee on Government
Operations and the Senate Committee on Governmental Af-
fairs not later than 60 days after the date of the report
and to the House and Senate ommittees on Appropriations
with the agency's first request for appropriations made
more than 60 days after the date of the report. We will
be in touch with your office in the near future to arrange
for release of the report s that the requirements of
section 236 can be set in motion.

The report has been discussed with Board officials
and their comments incorporated where appropriate.

S rely you .

ConIpL r l L G;tLreral
of the United States
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DIGEST

Public Law 93-495, approved October 28, 1974,

permitted the Federal Home Loan Bank Board

to approve 41 savings and loan association

conversions from mutual to stock form of

ownership and to complete the 8 applications

already received. The limit was set so that

the Congress could assess, on an experimental

basis, whether conversions were consistent

with the public interest.

Through May 1, 1977, the Board had received

and accepted for filing 73 applications and

plans for conversions from the mutual to

stock form of ownerships, whe by stock-

holders replace depositors as wners.

Twenty-five were approved, nd 48 were either

incomplete or waiting Board review. Of the

approved applications, 22 have converted and

3 are in process. GAO reviewed 8 of the 22

associations that have converted.

To continue expansion, savings and loan

associations are compelled to raise addi-

tional equity capital because of net worth

requirements imposed by Board regulations.

These regulations require an insured as-

sociation to maintain a net worth equal

to or greater than a specified percentage

of its savings deposits, plus 20 percent

of certain association assets, such as

delinquent loans and real estate owned as

a result of foreclosures.

The sale-of-stock method of conversion

has provided opportunities for an associa-

tion to raise additional capital, expand

operations, and increase earnings. In

the eight associations GAO reviewed, the

primary reason given for converting from

a mutual to stock association is the need

to obtain additional equity capital to meet

Tear Shea. Upon removal. the report
cover date should be noted hereon. i FOD-77-10



or increase net worth requirements. This
need occurred during a period when associa-
tions were experiencing a rapid savings
growth. (See p. 19.)

The Board issued requla.ions for associa-
tions to follow in initiating and carrying
out a conversion. GAO's review of these
regulations and the eight conversions
showed that the Board needs to increase
its monitoring of associations to determine
whether (1) they are complying with the
conversion regulations and (2) additional
regulations or revisions to the existing
regulations are required to assure equit-
able conversions.

Specifically, GAO noted that:

-- Members of management and their associates
significantly increased their holdings
through stock transfers soon after conver-
sion. At one association, for example,
management acquired 21,592 shares that
were transferred on the stock issuance
date. These acquisitions increased manage-
ment holdings from 5 to 31 percent. (See
p. 4.)

-- Management and its associates at some
associations increased their savings ac-
count balances before the eligibility
record date of conversion. This resulted
in members of management obtaining sub-
scription rights to purchase additional
shares. (See p. 5.)

-- The Board regulations on rights under
subsequent stock issues, stock transfer
agents, and acquisitions of converted
associations need revision because
they conflict with the objective of
conversion--broad participation with
little or no benefits to insiders.
(See p. 6.)

GAO's review showed that the independent
appraiser is responsible for the specific
valuation of the converting association.
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Persons and firms independent of the converting
association who were experienced in the area of
finance, economic conditions. and appraisal of
corporate securities prepared the appraisals.
The appraisals were made in a manner consistent
with Board regulations and guidelines. How-
ever, because of the nature of the valuation
process, GAO could not assess the accuracy and
fairness of the appraisals. (See p. 11.)

The sale-of-stock method is one way for an
association to obtain additional net worth.
There are other methods for achieving this
result. However, if any alternative to con-
version other than by sale of tock is to be
used, Board regulations would hf , ho

changed. Also, because some of thest ai erna-
tives may not be attractive to potential con-
verting associations, the methods may have to
be directed by the Congress. (See p. 22.)

Additional time is needed to monitor the
conversion process, refine regulations. and
assess further the impact of conversions
on the savings and loan industry. Therefore,
GAO recommends that the Congress limit the
number of conversions through September 30,
1979. This limit should be similar to that
expressed in Public Law 93-495. During
this period, the Chairman of the Federal
Home Loan Bank Board should:

-- Develop and implement monitoring proce-
dures so that existing regulations are
adhered to.

-- Identify and seek legislative approval
for needed changes in the law relating
to penalties and enforcement authority
to assure more equitable conversions.

--Strengthen existing regulations on rights
under subsequent stock issues, stock
transfer agents, and acquisitions by hold-
ing companies and others of newly con-
verted associations. (See p. 10.)

The above matters were discussed with Board
officials and they generally agreed with
GAO's conclusions and recommendations.

IuLrSh*tt i



CHAPTER 1

INTRODUCTION

The Chairman, Committee on Banking, Housing and Urban

Affairs, requested that we review certain aspects of the con-
versions of savings and loan associations from mutual to

stock orm. The Chairman asked questions concerning Fed-
eral Home Loan Bnk Board regulations. stock appraisals,

effects of ownership transfer, and conversion alternatives.
(See app. I.)

The basis for the Committee request was the Board's

June 1976 interim report on its study of 10 conversions.
rhe Committee stated the Board's interim report lacked
substantial evidence nat the conversio:i process is effec-

tive and satisfactory The most important issue is the

desirability of placing 'nese mutual business enterprises

into private hands without enriching insiders at the ex-

pense of savers who contributed to the association's

equity.

Public Law 93-495, approved October 28, 1974, permitted

the Board t approve 41 savings nd loan association con-
versions from mutual to stock form of ownership and to com-

plete the 8 applications already received. The limit was
set so that the Congress could assess, on an experimental

basis, whether conversions were consistent with the public

interest. The limit expired on June 30, 1976.

As of May 1, 1977, the Board had received and accepted

for filing 73 conversion applications, including the plans
of conveision--25 of these were approved and 48 were either

incomplete or waiting Board review. Of the approved appli-

cations, 22 mutual savings and loan associations have com-

pleted conversion to stock and 3 are in process.

THE CONVERSION PROCESS

The conversion process begins by developing the

conversion plan. Board regulations require that the plan

be approved by two-thirds of the association's board of
directors. After informing its members, the association

files a conversion application, including the plan, with
the Board, where the application is checked for complete-

ness. If the Board approves the conversion application,
notice of approval is published in the "Federal Register."

The association then issues proxy statements nd the Board

requires a 30-day period for legal protests.



A special meeting is called to obtain the approval of
association members to convert. If approved, a preliminary
stock offering circular, approved by the Board, is issued
to eligible subscribers. A final offering circular is
issued to the public or the management syndicate, after
the subscription period. The process is completed when the
association issues the stock and.the Board or State authori-
ties issue a stock charter.

For the first seven associations in our review, the
average conversion processing time was 22 months. Delays
were caused by regulation and pro edure changes after the
associations filed their applications to convert. The
Board, with increased efficiency and improved procedures,
reduced the processing time to about 6 months for the eighth
association.

SCOPE OF REVIEW

We made our review at the Federal Home Loan Bank Board
headquarters, Washington, D.C., and at savings and loan as-
sociations in Florida, Maryland, New Mexico, Ohio, and Texas.
The Chairman requested that we review 10 associations. How-
ever, one of these associations had not completed conversion
at the time of our review and a second converted nder pre-
viously issuec regulations. These two associations were ex-
cluded from ou- review.

We reviewed Board regulations, guidelines records,
and reports and interviewed Board officials. We examined
associations' records and interviewed management. We also
interviewed officials in related businesses in reference
to their roles in and views on savings and loan conversions.

This report was discussed with Board officials and their
comments were incorporated where appropriate.
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CHAPTER 2

CONVERSIONS: A LIMITED ANALYSIS

Savings and loan associations have experienced

restrictions on growth and problems in meeting net worth re-

quirements established by the Federal Home Loan Bank Board.

They saw a stock form of ownership as a means of growing and

improving their net worth position. After many years of

prohibiting conversions, the Board, in 1971, requested

statutory authority to allow federally chartered associa-

tions to convert and still retain their Federal charter.

Before this time, if an association converted, it had to

give up its Federal charter and become a State chartered

organization.

The Congress, in 1973. established a limit on the

number of associations allowed to convert during a 1-year

test period. This law was passed to protect the Federal

savings and loan system from unrestricted conversions by

Federal associations into State stock form. In 1974 the

Congress extended the test periol to June 30, 1976, and

increased the number of associat ins allowed to convert

from 8 to 49.

CONVERSION REGULATIONS

The Board issued regulations effective April 8, 1974,

containing procedures for associations to follow in initiat-

ing and carrying out a conversion whereby stockholders re-

place depositors a; owners. The regulations are intended

to provide rules for conversions on an equitable basis.
The rules include definition of terms; general principles

for conversions; details to be included in the notice of
filing, solicitation of proxies, and proxy statement; voting

requirements; how to price and sell stock; and procedural
requirements to follow from preconversion to postconversion.

The Board's basic regulations were revised in June 1975

and again in November 1976. The regulations were revised
on the basis of changes in the law, analyses of conversion

plans, discussions with other Federal agencies, and ques-
tionable practices occurring during and after conversion.

In the Board's view, this iv a test period and the regula-
tions should be tested and revised as necessary. Violation

of the Board's conversion regulations does not carry crim-
inal penalty. In November 1976 a civil penalty was added

which imposes a fine on persons connected with the associa-

tion who violate the regulations prohibiting offe:rs r
transfer of subscription rights during conversion.
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The Board stated that it monitors the conversion
regulations by analyzing associations' plans and documents
relating to conversions. It requests information from the
associations and submits reports periodically to the Con-
gress. These reports contain Board opinions and conclusions
based on analysis of post conversion information requested
from the associations. The Board does not review records
at the associations unless a problem with the conversion
has surfaced.

BETTER MONITORING OF
BOARD REGULATIONS NEEDED

Our review at eight associations showed that the Board
needs to increase its monitoring of associations to deter-
mine whether they are complying with conversion regulations.
Activities at some of the associations indicate that regula-
tions are not being followed. Increased monitoring with
penalties for violations would result in more equitable
conversions.

At some associations, members of management and their
associates significantly increased their holdings through
stock transfers soon after conversion. They also increased
their savings accounts close to the expected record date of
conversion, thereby obtaining rights to purchase stock to
which they were not otherwise entitled.

Agreements to transfer stock

Board regulations specify that the conversion of an
association be on an equitable basis to eliminate inequities
in stock distribution. The regulations provide that eligible
account holders receive nontransferable subscription rights
to purchase shares to which they are entitled. To the ex-
tent available, rights may then be provided to other account
holders, borrowers, directors, officers, and employees

At some associations, members of management and their
associates significantly increased their holdings through
stock transfers soon after conversion. In two associations
we reviewed, there was activity which suggests that pre-
arrangements could have been made which were prohibited by
the regulations and which were not discovered by the Board.

At one association, 25,854 shares were transferred on
the stock issuance date. Members of management acquired
21,592 shares, or 84 percent, of the total transferred.
Some of these transfers to management can be traced to
four individuals who, during Lhe initi3l subscription
offering, placed two separate orders. One stockholder

4



transferred 80 percent of his second order and three other
stockholders transferred all of their second orders to mem-
bers of management. The acquisition on the stock issuance
date increased management's holdings from 5 to 31 percent.

At another association, a business associate of
management and an estate for which a director was a coexecu-
tor transferred 22,901 shares to a member of management
within 3 months of the stock issuance date. This action
increased total management holdings in the association from
16 to 20 percent.

In November 1976 the Board issued a regulation, to
clarify the meaning of existing regulations, prohibiting any
offers to purchase stock or transfer subscription rights
during the conversion process. In addition, a Board offi-
cial told us that an individual now certifies that he or
she is buying shares for their own purpose and has no agree-
ment with a member of management to transfer such shares to
them. Although this certification was not applicable to
the associations we reviewed, we believe agreements to
transfer stocks will continue unless the Board closely
monitors the implementation of its regulations.

Increasinq savings accounts
to buy more stock

At some associations, management and its associates
increased their savings accounts close to the expected eli-
gibility record date of conversion, thereby obtaining sub-
scription rights to purchase additional stock to which they
were not otherwise entitled. The Board's regulations re-
quire that management's savings accounts be reported if
(1) the total savings account balances, including the ac-

counts of associates, were more than $40,000 as of the
eligibility record date and (2) the accounts were increased
by 25 percent during the preceding 6 months. The regulations
do not cover management's accounts under the $40,000 ceiling.

The association must report management's account
balances as of the eligibility record date and each of the
previous four quarters. (Effec,ive October 1976, the data
is required for the previous eight quarters.) The Board
reviews all reported account balances for significant in-
creases before the eligibility record date. A Board of-
ficial told us that the association was asked to provide
clarifications of increases where necessary. If the Board
is satisfied with the explanations, management is eligible
for the increased number of shares.

5



At one association, six accounts held by members of

management or management-related interests were increased
significantly thus allowing these individuals to actually
purchase 7,030 more shares than without the increases.

At a second association, one account in the name of

a director's business was increased significantly which
allowed the business to actually purchase an additional
4,365 shares.

At a third association, one account in the name of a

director's business was opened which entitled the director
to purchase 4,482 more shares than without the account.
The director did not purchase his full entitlement but did
buy an additional 1,300 shares. The significance of this

transaction is that the account was opened 2 months before
the eligibility record date and closed 2 months later.

All these increased balances gave members of management

subscription rights to purchase about 15,900 additional
shares to which they were not otherwise entitled. Some of
these account balances were over $40,000 and some were under.
Therefore, some of this activity was reported to the Board
and some was not.

We believe that the Board needs to more closely
monitor this type of activity because insiders can bene-
fit. One way to do this is to review records at the as-
sociation. In addition a regulation is needed for manage-

ment and its associates' savings accounts under $40,000.
At small associations significant increases in accounts
under $40,000 can cause large increases in an individual's
rights to purchase stock.

BOARD REGULATIONS NEED STRENGTHENING

Board regulations on rights under subsequent stock
issues and the use of stock transfer agents may be working
against the Board's stated conversion objective of broad

participation with little or no benefits to insiders. In
addition, the regulations relating to acquisitions of con-
verted associations appear to contain provisions which could

cause the Board significant problems.

Rights under subsequent
stock issues

Associations converting under Federal charters are not

permitted by Board regulations to have preemptive rights,
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while State charters have the option depending on the State

law. Preemptive rights are rights to maintain initial

ownership percentage in all subsequent stock issues.

At one State chartered association.. shortly after

account holders and other investors paid bout $7.3 million

for tne initial stock issue, management announced plans to

sell $3.5 million in additional stock. It should be noted

that management had acquired an additional 11 percent of

the outstanding stock before the announcement was made. The

association's charter had no provision for preemptive rights

but for this subsequent issue of stock the association

elected to assign rights to the outstanding shares of stock.

At another association, management considered a sub-

sequent issue of stock because of the oversubscription on

the initial issue. Because preemptive rights were assigned

to the initial stock issue, the subsequent issue ould

only be sold to those who participated in the or inal

issue. Thus, management decided against a subsequent stock

issue.

The Board needs to determine the benefits .rd impact

of permitting only some associations to have strck with

preemptive rights. If the result of this determination is

that this situation is not equitable, the Board should

modify its regulations on rights under subsequent stock
issues.

Stock transfer agent

Under Board regulations an association may act as its

own stock transfer agent. Six of the associations we re-

viewed were acting 'n this capacity. At five of these

associations there was an oversubscription of stock by the

eligible account holders which precluded borrowers and

depositors after the eligiility record from buying stock.

The association, acting s its own transfer agent, can ob-

tain information about potential transfers and direct such

activity to its management. The following chart shows that

management generally is acquiring the majority of shares

traded in the secondary market.
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Shares Shares management
Association traded acquired Percent

1 8,745 1,015 12
2 34,065 26,610 78
3 33,405 14,994 45
4 24,495 14,830 61
5 18,591 12,879 69

The National Housing Act defines control as obtaining
25 percent of an association's shares. By ating as its
own stock transfer agent, management could be the first to
receive information of offers to sell stocks, thus enabling
it to increase present holdings. The following chart shows
that members of management increased their holdings through
secondary market acquisitions. Most of these increases
enabled management to gain control of the association.

Percent of total shares Percent of total shares
management purchased management owned

Association in initial subscription as of December 31, 1976

1 28 28
2 5 39
3 19 30
4 20 35
5 20 27

As shown in the preceding charts, management is
acquiring the majority of shares traded in the secondary
market, and these trades enable them to gain control of the
association. Therefore, the Board should determine if having
someone other than the association act as a transfer agen~
would be advantageous to the Board's stated objective of
broad participation with little or no benefits to insiders.

Acquisitions of converted associations

The Board determined that the capital receipts of a
converted association could attract takeover attempts. Ac-
cordingly it issued regulations prohibiting, for 3 years
following conversion, the auiJsition of a converted associa-
tion by a company significantly engaged in an unrelated
business activity.

A hlding company engaged in similar activity can
acquire an association as soon as it has converted, subject
to Board pproval. Board regulations also prohibit, for
3 years after conversion, any ofer which would result in

8



the offeror owning more than 10 percent of the association
unless such offer has been approved in advance by the Board.
When its approval is required under Board :egulation, the
Board needs to act more timely to prevent disputes.

At one association, a stockholder who was not a member
of management, owned 14.4 percent of the stock. The stock-
holder later applied for Board approval to acquire an addi-
tional 8.1 percent which would give him 2.5 percent owner-
ship in the association. Two months later, a savings and
loan holding company agreed in principle to acquire this
converted association. The stockholder, still waiting for
Board action on the application, publicly opposed the ac-
quisition by the holding company. At the suggestion of
the Board's General Counsel, the association and the major
stockholder entered into an agreement whereby the stock-
holder was offered and accepted a seat on the association's
board of directors.

The Board through its delays may have raised some
legal questions. For instance, had the savings and loan
holding company acquired the association, the stockholder
possibly could have sued the Board.

CONCLUSIONS

The question of equity and desirability of converting
mutual associations to stock is not a matter which can be
properly assessed through the limited experiment to date.
Although the Board has learned much from the completed ccn-
versions, additional time is needed to monitor the conversion
process, refine its regulations, and assess furthe. the im-
pact of conversions on the savings and loan industry.

Our review of eight associations did not provide
sufficient information to permit us to properly assess the
equity and desirability of conversions on an industrywide
basis. However, we were able to identify activities which
could prevent associations from converting on an equitable
basis. Some insiders have increased their savings accounts
to obtain addiiounal shares of stock in anticipation of
conversion and may have made arrangements to transfer stock
soon after conversion. In addition, Board regulations on
rights under subsequent stock issues, stock transfer agents,
and acquisitions of converted associations need strengthening
because they conflict with the objective of conversion--
broad participation with little or no benefits to insiders.
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Improved monitoring procedures are necessary to better
determine compliance with regulations, and penalties should
be considered for persons who violate Board regulations.
Also, the Board needs to revise its regulations to provide
for more equitable conversions with less possibility of legal
problems for the Board.

RECOMMENDATIONS

We recommend that the Congress limit the number of
conversions through September 30, 1979. This limit should
be similar to that expressed in Public Law 93-495. The
time extension is needed to determine whether conversions
are desirable and can be achieved on an equitable basis.
During this period, the Chairman of the Federal Home Loan
Bank Board should:

-- Develop and implement monitoring procedures so that
existing regulations are adhered go.

-- Identify and seek legislative approval for needed
changes in the law relating to penalties and enforce-
ment authority to provide for equitable conversion.

-- Strengthen existing regulations on rights under sub-
sequent stock issues, stock transfer agents, and
acquisitions by holding companies and others of newly
converted associations.

AGENCY COMMENTS

We did not obtain written comments from the Board.
However, the above matters were discussed with Board offi-
cials and they generally agreed with our conclusions and
recommendations. The officials told us that they will take
necessary actions to institute better monitoring procedures
and to strengthen existing regulations. They further stated
that the need for legislative authority in certain matters
has been recognized by the Board.
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CHAPTER 3

STOCK APPRAISALS--HOW GOOD AFE THEY?

To arrive at a value of a converting association,
independent stock appraisals are made. The independent ap-
praisals are reviewed by the Federal Home Loan Bank Board
for completeness and accuracy. In the final analysis, how-
ever, the independent appraiser is responsible for the
specific valuation, and the Board has relied on that
opinion.

To determine adequacy of the appraisals, we reviewed
each one for compliance with Board regulations and examined
the stock valuaticn. Appraisals were largely based on ap-
praisers' assumptions and judgments. We reviewed the
qualifications and independence of each appraiser to deter-
mine if there were conflicts of interest which could have
had an impact on the appraiser's quality.

BOARD REGJLATIONS AND PROCEDURES

The Board's regulations require that an appraisal be
made of the association's estimated market value. The regula-
tions state that the appraisal must be prepared by persons
who are independent of the converting association, experi-
enced in the area of corporate appraisal, and acceptable to
the Board.

Since the Securities and Exchange Commission does not
require appraisals, no appraisal standards exist. The Com-
mission allows the market to set the price. To compensate
for the lack of standards, the Board developed guidelines
which appraisers must follow. To achieve some uniformity
in the various appraisals, the guidelines define the extent
of data and degree of completeness expected. The guidelines
were developed using the Board's experience and by consulting
with securities experts. In addition, we noted the guide-
lines closely follow the Internal Revenue Service's guides
for valuing stocks.

The Board's guidelines give instructions on methods
and factors to be considered and require that an appraiser
submit detailed discussions on appraisal assumptions. The
guidelines require that the following be considered in ap-
praisals.

-- Present and projected economic factors for the general
economy, savings and loan industry, and the associa-
tion's primary market area.
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-- Competition and quality of management.

--Analysis of past and projection of future operatingfactors and earnings for the association.

-- Projected net worth position.

-- Anticipated dividends and tax considerations.

--Impact of increased net worth on savings growth andbranching.

-- Comparison with similar sto,. associations.

-- Current equity market for savings ad loans stock.
The procedures for performing an appraisal are (1) theassociation chooses an appraiser and notifies the Board,(2) the Board reviews the appraiset's qualifications andindependence and then sends its guidelines to the appraiser,(3) before making the valuation, the appraiser discusseshis approach with the Board, anC (4) the appraisal is thencompleted and submitted to the Board for review and approval.

The Board's review includes a checklist to etermineif the appraiser followed all the guidelines. The staffis in the process of partially automating the appraisal re-view, giving them easier access to appraisal statistics thanis currently available. Because of this growing data bank,the appraisers will have more comparable data and shouldbe able to make more accurate and reliable appraisals.

APPRAISAL METHODS

Three methods are commonly used by appraisers to pricestock issues. These methods are (1) price-to-earnings ratio,(2) price-to-book-value ratio, and (3) capitalization ofearnings or discounted dividends.

Price-to-earnings ratio

The price-to-earnings ratio method divides the currentmarket price of a share by the earnings on each share for a12-month period. The appraiser estimates the firm's ratiobased on an analysis of the price-to-earnings ratio ofother comparable firms with publicly owned and traded stock.The 12-months' earnings of the firm to be valued are multi-plied by the selected ratio to obtain the firm's estimatedmarket value.
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A difficult task in using this method is finding a

group of comparable stock associations whose stock is publicly
traded with some regularity. The associations should be com-
parable; ideally, they should have a similar asset size,
growth potential, quality of earnings, earnings potential,
market location, and cash dividend policy. The selection
of a ratio involves judgment even when the comparison as-
sociations match well because the comparabies present a
range rather than a single value. Thus, the converting as-
sociation's ratio must be chosen from a range of values.

Appraisers estimate earnings by combining the anticipated
earnings on current assets and the future earnings on the con-
version net proceeds. To calculate the latter figures, the
net proceeds are assumed to be invested in residential
mortgage loans with a rate of return above that on the exist-
ing mortgage portfolio.

The price-to-earnings method has three major weaknesses:

1. For most of the converting associations, a compar-
able group of associations was not obtainable and
often rough comparisons were used. These compari-
sons served only as guides, and the ratio selection
involved a great deal of judgment.

2. For associations with low or negative earnings, the
price-to-earnings method is inappropriate.

3. In the higher price-to-earnings range (above 10),
even small errors in the assumptions about the ap-
propriate ratio can lead to large errors in the
appraisal.

The strengths of this method are based mainly on its
predominant use. The majority of the industry's reference
materials are based on the price-to-earnings method, and
investors in today's market tend to be earnings orientated,
and this method focuses on earnings.

Price-to-book-value ratio

This method is similar to the price-to-earnings method
except the price-to-book-value ratio of the association re-
places the price-to-earnings ratio, and the book value of
the association's net worth replaces the earnings base.
Using book value (or net worth) as a valuation method has
three weaknesses:
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1. It is a measure of historical value, while the
appraiser is interested in current market value.
The book value of the assets of a compan or
securities may have little or no significant
relations: p to market value. However, in some
industrie , book value is closely related to market
value.

2. It ignor s the company's earnings performance
which is the interest of investors.

3. It is nt appropriate for firms with low net worth
positions because even small errors in the price-
to-book-value ratio can lead to errors in the fair
market value.

The strengths f the rice-to-book-value method are
much the same as those of the price-to-earnings method. Also,
it is often used as a supporting valuation for the price-to-
earnings method.

Caitalization of earnings
or discounted dividends

This method views an association as an economic entity
which yields the investor an expected cash dividend each
year. From these expected payments, the investor can place
a value on the stock, called its discounted value or present
value. The method has a theoretical foundation and requires
assigning a quantity to many assumptions.

The discounted dividends method forces the appraiser
to be very specific about a number of parameters with much
uncertainty surrounding the choice. An association's esti-
mated value is very sensitive to the specific parameters
chosen. Under the price-to-earnings method, judgment is
applied to a few key factors. Under the discounted divi-
dends method, judgment is applied to many factors, including
the discount or interest rate factor, the expected cash
dividend rate, and the expected earnings growth rate. There
is also the important but difficult question of risk quanti-
fication.

The strength of the discounted dividends method is its
ability to consider a multitude of factors and their effect
on the final value. However, the amount of judgment required
to select these factors is the discounted dividend method's
obvious weakness.

14



The stock appraisal method used

The Board does not dictate which valuation method
should be used but leaves it to the appraiser's discretion.
For the eight conversions we reviewed, the price-to-earnings
method was used with price-to-book-value as backup.

Whatever valuation method is chosen, certain factors
must be considered when deriving the resulting value, such
as:

-- The local public image of the converting association.

--The initial discount necessary to insure marketing
a public issue.

--The liquidity, or lack of liquidity, of the stock.

Criticisms of the price-to-earnings
method

Critics of the early appraisals have stated that the
price-to-earnirgs method ignores several important factors.
For example, one claims that an appraiser does not consider
an association's potential to sell to a holding company
after t converts. However, the Board states that no
quantifiable value can be associated with the potential to
sell. The appraiser cannot speculate on this possibility
or other future events. For example, what would be the im-
pact on an association's earnings if legislation were
enacted which would allow more services to be offered by
savings and loan associations? Therefore, an appraiser must

limit himself to more tangible and projectable factors.

The critics have also stated that in a conversion ap-

praisal a premium should be included for the control feature
management will obtain in its stock purchases. As discussed
in chapter 2, management has gained control of the associa-
tions; however, Board regulations prohibit charging more
for stock if it provides a controlling interest. According
to Bcard officials. this regulation was implemented because

it was difficult to define exactly what control was and how

much it was worth.

The critics have stated further that the association's

net worth, accumulated during its years as a mutual associa-
tion, was ignored in any stock appraisal method using future
earnirgs--thus the net worth would go to the stockholders.
The Board requires that the association set up a liquidation
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account for all eligible account holders in an amount equal
to the association's preconversion net worth. This account
guarantees an account holder liquidation rights over a
stockholder until the account holder closes his account.

QUALIFICATIONS AND INDEPENDENCE
OF APPRAISERS

The Board evaluates an appraiser's qualifications and
independence. To date, no appraiser has been rejected.
One individual and three firms made the appraisals of the
eight associations in our review.

The individual appraised five associations. He is
considered an expert in the field of savings and loan as-
sociations' activities, and his education includes degrees
in insurance and a doctorate in finance.

The three firms are among the Nation's largest invest-
ment banking firms and are experienced in the underwriting,
distribution, and appraisal of corporate securities. They
are also experienced in the underwriting and appraisal of
savings and loan securities.

All the appraisers were accepted by the Board as
independent of the appraised associations. No officer or
employee of the appraiser was a director of the association.
Some of the appraisers' personnel could have financial rela-
tionships with the associations as depositors or borrowers.
In one situation, the appraiser had securities transactions
with the association and some of its senior officers. How-
ever, in each of these situations, the appraisers believed
these relationships did not impair their ability to appraise
the fair market value in an independent and professional
manner. We could not verify this information because of the
time required to gather the necessary data on all the finan-
cial aspects of employees of the investment banking firms
and the associations.

Area of conflict

An association may elect to have the appraiser also
serve as the underwriter. creating a potential area of con-
flict. The appraiser is allowed to underwrite for several
reasons. He has the knowledge of market value and, through
his underwriting syndicate, can estimate what the real
market will pay. He is, therefore, in a good position to
estimate market value.
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Also, because of his liability, the underwriter per-
forms the same type of review as an appraiser. To require
an underwriter to duplicate the work done by the appraiser
would cause the association to pay for the same work twice.

The Board holds that no conflict exists between
setting the price and being responsible for selling the
stock. It believes an appraiser would not set an incorrect
price because his reputation is at stake. To most firms,
their professional reputation means the success or failure
of their business.

Another factor that offsets this potential conflict of
interest is that if the price is set too high and drops
afterwards, the firm is legally liable for any damages
suffered to the stock organization. This, according to the
Board, effectively precludes overpricing. An offsetting
factor against setting the price too low is that an under-
writer's fee is usually based on a percentage of the selling
price of each share of stock he sells in the open market.
If he sets a low price it causes a larger private subscrip-
tion and less stock goes in the open market, thereby lowering
his fee.

OUR EVALUATION OF APPRAISALS

Analyzing each appraisal for its reasonableness proved
inconclusive. However, we noted that the method used by
each appraiser was similar and that like data was used for
comparable purposes. Board regulations and guidelines
were followed in a reasonable manner.

Apart from compliance with Board regulations, we re-
viewed each appraisal for (1) accuracy of earnings pro-
jections after conversion to actual earnings and (2) stock
price performance in the secondary market.

The two major factors in the eight valuations were the
projected earnings and the price-to-earnings ratio. We
found that the appraisers consistently underestimated pro-
jected earnings. However, the price-to-earnings ratios
estimated by the appraisers were higher than the actual
ratios when actual earnings became known. In two instances,
the variances appeared significant. However, in both cases,
large amounts of income were from unpredictable sources, such
as joint ventures or the sale of land.
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In considering stock price performance in the secondary
market, we noted that the smaller associations trade in rela-
tively small markets. None of the smaller associations'
prices varied significantly, if at all, after the initial is-
suance of stock. Of the two nationally traded stocks, one
was issued at $9.25 in early September 1976 and the other was
issued at $14.50 in early April 1976. The first traded
around $9.25 for over 3 months before starting to climb and
was trading at about $11.00 in January 1977. However, on
February 4, 1977, it jumped to $11.75 a share. This increase
was due to the announcement of a proposed merger of the as-
sociation with a holding company.

The second stock remained relatively stable for a few
months, then rose to about $24 a share for a 64-percent in-
crease. The association had increased its per share earnings
111 percent and assets $243 million, or 53 percent. We com-
pared these increases to the activity of the other stocks
used in the appraiser's evaluation of he association. The
price of these stocks increased 23 percent with an average
per share earnings increase of 98 percent and asset increase
of about 20 percent.

CONCLUSIONS

Appraisals involve considerable assumptions and
judgments, and the appraisers are responsible for the
specific value they assign to an association. We noted
that the eight appraisals we reviewed were prepared by
persons and firms independent of the converting associa-
tion and experienced in the area of finance, economic con-
ditions, and appraisal of corporate securities. Also, the
appraisals were performed in a manner consistent with Board
regulations and guidelines.

All the appraisals reviewed used the price-to-earnings
ratio method. The price-to-book-value method was used only
for support of the price-to-earnings ratio method. However,
the appraiser lways has a choice of which method he will
use.

Because of the nature of the appraisal process, we
could not assess the accuracy and fairness of the appraisal
valuations for the associations reviewed.
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CHAPTER 4

ALTERNATIVE METHODS OF INCREASING NET WORTH

To continue expansion, savings and loan associations
are compelled to raise additional equity capital because of
net worth requirements imposed by Federal Home Loan Bank
Board regulations. These regulations require an insured
association to aintain a net worth equal to or greater than
a specified percentage of its savings deposits, plus 20 per-
cent of certain association assets, such as delinquent loans
and real estate owned as a result of foreclosures.

The sale-of-stock method of conversion has provided
opportunities for an association to raise additional capital,
expand their operations, and increase earnings. In the eight
associations we reviewed, the primary reason given for con-
verting from a mutual to stock association is the need to
obtain additional equity capital to meet or exceed net worth
requirements. This need occurred during a period when as-
sociations were experiencing a rapid savings growth.

While the sale-of-stock method has provided expansion
opportunities there are other methods of increasing net
worth. These include a distribution of free stock; sale
of stock and establishment of a public trust fund; and sale
of short-, medium-, or long-term subordinated debentures.
These alternative methods, including their respective ad-
vantages and disadvantages, are discussed in the remainder
of this chapter.

DISTRIBUTION OF FREE STOCK

In January 1973 the Board proposed a method where an
association may convert from a mutual to a stock form of
organization through a distribution of free stock. This
method provides stock at no cost to savings account holders
as of a specific date. The stock issue would be equivalent
to the converting association's net worth at the time of
conversion. It would be allocated on a pro rata basis.
Those account holders who elect to pass up the stock would
receive cash when any remaining shares are sold in the
subscription offering.

The distribution of the free-stock method offers some
of the benefits associated with the sale-of-stock method
of conversion. These include increasing net worth by the
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association selling future issues of stock and attracting
and retaining management personnel through stock incen-
tive plans. This method may invite wider participation
by association members than the sale-of-stock method be-
cause if the stock is free, more members would probably
be willing to accept the stock than if they had to pay for
it.

The Board reexamined the distribution of free-stock
method and concluded that it contains some drawbacks. The
Board believes it could have a disruptive effect on the
savings and loan industry. Depositors could shift their
savings from association to association in anticipation of
free stock, and mutual associations would be under pressure
from depositors to convert to stock associations. Another
drawback is that it does not result in additional equity
capital or correct an association's low net worth position
without a subsequent sale of tock. If this method is
to be accepted, the Board and the associations would have
to be cnvinced it is a viable method of raising new equity
capital to increase net worth.

SALE OF STOCK AND ESTABLISHMENT
OF A PUBLIC TRUST FUND

Under the public trust approach to conversion, stock is
issued and sold in an amount equal to the market value of
the converting association. However, unlike the current
sale-of-stock method, the converting association does not
keep all the proceeds from the sale of stock. Instead,
proceeds equal to the net worth of the association befcre
conversion would be deposited in a special trust fund under
the Board's control.

The trust fund could operate similar to that of a
revolving fund. Under one plan, moneys would be temporarily
invested by the Board and later would be loaned directly to
the savings and loan industry. Associations could borrow
these funds at a low interest rate and use them for low- and
moderate-income housing mortgages. Under another plan,
moneys could be loaned directly to the mortgagee with the
association servicing the loan.

One of the advantages of the public trust is that this
method eliminates the possibility of insiders receiving a
windfall profit. The windfall element relates to benefits
accrued to stockholders when they acquire the association's
existing net worth. Such benefits, proponents argue, may
not be properly accounted for in the initial pricing of

20



association stock. Aside from eliminating the windfall

element, the public trust approach offers some of the same
benefits as the sale-of-stock method, such as raising more

capital and attracting good management personnel through

stock incentive plans.

The public trust method has some disadvantages. Critics

argue the converting association is not provided sufficient

capital to support savings growth since some of the money

must be deposited in trust fund. In addition, the Federal
Government would have to maintain the public trust funds, and

the fund would bear the cost. Only the moneys loaned directly

to the savings and loan associations would benefit low- and

moderate-income housing.

Board regulations do not disallow this method of

conversion; neither do they promote it. Some procedures
would have to be changed if an association were to convert

under this method. However, it is questionable whether
associations would proceed under this conversion method.

No incentive exists for associations to deposit their pro-

ceeds in a public trust fund when under the sale-of-stock
method they can keep them. Thus, for this method to be

used, the Board would have to provide and enforce detailed
regulations relating to the public trust aspect and the

sale-of-stock method would have to be eliminated.

SALE OF SUBORDINATED DEBENTURES

The sale of subordinated debentures could offer

associations another method of obtaining equity capital.

Debentures are a form of bonds which are not secured by

mortgages or property liens. They are subordinated to

the claims of savings account holders and all other credi-

tors. Since 1966 commercial banks and mutual savings

banks have used this method as a means of meeting capital
needs.

The sale of subordinated debentures, like the sale-of-

stock method, could provide associations with additional
capital. However, unlike the sale-of-stock method, deben-

tures do not change the organizational structure of associa-

tions; that is, the associations remain as mutuals.

There are some disadvantages associated with offering

subordinated debentures. The prominent argument is that

under current regulations they are a liability and not

part of equity; debentures must be repaid at maturity.
Since Board regulations require that debentures be sold
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in $50,000 minimum amounts, purchases of the debentures
may be limited to only large investors and institutions.

If debentures are to be a means of raising capital, not
only must they be sold at an attractive interest rate, but
the association must be able to receive a good rate of re-
turn on the investment of the proceeds. Another disad-
vantage is that in periods of depressed economic conditions
associations must pay investors interest on their money;
whereas with stock, dividends may not be declared.

Although the Federal Deposit Insurance Corporation
regulations permit banks to include subordinated debentures
in the capital structure as part GL net worth, this is not
permissible under current Board regulations. Thus, if sub-
ordinated debentures are to be a viable method of obtaining
equity capital to meet net worth requirements, Board regula-
tions must be revised to allow the recording of debentures
as part of equity. In addition, to allow wider participa-
tion in the marketplace, regulations must be revised to
allow debentures to be sold in denominations smaller than
$50,000.

CONCLUSIONS

A number of alternatives have been proposed as to how
an association m obtain equity capital. Each has its
advantages and disadvantages. However, for any of these
methods to be used, present Board regulations would have
to be changed. Also, some of these alternatives may not
be attractive to the potential convertin' savings and loan
associations and their use would have to be directed by the
Congress.
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July 13, 1976

The Honorable Elmer Staats
Comptroller General
General Accounting Office
Washington, D. C.

Dear Mr. Staats:

The Federal Home Loan Bank Board (FHLBB) recently filed an
interim report with the Committee on Banking, Housing and Urban
Affairs concerning its responsibilities to conduct a study of a
limited number of conversions of savings and loan associations
from the mutual frm of organization to the stock form of
organization.

PL-93-495 (12 U.S.C. 1725 (j)) authorized the FHLBB to permit
a limited number of experimental savings and loan stock conver-
sions in order that Congress would be in a position to assess
whether or not such conversions could be permitted on a basis con-
sistent with the public interest. The FHLBB has thus far approved
10 conversions and its interim report contains various data con-
cerning these conversions. The Committee recently approved a one
year extension of time for the FHLBB to conclude the experiment.

Conversions from the mutual form of organization to the stock
form of organization raise a number of highly significant issues.
The most important of these is whether it is feasible to place these
mutual business enterprises into private hands without enrichinginsiers
at the expense of the savers who contributed to the institution's
equity.

The interim report of the FHLBB concludes favorably that the
conversion process works in an effective and entirely satisfactory
manner. However, there is no substantial evidence in the FHLBB
report that supports this conclusion.

An important area for study and inquiry by the FLBB should be
the price at which shares in the ccnverting institution are sold
to investors. The report of the FHLBB on the 10 conversions com
pleted to date reveals that the price at which shares have been
sold to the public were arrived at with considerable application
of judgment by the appraisers.
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Since in many cases the appraiser has a strong interest in
the sale of th. shares, a substantial risk is presented that the
appraiser's judgment will be exercised in setting a price low
enought to result in the sale of all shares rather than at a price
which reflects the real worth of the mutual enterprise. A corallary
incentive is that conversions will take place when the market for
stocks generally is depressed in anticipation of early gains by
those who buy.

My review of the interim report of the FHLBB compels me to
request that the General Accounting Office conduct a full aud4it.-
of the management by the FHLBB of the Congressional mandate under
PL-93-495.

The audit should provide an analysis of the following matters
in addition to a thorough review of the conversions which have
been permitted to date:

1) The extent to which the regulations and procedures of
the FHLBB fulfill the statutory mandate to conduct t:ie conversion
experiment;

2) Whether the methodology and procedures of the FHLBB re-
lating to appraising the value of converting mutual institutions
insure a fair price;

3) The extent to which the price at which shares have been
sold in the conversions completed to date are reflective of the
recommendations contained in the underlying appraisals;

4) The extent to which the appraisals have been based upon
objective factors in arriving at the evaluations to date as dis-
tinguished from reliance on subjective factors or "judgments";

5) The extent to which appraisers have had a direct or in-
direct interest in the sale of shares in the convelting institution
and any actual or potential areas of conflict of interest which
are apparent;

6) The extent to which conversions permitted by he FHLBL
benefit insiders such as current management or shareholders at
the expense of increased public participation Ua conversions;

7) The extent to which a transfer of te existing equity in
a converting institution to a public trust has been examined as
an alternative method of proceeding by the FHLBB in experimenting
with conversions;
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8) Respecting the analysis requested covering the con-
versions permitted to date, a thorough financial analysis should
be provided icluding:

--An analysis of the price/earning ratio at which shares
were sold in converting institutions and a comparison analysis
of the price/earnings ratio at which sales of shares in similar
institutions are traded in the market place.

--An analysis of the price in relation to book value for
which shares in stock savings and losn associations were acquired
during the past five years and a comparison analysis of the price
in relation to book value for which shares were acquired in con-
verting institutions.

--An analysis of dividend and share payout rates at con-
verting institutions before and after conversions.

The staff of the Committee on Banking, Housing and Urban
Affairs is available to discuss any questions that may arise
in the conduct of the requested audit.

I thank you in advance for your continued cooperation
with the work of this Committee.

Sincerely 

William Proxmi e
Chairman

WP:lmg
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