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CHAPTER 5

Analysis of Performance using Accounting Data

Introduction
     The goal for managers of financial institutions is to maximize value for owners or investors.  Past performance may contain clues about a firm's future performance and value.  Many questions can be addressed with financial analysis.  Analysis of financial institution raise important issues discussed in this chapter:

· What is the relation between financial data and the market values of financial firms?

· How do we find clues to firms' future performance from financial analysis?

· What is the same and what is different in the financial analysis of different types of financial institutions?  


This chapter is a guide to financial statement analysis.  We outline financial statements of different types of financial firms and introduce ratio analysis proceeding in stages to detailed analysis of historical earnings and earning variation for the different types of financial services.  We begin with a discussion of the uses of financial statement analysis and the relation between market values and financial data. 

5.1
Financial Analysis and Financial Statements.

     Finance is a language.  Any language can be used artfully or poorly and the difference comes from knowing the rules and practice.  Any language, including finance, can be used for scientific analysis or poetry and fiction, although poetry may be stretching it.  Fiction is commonplace.  This chapter is intended to be a primer for learning financial analysis of financial service firms.  Proficiency will come only with practice and experience.

     Finance is used to formulate an argument to convince customers, managers, boards of directors, buyers, or investors.  The intention is to get some decision makers to adopt a recommended course of action:  Invest in or buy this firm.  Close down this operation.  Give me a raise because of my superior management performance.  Financial arguments must be persuasive to be effective.  To get a sense for the persuasiveness of different arguments, compare two arguments supporting a decision to buy a firm: (1) The firm is a good buy; (2) The firm earned more money in four of the last five years than its ten top competitors and is priced low relative to the others and therefore is a good buy.  The second argument is more persuasive than the first because it contains financial analysis.  Financial analysis ultimately is useful only if it can make a persuasive argument, something which could be called "forensic finance."

     In financial debates and discussions, there is no single  correct answer.  This aspect of finance differentiates it from accounting, because in accounting practice there is a best answer.   This is not true of financial analysis because financial analysis is only relevant to the future and no one knows what will happen in the future.  If decision‑makers knew the future, they would be operating in a risk free environment.  The economy, legislation or regulation, or any of a thousand other factors, may change tomorrow.  

     Good or great financial analysis provides the best guess about what the future can mean for a firm and includes an assessment of the risks.  The risks of future outcomes are most often affected by a few major variables.  Good financial analysis can consist of simply identifying the major variables affecting future performance, without being able to predict them.  Good analysis consists of identifying important numbers among all the numbers available to us.  Identifying the largest or most significant numbers in financial analysis poses questions leading to a good understanding of the problem at hand. 


In financial analysis, one cannot be shy.  Analysts inevitably encounter things they cannot understand or never heard  of.  In many management meetings, a financial analyst's reputation was made by asking what appears to be a simple question the answer to which pointed out a critical variable or assumption for the future.  Never be afraid to ask a simple question when performing financial analysis:  it may make your day.  

     A financial analysis is good or great depending on how  thoroughly it utilizes available information to delineate the  range of likely outcomes and how clearly and persuasively it makes assessments about the  future.  There is and never shall be a correct financial analysis.  After the fact, all financial analyses will be seen to have contained errors, mistakes, and bad assumptions. 

Focus of Financial Analysis
     Financial analysis uses financial statements to analyze historical performance of a firm.  The focus of financial analysis for the  management of financial institutions should be always on the  performance of the firm measured from the viewpoint of investors.  The realized and expected rates of return (ROR) discussed in the previous chapter are the important concerns of equity investors.  Expectations of the firm's future cash flows are summarized in the current share price and share prices determine owners' actual returns.  For a detailed analysis  of the firm's historical operations we must go to the financial statements.


Financial statements report the operations of the firm as calculated and reported by accountants.  We can compute a return to investment using these data.  For stock companies, the performance measure corresponding to the ROR is the book return of return on common equity (BROR).  The book value of equity (BVE) per share, corresponds to the share price.

     The BROR is calculated by, dividing earnings available to  common shareholders (EAC) by BVE or their per share equivalents.  The formula and an illustration using Fifth Third Bancorp in 1992 follows:
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We return to a discussion of calculation of this ratio below.  In 1992, Fifth Third earned 16.32 percent on an accounting basis in 1992.  Earnings available for common and book value of equity are the same as net income and common equity in the absence of preferred stock.


We focus now on the relation between a firm's ROR and BROR.  Table 5‑1 contains historical RORs and BRORs for several financial service firms for  comparison.  Table 5‑1 illustrates several key points.  First, the BRORs for the firms are less variable than the RORs.  The smaller variability in book versus realized returns is reflected in the standard deviations of ROR versus BROR for all firms.  For  example, the standard deviation of Aetna's annual BROR is 8.41 percent versus 20.10 percent for its ROR.  The comparison is more dramatic for the other firms in the table.  ROR and BROR are very different from year to year for all firms on the table.

Relation between Book and Market Measures of Performance.
     Given the differences between book and realized return measures, why do we analyze financial statements to assess prospects for investors?  We analyze financial statements because they are the only detailed information available on the firm's  business activities and the only basis for analyzing management's potential to generate cash flows in the future.  The market value of the firm is an instantaneous assessment of the firm's future prospects.   For example, the outlook for Aetna's cash flows for investors improved in 1992 relative to the general market seen in Aetna's 11.95 percent ROR relative to the market's 7.06 percent return (from Table 4-1).  Why this relative improvement in Aetna's prospects?  The only way to answer that question is to know something of the insurance business and Aetna's ability to perform.  A detailed assessment of Aetna or any other firm must be based on details of its operations which can only be derived from an analysis of detailed financial statements.

     Two differences between accounting numbers reflected in financial statements and market values must be kept always in mind.  The first difference is that prices or market values are forward looking whereas accounting data is backward looking.  The second difference is that income statements reflect accrual accounting methods, not cash flows, and balance sheets show and assets and liabilities at historical cost, not cash or market values.  We discuss both of these differences in turn.   

Market Values Are Forward Looking 

     Market values are assessments of future business conditions and firms' specific prospects for cash flows to investors.  Historical performance can be the basis for assessments of the firms' future performance.  Figure 5‑1 illustrates this relation.  The only reason for financial analysis is to make estimates of  future performance.  If nothing can be learned about the future  of the firm from the past, little is to be gained from financial statement analysis.   

     The disparity between market and book returns can be  explained easily when the difference between historical and the  future orientation of market values is kept in mind.  For  example, in the second quarter of 1987, Citicorp increased allowances for loan losses on loans to Brazil and other Latin American countries, greatly increasing expenses.  Citicorp  reported a minus 130 percent BROR on annualized basis, but had a positive 67 percent ROR for that quarter.  The market felt that the future cash flow prospects for Citicorp improved despite the accounting loss, presumably due to a tougher future policy on lending to Latin American countries. 

Accounting Data vs. Cash Flows and Economic Values 

     The second source of differences between RORs and BRORs  comes from differences between cash flows and accounting reports of income and accounting for assets and liabilities on the balance sheet.  Income is reported on an accrual basis rather that on a cash basis.  For example, the loan losses reported by Citicorp in the second quarter of 1987 did not produce any immediate effects on cash flows.  Citicorp had already lent the money and was not collecting any interest.  There are many examples of more routine differences in reported income and cash flows.  For example, prepaid premiums of $1,190.4 million for Aetna in 1992, represent investable cash for that firm.  These premiums do not show up as income until later when "earned."


Another important difference between cash values and accounting numbers come from representation of assets and liabilities on financial statements.  Many items on financial institution balance sheets are accounted for in terms of their historical cost, not their value if sold.  The cash generating potential of these investments or sources of funds may not be reflected well or at all in financial statements.


Some assessment of the adjustments to net income necessary to compare it to cash flows may come from the study of firms' statement of cash flows.  Cash flow statements explain year-to-year changes in cash balances in terms of operations and financing.  While we focus on income in the following discussion, cash flow is the important number for investors.  

Many Sources of Information Available 

     Users of financial statements are often baffled by the multiplicity of financial reports financial firms generate.  All firms keep several sets of accounts.  They report to investors, to one or more tax authorities like the Internal Revenue Service, and to regulators.  These reports may differ in the accounting for some items.  Common sense about which of the reported measures is most relevant to the task at hand may provide guidance about which numbers to use.  For example, in the 1980s well known problems in the thrift industry led regulators to tolerate generous accounting of capital, called Regulatory Accounting Procedures (RAP) which did not deceive alert analysts about the thrifts' capital shortage.  Analysts can often use reasonable assumptions to reinterpret distorted data in order to proceed with analysis, reserving concerns until better data is available from an insider or future events. 

     Most analysts rely on public financial data like annual reports.  Current accounting standards in the United States require that firms report an income statement, a balance sheet, and a cash flow statement.  We will assume that these reports are available in our discussion below.  In other circumstances, analysts will have more or less information to work with.


To summarize, financial statements are the only source of detailed information on a firm's operations.  Financial analysis is used to project future performance in terms of cash flows for the investor.  Historical financial statements use accrual accounting and historical cost analysis and can distort  performance which must be accounted for when assessing future cash flows. 

5.2
Guide to Financial Analysis of Financial Institutions 

     Financial analysis of any financial institution starts from the same point--obtaining financial data--and moves through a  logical sequence of steps.  Table 5‑2 provides an outline of the procedure.  The analyst focuses on answering the most interesting questions raised in the previous step.  We describe each step and give guidance and how to proceed through the analysis in what follows.  The analyst's problem is something like walking into a forest.  There are a lot of trees and it is easy to become disoriented.  In this problem, the compass is the analyst's concern with understanding what determines the return on equity. 

Obtain Financial Data (Step 1) 

     The first step is to obtain financial data.  Financial  analysts rarely have precisely the data they want.  The data are  either not detailed enough or too detailed and voluminous to comprehend.  Numbers will rarely reflect aspects of the problem the analyst would most like to explore.  Good financial analysis consists of making the best use of the financial information available, usually identifying critical variables and relationships.   Expertise at financial analysis comes from solving many problems over time, that is, through practice.  Financial analysis can only be as good as available financial data allow.  The analyst must know what data is available, most often publicly reported balance sheets and income statements.   We use these financial statements in the examples in this chapter because they are the most readily available and widely used, but we discuss other data sources below.  Once the analyst has financial data to work with, two questions must be asked:  First, what business entity or entities are represented by the financial reports?  Second, is the financial data the best available? 

     Most financial institutions today are a part of a complex corporate structures.  Most banks, insurance companies, thrift institutions, and other financial firms, are only parts of  organizations reporting consolidated financial statements.  These statements reflect all business entities of the corporate parent and are consolidated according to accounting rules.  The first task of the analyst is to make sure which corporate entity is being analyzed.  For example, in 1992, BankAmerica Corporation reported results consolidating the Bank of America NT&SA (National Trust and Savings Association), Seafirst Corporation, a bank holding company whose major subsidiary is Seattle‑First National Bank, as well as separately chartered Banks of America in seven Western states.  It makes sense to analyze BankAmerica Corporation as a bank given that nine bank subsidiaries dominate results.  A good analyst always knows what the numbers represent  before beginning an analysis. 

     Diversified financial corporation reports can be difficult to interpret since consolidated data may represent several types of financial service firms.  In some cases the focus is on a subsidiary of a holding company which is of interest perhaps because it is to be sold, as was the case in 1993 when American Express, a diversified company, sold Shearson Lehman Brothers, an investment bank and brokerage firm.  In cases where consolidated statements cannot provide answers to important questions, the analyst must either search for financial data which can be used to assess the performance of given unit or units of a holding company, or be willing to make bold assumptions.  The choice depends on the problem and time and resources available for the job. 

     The second question the analyst must answer is:  What is the source of financial data being used and is it the best available?  In most cases, analysts use audited public information.  Sometimes unaudited data will be available from the firm which provide details on operations hidden in the consolidated reports.  Often, trade associations or industry groups will gather information on specific aspects of operations which can be used to assess a firm's activity in a given area.

     There are many public sources of data for financial service firms.   Publicly traded corporations must file reports with the  Securities and Exchange Commission (SEC), such as the annual Form  10‑K.  These reports often contain details of operations of various important operating units.  These details on either  revenues, costs, of profits, may appear in a description of the  firms operations or in footnotes to the reports.  A serious  analyst always becomes very familiar with all the pages of reports used in analyzing a firm. 

     Most financial service firms are regulated.  Regulated institutions like banks, thrifts, insurance companies, and brokers, file periodic financial reports with their regulators.  For example, Seattle‑First National Bank, even though a subsidiary of BankAmerica Corporation, must file reports with the Office of the Comptroller of the Currency (OCC) because it is a national bank.  These reports are publicly available.  These data may be a source of detailed financial information on units of financial holding companies which are of special interest apart from the consolidated operations of the entire firm. 

     Most analysts today work with computerized financial data.  These data bases avoid typing information into spreadsheets and makes more extensive analysis possible within a limited time period.  The availability of computer based data is changing rapidly and an analyst within a specific environment, such as a student, may have different computer resources available than an analyst operating in another environment, such as an investment bank.  These differences do not necessarily affect the quality of the analysis.  All these financial data come from the same basic sources.


Analysts using data in computer files should be completely familiar with the sources used by the supplier of the  information.  It is always preferable to have copies of the  original data sources in addition to the computer files.  The  original data source, like the annual reports, 10‑Ks, and  regulatory filings, often contain useful information in footnotes  or special schedules which are difficult to put into standardized  computer files made available by information suppliers.  Table 5‑3 summarizes important data sources used by many financial analysts.  The table is classified by financial services segment. 

Simplify Financial Statements (Step 2) 

     Analyzing financial institutions is a different problem from  analyzing a manufacturing firm.  In the case of a manufacturing  firm, analysts judge management's policies by whether they can  sell the product at a price sufficiently above cost to make money.  Most management decisions in manufacturing firms over short time horizons are pricing and production decisions.  Price times quantity is sales revenue and subtracting costs produces the accountant's estimate of operating profit.  For manufacturing firm in the first instance, management policies are reflected in the so‑called "bottom line" of the income statement.  Decisions to expand plant or change capital structure usually evolve slowly over time and change the balance sheet gradually. 

     Financial institutions contrast sharply with manufacturing  firms.  Results of many if not most decisions of managers of  financial institutions appear simultaneously in the income  statement and the balance sheet.  Some of the most important  financial institution marketing and pricing decisions are  reflected instantly in the balance sheet.  As an example, if a  thrift management implements an aggressive strategy to build market share by lowering its home mortgage rate below its  competition and the strategy works, the savings bank will make more mortgage loans.  The loans appear as assets on the balance sheet as soon as they are made and funding for them will show up as liabilities.  The interest revenues produced by the loans will show up on the income statement in the future. 

     In much of what follows, the critical analytical task is to  link balance sheet items, such as loans, to income statement  items, such as loan revenues or interest on loans.  Accountants use many terms to describe the income and activities associated with making loans, like revenues, fees, interest, etc.  Analysis of performance of a financial requires relating the income statement to balance sheet items when possible and relevant.   The relation can be made with a few broad categories or many narrow categories of activity. 

     The number of data categories used by analysts depends on the problem and data at hand.  The analyst seeks to identify critical numbers; the only reason to disaggregate data is to focus on questions that can only be answered by disaggregating data.  For example, does the analyst wish to determine whether a firm's loans on average earn less interest revenue than comparable firms or is the analyst concerned with credit card loans?  The question determines the analysis and often comes out of a more general results.  Key questions emerge from analysis when answers to those questions may explain critical factors affecting performance of a firm. 

     Financial institutions offer the financial services discussed in Chapter 2, namely: 

· Credit (lending) 

· Securities origination, trading and brokerage

· Deposit-taking and transaction processing 

· Insurance

· Asset management 

· Information and advice.

Specific financial institutions historically have specialized in some services due to regulatory restrictions or comparative advantage.  Financial statements for specific classes of financial institutions, such as insurance companies or thrifts often reflect an continuing concentration in specific financial services.  The terms used on financial statements in each  industry segment tend to be somewhat specialized.  Table 5‑4 lists balance sheet and income categories often observed in  traditional financial institution financial statements. 

     A useful way to begin analysis of financial institution is to find income statement revenue items which represent interest or interest‑like payments associated with assets and liabilities on the balance sheet.  Assets which earn explicit interest or interest‑like payments are called earning assets.  Earning assets like U. S. Treasury securities would be reflected in interest on securities on the income statement and appear as investments in U. S. Treasuries on the balance sheet.  An earning asset with interest‑like revenues would be leasing income associated with leases on the balance sheet.  Similarly interest or interest‑like expenses on the income statement can be related to funds raised by issuing liabilities shown on the balance sheet.  For example, interest expense for deposits can be linked to interest‑bearing deposits on the balance sheets for deposit‑taking institutions.  Total interest expense is often compared to total  interest‑bearing liabilities shown on the balance sheet.  

     The classification of income statement and balance sheet items is an important first step.  This step is often  complicated by the many different terms and conventions used by  different firm and industry segments.  Table 5‑4 provides some standard terms used and the table can be used to relate income  statement and balance sheet categories.  No table can solve problems forced by analysts in all situations.  The analyst must make a judgment on an item and move on to complete the job, keeping reservations and concerns about each step in mind in interpreting the results.


Simplifying classifications are essential in order to make the comparisons over time, between firms, and to industry averages.  Since the overriding objective is to identify major sources of performance, for earning assets and liabilities, computing the return on assets and costs of funds by classifying balance sheet and income statement is needed to find major factors affecting performance. 

     Many financial product revenues and expenses are not connected to assets and liabilities on the balance sheet.  For example, fees for management of assets not carried by the firm's books are not reflected on the firm's balance sheet.  Personnel and occupancy expenses are not explicitly related to balance sheet items.  These items will vary in their relative importance for different financial service firms.  For deposit‑taking and insurance institutions in the past, non-interest expense items were small relative to financial revenues and expenses whereas for investment management firms and brokers, they are relatively large. 

     At the end of the second step of financial analysis, the analyst will have identified total interest revenues, interest expenses, non‑interest revenue and non‑interest expense, all together accounting for income before tax, and income after tax.   The balance sheet should be classified into earning assets and interest bearing liabilities.  Given the relative importance of different categories of the interest or non‑interest items, a subdivision of the revenues and expenses may be undertaken on the income statement and on the balance sheet in subsequent analysis. 

Examples of Step 2

Step 2 of financial analysis is illustrated for financial  statements of a bank, Fifth Third Bancorp, and an insurance company, Aetna, in Panels A in Tables 5‑5 and 5‑6.  A broker/dealer, A.G. Edwards, statements are shown in Table 5-7 but analysis of them left to readers.  Those firms' financial statements are followed by the simplified statements suggested in Table 5‑3 in Panel B of each table.  We discuss process of classification here with the bank and insurance company.  We caution students that understanding examples is no substitute for hands on practice.  Practice should begin with the examples not discussed and continue with the end of chapter problems. 

Example Steps 1 and 2:  Fifth Third Bancorp
     Fifth Third Bancorp's financial statements are contained in Table 5‑5.  These data are from the 1992 Annual Report and represent Fifth Third Bank in Cincinnati, Ohio and nine affiliated banks.  The discussion in the annual report describes the Midwest Payments System subsidiary, an electronic payments provider, and emphasizes Fifth Third asset management services.  We interpret Fifth Third as primarily a bank but are alert to the importance of fees on its results.

     Fifth Third's financial statements are straightforward to simplify for analysis.  In fact, subtotals on its 1992 income statement correspond neatly to the categories interest revenue (IR), interest expense (IE), non-interest revenue (NIR) and non-interest expense (NIE).  The balance sheet similarly presents few problems in classifying items earning assets (EA) and non-earning assets.  The resulting scheme is shown in Panel B of Table 5-5.

Example Steps 1 and 2: Aetna
     We illustrate financial analysis of an insurance company with Aetna Life and Casualty Company.  Aetna's 1992 consolidated financial statements combines accounting information for its many insurance operations and subsidiaries.  The discussion in the annual report makes clear that 1992 was a rough year for Aetna, which is undergoing a substantial reorganization and restructuring.  Analysis of Aetna's reported operating results must consider both Aetna's complexity and the financial impact of one-time changes in its operations.


Financial statements for Aetna Insurance in 1992 are presented in Panel A of Table 5-6 and our simplified statements in Panel B of that table.  Classifications of income statement into items related to the balance sheet items for Aetna is more difficult than our previous example because of the complexity of Aetna's insurance business and current problems mentioned above.  The Aetna example illustrates both simplification of insurance company financial statements and reasonable ways of dealing with operations complicated by special circumstances.


Most insurance company revenues are from two sources: insurance premiums and investment income.  Both are easy to identify for Aetna: the company reports premiums (PR) and net investment income and net realized gains, which we combine into Investment Revenue (IR).  We include realized gains and losses as part of investment revenue since this is part of Aetna's asset management performance.  Net investment revenues is related to total investments on Aetna's balance sheet which correspond to earning assets (EA).


Complexities associated with Aetna's full line of insurance are found in the classification of insurance related expenses.  We include amortization of policy acquisition costs and several other items in the income statement into insurance expenses, losses and reserves (L&R).  The related balance sheet item, policy reserves (RES), is identified on Aetna's liability side of Aetna's balance sheet as "Total insurance reserve liabilities."  Since insurance policy funds are about two-thirds of Aetna's total assets, the net cost of these funds are an important determinant of the company's performance.


Other income statement and balance sheet items for Aetna are treated as residuals.  As an asset manager, Aetna carries nearly offsetting "Separate Account" asset and liability items.  We classify these assets as non-earning assets since income from these investments belong to beneficiaries although they may generate fee income.  The most difficult problem in Aetna's financial reporting are the many income statement items associated with discontinued operations and tax treatment.  We treat these all items as non-operating credits which reconcile operating income (EBT) with earnings available for common (EAC).  As we discuss below, these simplifications focus on shareholders' prospects for future returns from ongoing insurance operations.

Basic Ratio Analysis: Step 3
     All stockholder owned financial institutions' BROR can be analyzed in terms of a few basic but useful ratios.  This step of financial analysis is based on the venerable Dupont analysis.  Dupont analysis was developed by analysts in that chemical company to assess manufacturing firms customers.  The analysis can be adapted for analyzing financial service firms. 

     Basic ratio analysis applied to stock owned financial institutions breaks BROR into three basic ratios, each easily calculated from the simplified financial statements discussed at above.  The three ratios are:  pullthrough (U), the leverage ratio (LE), and the return on total asset ratio (ROTA).  We define and discuss the calculation of each of these ratios.  The resulting ratios for Fifth Third Bancorp and Aetna for 1991 and 1992 are contained in Tables 5-8 and 5-9.  These tables also present the percent change in each ratio between the two years.  Percent changes standardize changes in ratios from year to year and allow analysts to focus on relatively big changes.


Pullthrough (U) calculates the percent of income shareholders have after taxes and non-operating expense deductions from operating income.  It is defined and illustrated with Fifth Third Bancorp's 1992 results:
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As can be seen in Table 5-8, U for Fifth Third is completely determined by income taxes and is close to 68 percent both years.  Most of the time, U can be interpreted as one minus the average corporate income tax rate.  This interpretation implies a reasonable average income tax rate close to 32 percent in 1991 and 1992 for Fifth Third.


Extreme caution must be used in interpreting pullthrough in unusual cases like Aetna in 1991 and 1992.  Pullthrough for Aetna as shown on Table 5-9 reflects the company's recent losses and restructuring.  Aetna's simplified financial statements include adjustments to EBT from tax credits and discontinued operations which result in EAC being larger than EBT both years.  For Aetna, U measures the effects of non-operating adjustments and tax credits on shareholders' returns, doubling its operating income in 1991 and reversing the loss on operations in 1992.  Analysts will note that tax credits and extraordinary income are not dependable sources of cash flows for investors in Aetna in the future.

     The leverage ratio measures how many dollars of assets the firm has per dollar of equity.  This ratio is often described as a firm's gearing.  The ratio is defined and calculated for Fifth Third Bancorp in 1992 in the following equation: 


[image: image3.wmf]10.16

 

=

 

$1,005,165

0

$10,213,32

 

=

 

BVE

TA

 

=

 

Equity

 

of

 

 Value

Book

Assets

 

Total

 

=

 

LEV


3
These results are also shown in Table 5‑8 for Fifth Third and Table 5-9 for Aetna for two years, 1991 and 1992.  For both years, Fifth Third had a little more than ten dollars of assets for each dollar of equity.  In other words, total assets were  "geared up" from Fifth Third's capital base in a ten‑to‑one ratio.  Aetna was more highly leveraged both years.

     The return on total asset (ROTA) is calculated using income before taxes and captures managements ability to generate operating income from the firm's assets.   The ratio is defined and calculated for Fifth Third in 1992 as follows: 
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ROTA is one of the most discussed ratios among analysts.  It captures the ability of management to generate income after all  financial and non-financial costs and expenses.  This ratio is usually small, in the case Fifth Third a little more than two percent.  This ratio is generally low for financial service firms.


We measure ROTA before tax.  Many analysts use net income instead of EBT, often calling the result return on assets or ROA.  Ratio analysis is not standardized.  Users of ratios must be careful that calculations are comparable when comparing two ratios.  We prefer the operating income before tax in the calculation because EBT allows comparisons of ROTA with financial firms having different tax treatments.  For example, credit unions are tax exempt and mutual life insurance companies are taxed differently than stock-owned companies.  


ROTA is the critical variable for most financial institutions in most time periods.  For example, ROTA for Aetna between 1991 and 1992 fell from .26 percent to -.13 percent, which may appear to be a small change.  The change represents a negative 150 percent change, driving the decline in Aetna's BROR for these two years and illustrating the advantage of using percent changes to focus on large changes in variables of small magnitude.  For Fifth Third also, the biggest change between 1991 and 1992 was an improvement in ROTA of 4.28 percent.  Changes in ROTA are usually the cause of major changes in financial institutions' performance.  The other basic ratios, U and LEV, usually change less from year to year since typically they reflect tax treatment and capitalization.  We concentrate on detailed analysis of sources of changes in ROTA in the following discussion.  

5.3
Analysis of ROTA:  Segment Analysis 

      Return on assets is the key determinant of earnings and  earnings variability for most financial service firms including mutuals, partnerships and corporations.  Identifying major sources of change in ROTA is the greatest challenge facing the financial analysts--a challenge because there is no one way to approach the problem.  Good analysts are alert, creative, and persistent. 

     The analytical approach chosen generally depends on the line of business analyzed.  Deposit‑taking, insurance, securities and other financial firms produce earnings differently.  Accounting conventions, regulatory review, and management focus emphasize differences in reporting activity for different types of  financial institutions.  Experienced analysts are alert to differences and similarities in financial firms' operations.  Analysts must be creative in applying analytical techniques in different contexts.   This section illustrates how an analysis of return on assets can be conducted using the firms presented in the previous section as examples but cannot provide a universal program to follow.  It will accomplish its purpose if readers are ready to practice financial analysis of financial firms.  Creative ways of analyzing will be necessary with the many innovations in the future of financial services. 

Similarities 

     Virtually all financial service firms invest in interest or  dividend earning assets.  Nearly all financial service firms  earn fees and other compensation for performing their services,  reported as non‑interest revenues.  All financial service firms  incur major expenses from employee compensation‑‑a theme of this book is that financial services are a labor‑intensive business.  Other expenses are also incurred by most financial firms: costs for computers, telephones, electricity, occupancy, etc.  Together these expenses make up non‑interest expense.  Analysis of return on earning assets and non-interest revenue and expense is similar for all financial institutions.  

     The "second stage" of financial analysis identifies major changes in ROTA and causes of consistently low or high returns in business segments.  For example, between 1991 and 1992, Fifth Third Bancorp's BROR increased four percent caused by a four percent increase in ROTA, while Aetna's BROR fell close to zero as its ROTA became negative.  What caused these changes in the bank and insurance company ROTAs?  To answer these questions we must look at the similar and different determinants of ROTA in these two financial services businesses. 

Segment Analysis of a Bank: Fifth Third Bancorp

The increase in Fifth Third Bancorp's ROTA from 2.25 to 2.35 was the major source of the improvement in Fifth Thirds BROR over that period as reflected in the percent changes shown in Table 5‑8.  To investigate changes in deposit-taking institution performance, decomposition of ROTA using simplified financial statements can be useful to pinpoint important factors.  ROTA can be written as follows:
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which can be decomposed as follows:
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This formulation considers changes in ROTA from four basic elements, net interest margin, the loan loss ratio, the earning asset ratio, and burden, each discussed in detail in the following.  These terms often used by bank and thrift analysts in discussing performance of deposit-taking financial institutions.


Net interest margin (NIM) focuses on the net earnings from investing with borrowed funds.  This factor reflects the interest rate spread between assets and liabilities for deposit-taking institutions, traditionally a major source of profitability for banks and thrifts in regulated markets.  For Fifth Third, NIM in 1992 is calculated:
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7
Using results in Table 5-8 to compare 1991, Fifth Third's NIM improved by seven basis points (.07 percent) between 1991 and 1992, an improvement of 1.78 percent over the 1991 level.  As we discuss below, this small change was a major source of Fifth Third's improved performance in 1992.


Loan losses have recently reached historic highs in the United States, Europe, and Japan.  To assess effects on profitability from credit losses, the loss ratio adjusts NIM to account for loan losses.  Using Fifth Third's experience in 1992 as an example, the loss ratio is computed:
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8
Comparison with Fifth Third's loss ratio in 1991 indicates only a tiny deterioration (.51 percent increase).  This experience contrasts to recent experience of many deposit-taking institutions around the world, where variations in loss ratios have been a major determinant of variation in ROTA. 


Net interest margin and the loss ratio are both related to earning assets.  The earning asset ratio accounts for balance sheet differences among deposit-taking institutions.  It is calculated as follows for Fifth Third in 1992:  
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9
While earning asset ratios differ for deposit-taking institutions, is it usually not an important source of year-to-year variability in ROTA.  This is the case for Fifth Third between 1991 and 1992, when the earning asset ratio increased from 90.33 to 91 percent, a small .75 percent increase.


The final factor determining ROTA for deposit-taking institutions is called burden by analysts and compares NIR and NIE to total assets of the institution.  Burden for nearly all deposit-taking institutions is negative, meaning that fees and other revenue do not cover labor and other costs.  For Fifth Third, burden in 1992 is calculated:
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10
As seen in Table 5-8, burden is negative in both 1991 and 1992 for Fifth Third, but it is less negative in 1992, a one percent improvement.  Fifth Third Bancorporation has been aggressively increasing fee income and holding down costs.  Comparison with other firms would show that Fifth Third's burden is small and our results demonstrate that between 1991 and 1992, it is improving.


Summarizing our analysis of the four factors determining ROTA for deposit-taking institutions, NIM and burden are typically the most important factors periodic variations.  Recent experience around the world has focused attention on a cyclical increase in loss ratios.  Changes in any of these four factors can affect ROTA.  Between 1991 and 1992 for Fifth Third, the most important factors were improvements in both margin and burden.


Given the importance of NIM to most deposit-taking institutions' performance, many analysts explore sources of change in that variable.  One way to explore NIM is to look at the return on earning assets and the cost of liabilities, calculated as follows for Fifth Third in 1992:
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11
interest costs must be related to the liabilities funding earning assets.  The liability ratio compares liabilities to earning assets and is calculated for Fifth Third in 1992 as follows:
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12
These results can be compared to the 1991 results for Fifth Third in Table 5-8.


Two observations on Fifth Third Bancorporation's experience in 1991 and 1992 illustrate important aspects of NIM.  First, both return on assets and cost of liabilities fell from 1991 to 1992, illustrating the important point that the level of yields is not as important as the spread.  Competition will pressure spreads with deregulation of deposit interest rates around the world.  This had led some to say that the spread is dead, as we noted in the previous chapter.  Second, the improvement in NIM for Fifth Third came from a bigger drop in the cost of funds than the return on assets.  Deposit-taking institution performance can be affected by changes in the spread.  This is the source of interest rate risk to earnings.  The macroeconomic sources of interest rate risk are discussed in Part III and management of interest risk discussed in Part IV of this book.  

Segment Analysis of an Insurance Company: Aetna

Aetna's ROTA went from a small positive number in 1991 to a negative .13 in 1992.  In order to investigate factors producing changes in insurance companies, special ratios focusing on the insurance segment of financial services can be used.  We can decompose an insurance companies ROTA using the following:
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This expression can be decomposed into five factors as follows:
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14
This formulation analyzes an insurance firm's ROTA in terms of five ratios, three of which are similar to ratios used for deposit-taking institutions.  Those are net return on earning assets, the earning asset ratio, the first two terms, and burden, the last term.  The two intermediate ratios measure insurance business performance and insurance liabilities as a source of funds.  These two ratios are specific to the insurance business segment and are discussed below. 


The first pair of ratios in the decomposition above focus on management's investment performance.  They are the net return on earning assets and the earning asset ratio, calculated for Aetna in 1992 as follows:
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The first measure is a net return because interest expense is not provided by Aetna in their financial statements.  (Aetna's 1992 balance sheet shows total debt under $1 billion, less than two percent of earning assets.)  Analysts with more data or concern might focus on investment revenue and expense separately instead of net investment revenue.  Comparing the results from 1991 and 1992 shown in Table 5-9 for Aetna, net investment return fell slightly while the earning asset ratio increased in 1992, nearly offsetting the effect of lower returns.  Investment revenue was little changed for Aetna between the two years.  


Burden measures management's control of operating expenses not directly associated with its insurance business.  Burden is calculated the same as for deposit-taking institutions.  For Aetna, burden improved in 1992, falling by 19.36 percent.  The importance of a reduction in burden can be seen by comparing this reduction of close to $500 million (.64 percent reduction in burden times total assets of over $57 billion) to EBT.  Expense control for financial service firms is critical as spreads on traditional businesses are squeezed by competition.  The improvement in burden for Aetna was not enough to offset the deterioration in its insurance performance.


Insurance performance ratios measure the net cost of funds derived from the insurance business which is used to fund investments.  Aetna is a diversified life and casualty company so we use a hybrid ratio, cost of insurance funds, calculated as follows:
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This insurance performance measure is adjusted using an insurance liability ratio to measure the scale of insurance in total assets: 
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Table 5-9 demonstrates that the cost of insurance funds increased by 51.81 percent between 1991 and 1992 while insurance funds stayed relatively constant.  The performance of Aetna's insurance business was the major source of the deterioration in Aetna's ROTA in 1992.  The analysis focuses the analyst's attention on the question of what caused this change.  These changes are due to changes in premium revenue, down 5.69 percent, and insurance expenses, up 2.25 percent.


Insurance performance can be investigated by examining in more detail performance in specific lines of the insurance business which we discuss in Chapter 11.  As a full line company, Aetna offers life and property and casualty insurance.  Life insurance companies earn premium revenues and deduct allowances for reserves and benefits.  Life insurance premium revenues and insurance expenses can be expressed as a ratio to funds raised in the form of life insurance reserves to assess the profitability of the business.  This ratio will differ depending on the growth rate of the company and the demographics of its customer population.  Depending on premiums exceeding or falling short of benefits paid over time, an insurance company has underwriting profits or losses.  Life insurance performance tends to change slowly over time.  The net cost of offering life insurance must be exceeded by investment income with enough left over to cover overhead expenses and provide a return to investors.  


Property and casualty insurance company performance is determined by funds provided by premiums net of total costs of claims including claims payments and adjustment expenses.  Total claims and expenses as a percent of earned premiums is called the combined ratio by industry analysts.  The cost of insurance funds will be higher whenever the combined ratio increases.  Property and casualty companies experience substantial year to year variability in their performance measures.  Aetna's management blames asbestiosis settlements ($308 million) and two major storms (Andrew and Beth for $118 million) for a deterioration of its insurance performance in 1992.  Most casualty companies lose money on their insurance business but cover these underwriting losses and provide a return to investors with investment income.

Summary of Financial Analysis 

     Our two examples, Fifth Third Bancorp and Aetna Insurance, make clear that anyone can perform financial analysis and identify the critical variables.  For both our examples, we found that burden was important.  We identified other variables which  are important over the time period we examined.  With Fifth Third, we saw the importance of NIM; with Aetna, we raised concerns about its insurance operations.  In later chapters, we will go behind these critical numbers through further decomposition.  We are always looking for the relatively big,  important determinants of variations in performance. 

     Financial analysis is concerned with future performance prospects.  We can project a BROR using recent values for ratios  or averages based on historical or other firms' experience.  We can make assumptions based on our assessments of future  conditions.  Just as an example, assume that in 1993 Fifth Third will have a burden of .87 percent, a NIM of 4.25 percent, an earning asset ratio of 91 percent, with loan losses of .7 percent.  With these assumptions, we project a ROTA of 2.36 percent ((4.25-.70) x .91-.87)).  Assuming leverage or gearing of 10 and pullthrough of 70 percent, we are projecting Fifth Third's BROR in 1993 will be 16.52 percent (2.36x10x.70).   This is a simple example of financial projections, discussed in detail in Chapter 22.  This book is intended to make us more perceptive in our use of past financial data and more sophisticated in our projections of the future.  Our simple example displays the essence of the analyst's task. 

5.4
Analysis of Financial Institutions: Important Issues
     In interpreting the financial statements of financial  service firms, the analyst must keep be aware of the particular  implications of accounting practices applied to financial service  firms, and of the significance of normal accounting practice on  the interpretation of activity measures of financial service  firms.  This section outlines briefly some of the major factors  affecting financial service firm accounting which the analyst  should keep in mind in using financial statements. 

GAAP Accounting 

     Financial accounting standards for the accounting profession  in the United States are set by the Financial Accounting Standards Board (FASB).  Accounting rules used to calculate the numbers reported in the financial statements differ in the different countries and at different times.  The Securities and Exchange Commission in the U.S. has delegated to FASB establishment of standards applied to financial information.  The  annual reports and 10‑Ks we discuss in this chapter reflect FASB accounting standards.  Accounting principles determine "generally accepted accounting principles" or GAAP accounting. 

     FASB accounting standards can have a major impact of the  reported profitability of all firms including financial  institutions.  As an example of the impact of changes in accounting standards, FASB considered changing accounting of deferred income taxes in 1988 and future tax benefits from allowances for credit or insurance losses.  John Reed, CEO of Citicorp, estimated the rule would cause Citicorp a loss reducing equity by $880 million or ten percent. (Fortune, 12/19/88, p. 106.)  The casualty insurance industry avoided a major hit to earnings only by Congressional action in a technical‑  corrections bill to the 1986 Tax Reform Act. 

     Another example of the impact of GAAP standards is in the  treatment of foreign exchange rate variations.  FASB has provided  rules for valuing foreign assets and liabilities at current  exchange rates, which of course, vary substantially from period  to period.  This means that even without any realized gains or  losses, income can be impacted by changes in exchange rates  whenever there are differences in the amount of assets and  liabilities denominated in different currencies.  International  banks' earnings have recently demonstrated substantial variation  in reported income from this accounting treatment. 

     Accounting standards affect the income statement and balance sheet items shown for financial institutions.  The analyst is concerned with future cash flows, not accounting income.  Accounting standards allow analyst to know how numbers in financial reports are calculated.  The real economic impact of accounting numbers on cash flows is limited to two effects:  (1) impact on the tax liability of the firm; and (2) the impact on contracts (especially debt contracts) and regulatory review.  If a financial firm is shown to be insolvent by accounting numbers,  it may be sued by creditors or closed by regulators even if it has positive cash flows.  Closure obviously affects future cash flows.  

GAAP vs RAP Accounting 

     Deposit‑taking and insurance firms file reports with  regulators.  These reports are prepared according to "regulatory  accounting practice" or RAP accounting.  An exhaustive treatment of these differences is not possible in this text.  A few examples will demonstrate the significance of these differences in particular instances.  The most egregious differences in RAP and GAAP accounting occurred in the 1980s with the savings and loan crisis.  Because thrift regulators in the 1980s could not afford to close savings and loans insolvent (negative or zero net worth) by GAAP standards, the regulator of the time, the Federal Home Loan Bank Board, authorized reporting practices inflating the net worth of savings institution.  Savings and loans were allowed to write‑up the value of their offices and land producing a non‑taxable gain and increasing equity.  To inflate income and add to equity, they were allowed to amortize the "good will" arising from purchases for more than book value of other troubled thrifts at a slower rate that the value of mortgages appreciated in value relative to their acquisition cost.  They were allowed to count pieces of paper issued by regulators as assets.  RAP accounting papered over serious operating difficulties and negative cash flows in thrifts. 

     Banks also benefit from RAP accounting.  Banking regulators  count loan loss reserves as "primary capital" in capital  determining "capital adequacy."  Non‑redeemable preferred stock and subordinated debentures count as "total capital" for regulators.  Insurance companies regulators also use unique accounting rules.  Analysts using regulatory reports must be aware of the different RAP standards.

     Regulators in the United States are committed to financial institution use of GAAP accounting standards.  In other countries, like Japan, government regulation on accounting for financial institutions distort their financial positions.  Analysts must be aware of differences currently in force between RAP and GAAP in the reports being used. 

Averages vs Year End Figures 

     Management decision can impact balance sheets of financial institutions instantly.  The balance sheet as of a given date  may not be typical of the firm's operations over a longer time  period.  For example, we determined above that Fifth Third Bancorp's return on earning assets was 7.47 percent in 1992.  A more representative number might be based on average assets in 1991 and 1992, producing a return of 8.04 percent.  The average earning asset number used above is only one of many possible averages (quarterly, monthly, etc.).  Financial institutions recognize the importance in variations in asset and liability accounts throughout the year.  Additional tables in nearly all financial reports include averages of balance sheet items, often daily averages.  We chose year‑ending data in our examples because that data is always available and in general results derived from year‑ending data are similar to averages.  Analysts must be sure that data used is representative of the firm's operations. 

Off‑Balance Sheet Activities 

     Financial statements recently began to account for  potential liabilities of firms which could affect cash flows in  the future.  For example, bank loan commitments which obligate the bank to lend money in the future, do not show up on its balance sheet until the loan is made.  These obligations are exercised by bank customers only under certain circumstances and are called "contingent liabilities".  Contingent liabilities and similar "off balance sheet" items have grown in importance for all financial institutions in recent years.  Regulators and FASB now require notes in the financial reports documenting the extent of these items. 

     The list of off‑balance sheet items changes as the financial services industry changes.  Potential sources of cash inflows or outflows not reflected in the balance sheet fall into five categories: 

     (1) loan commitments 

     (2) credit guarantees 

     (3) swap contracts 

     (4) foreign exchange forward contracts 

     (5) options and futures contracts 

Each of these represents a commitment by a financial institution to pay cash under contracts in some circumstances.  Analysts must be careful to look for contractual obligations affecting cash flows in the text or footnotes of financial statements. 

Asset and Liabilities Exchanges 

     On occasion, some of financial institutions simply exchange similar assets or liabilities to show a gain on their financial statements.  For example, Bank of America sold its headquarters building to show a gain but promptly leased the building back.  In economic terms, no value is produced unless the increased income protected the bank from regulatory insolvency, which it did in this case.  Profits derived from asset exchanges should be examined carefully buy analysts since they cannot be a long-term source of earnings.

Summary


Accounting data is the only source of detailed performance information.  Historical data are the basis of most of our assumptions about the future performance of firms.  In order to analyze performance, we must first simplify financial data by aggregating similar categories and relating income-statement items to balance sheet items.  Ratio analysis can then proceed in careful steps to look at past performance.  For stock companies, the focus is the return on equity linked to the return on total assets by leverage and pull-through ratios.  For both mutuals and stocks, the key performance measure is ROTA which must be analyzed differently for firms in different segments of the financial services industry.  In any analysis, we must keep in mind our main concern with cash flows and not reported income and be wary of distortions occurring in accounting numbers.
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Table 5-1

Comparison of Rates and Return and Book Rates of Return

Aetna

Bank of America

Fifth Third Bancorp

Progressive Insurance


Table 5‑2


Steps in Analysis of Return on Equity of Financial Institutions


(1) Obtain financial data and determine source, time period and operating units covered 


(2) Simplify financial statement items into small set of items


(3) Calculate and interpret basic ratios and identify important questions to be investigated in next step


(4) Determine segments of operations which are major determinants of performance and performance variation


(5) Obtain industry, other firm, and historical benchmarks to assess results


(6) Determine important factors distinguishing firm's performance and identify determinants of performance where unanswered questions are raised or unusual results are obtained

Table 5‑3

Standard Sources of Data for Financial Institutions
ALL PUBLICLY TRADED FINANCIAL SERVICE FIRMS OR HOLDING COMPANIES



SEC Form 10‑K (annual)



SEC Form 10-Q (quarterlyAnnual Report to Shareholders



Moody's Bank and Finance Manual 

COMMERCIAL BANKS



Commercial Banks Regulatory Filings    




Quarterly Report of Condition (Call Report)



Published Financial Statements (Semiannual)



Computer Data Bases (and Source)




Quarterly Reports of Condition (National Technical       Information Service, Washington, D.C.)




Reports of Condition (Variety of Sources, e.g. Sheshunoff, Dallas, Texas)



Quarterly and Annual Reports of Condition, market price and other data (Compustat Computer Services, Denver, Colorado)

THRIFTS



Savings and Loan Sudsidiaries Regulatory Filings 

          


Quarterly Financial Statement (currently quarterly)

          

Published Financial Statements (semiannual)



Computer Data Bases (and Source)




Quarterly Financial Statements (NTIS)



Quarterly Financial Statements (Variety of Sources, e.g. Sheshunoff, Dallas, Texas) 

INSURANCE COMPANIES

     

Insurance Company Sudsidiary Regulatory Filings

          

Annual Convention Blank (State Regulatory Authorities)

          

Best's Insurance Reports


Computer Data Bases



National Association of Insurance Commissioners (NAIC)

INVESTMENT BANKING AND BROKERAGE FIRMS



Broker Dealer Sudsidiary Regulatory Filings

          

Focus Report (SEC) 

          

Financial Condition (semiannual)


Table 5-4


Relation between Balance Sheet and Income Statement for 


Selected Financial Institution Reported Items

	PRIVATE 

BALANCE SHEET
	
INCOME STATEMENT

	CREDIT (LENDING)

	Loans
	Interest on Loans

Loan Fees

Loan Revenue

	Leases
	Leasing Revenues

Lease Fees

	Mortgage Loans

Mortgage Receivable

Mortgage Backed Securities
	Interest on Loans

Interest on Loans Receivable

	SECURITIES ORIGINATION, BROKERAGE, AND MARKET MAKING

	Trading Inventories

Securities Inventories

Trading Account Securities
	Principal Transactions

Interest and Dividends

Securities Gains/Losses

	Repurchase/Resale Agreements
	Interest Expense/Income

	Receivable from Customers
	Margin Interest

	Payable/Receivable to/from

     Brokers and Dealers
	Usually no Income Statement

  Item 

	TRANSACTION PROCESSING AND DEPOSIT-TAKING

	Cash and Due From Banks
	No Income Statement Item

	Interest Bearing Deposits
	Interest Revenues

	NOW Accounts/Interest Bearing

  Checking

Demand Deposits 
	Interest and Fees

Service Charges

Account Fees

	INSURANCE

	Insurance Reserves

  Life and Annuity Reserves

  Unearned Premiums

Unpaid Claims/Claims Payable


	Premium Revenue

Benefits Paid

Claims Paid

Policy Acquisition Expense

Claims Expenses

	ASSET MANAGEMENT/INVESTMENT ACTIVITIES

	Investments

Securities
	Interest/Dividends

Investment Income/Revenue

	Real Estate
	Rent

Property Income and Fees



Table 5-5


Financial Statements for Fifth Third Bancorp


Panel A: As Published

N O T    A V A I L A B L E    I N   W O R  D    F O R M A T


Table 5-5 (Continued)


Panel B: Simplfied Financial Statements

	PRIVATE 

As Reported 
	
Simplified


Statement
	1992

Amount

	INCOME STATEMENT ITEMS
	
	

	Total Interest Income

  Interest and Fees

   on Loans and Leases

  Interest on Securities

  Interest on Federal 

   Funds Laoned

  Interest on Deposit 

   in Banks
	Interest Revenues

   (IR)
	$694,460

	Total Interest Expense

 Interest on Deposits

 Interest on Funds 

  Borrowed

 Interest on Long-Term

  Debt and Notes
	Interest Expense (IE)
	300,266

	Provision for

  Credit Losses
	Provision for Loan

  Losses (PLL)
	65,315

	Total Other Operating

  Income
	Non-Interest Revenue

  (NIR)
	200,053

	Total Operating Expenses
	Non-Interest Expense

  (NIE)
	289,276

	Income before Income

  Taxes
	Earnings Before Tax (EBT)
	239,656

	Net Income
	Earnings Available

  for Common (EAC)
	164,092


	
Table 5-5 (continued)


Panel B: Simplified Financial Statements (continued)

	
As Repoted

BALANCE SHEET ITEMS
	
Simplified


Statement


	1992

Amount

	Cash and Due From
	Cash and Reserves (R)
	$565,948

	Interest Bearing Deposits

Securities

Federal Funds Loaned

Loans and Leases
	Earning Assets (EA)


	Note (1)

	Bank Premises and Equipment

Accrued Income Receivable

Other Assets
	Fixed and Other

  Assets (FA)
	353,466

	Total Assets
	Total Assets (TA)
	$10,213,320

	Deposits

Funds Borrowed

Accrued Taxes, Interest and

  Expenses

Other Liabilities

Long-Term Debt

Convertible Subordinated

   Notes
	Liabilities (L)
	Note (2)

	Total Stockholders' Equity
	Book Value of Equity (BVE)
	1,005,165


Note (1) Computed as a residual using EA = TA - R - FA

Note (2) Computed as a residual using L = TA - BVE


Table 5-6


Financial Statements for Aetna Insurance


Panel A: As Published

N O T    A V A I L A B L E    I N   W O R  D    F O R M A T 


Table 5-6 (Continued)


Panel B: Simplfied Financial Statements

	PRIVATE 
As Reported 
	Simplified

Statement
	1992

Amount

	INCOME STATEMENT

	Premiums
	Premium Revenue (PR)
	$10,794 

	Net Investment Income

Net Realized Gains (Losses)
	Investment Revenue

   (IR)
	5,184 

	Current and Future Benefits

Amortization of Deferred

  policy acquisition costs
	Losses and Reserves

   (L&R)
	13,731 

	Fees and Other Income
	Non-Interest Revenue

   (NIR)
	2,319 



	Operating Expenses

Reorganization Charge
	Non-Interest Expense

   (NIE)
	3,887 



	Income (Loss) from 

  continuing operations

  before income taxes and

  cumulative effect

  adjustments
	Earnings Before Tax

   (EBT)
	(121)

	Federal and foreign income

  tax benefits

Discontinued operations

 (net of tax)

  Income from operations

  Gain on Sale

  Cumulative Effect

   Adjustments


	Taxes and Non-

  Operating Charges

  (Credits) (T)


	Note (1)

	Net Income
	Earnings Available for

  Common (EAC)
	56 


	
Table 5-6 (Continued)


Panel B: Simplified Financial Statements (Continued)

	
As Reported
	
Simplified


Statement
	1992

Amount

	BALANCE SHEET ITEMS

	Cash and cash equivalents
	Cash and Reserves (R)
	2,415 

	Total Investments
	Earning Assets (EA)
	58,797 

	Accrued Investment Income

Premiums Due and other 

  receivables 

Federal and foreign income

  taxes

Deferred policy acquisition

  costs

Other assets

Discontinued operations

  assets

Separate Account Assets
	Fixed and Other Assets

  (FA)
	Note 2

	Total Assets
	Total Assets (TA)
	89,928 

	Total Insurance Reserve

  Liabilities
	Insurance Liabilities

  and Reserves (RES)
	57,280 

	Total Shareholders' Equity
	Book Value of Equity

  (BVE)
	7,238 


Note (1) Calculated as EAC = EBT - T

Note (2) Calculated as FA = TA - R - EA


Table 5-7


Financial Statements for A. G. Edwards 


Panel A - As Published

N O T    A V A I L A B L E    I N   W O R  D    F O R M A T 


Table 5-7 (Continued)


Panel B: Simplified Financial Statements

	PRIVATE 

As Reported
	
Simplified


Statement
	1993

Amount

	INCOME STATEMENT

	Commissions

Investment Banking

Other Revenue
	Non-Interest Revnue

  (NIR)
	$794,353

	Principal transactions
	Trading Profits (P)
	215,306

	Interest revenue

Interest expense
	Net Interest (I)
	62,843

	Compensation and benefits

Communications

Occupancy and Equipment

Floor brokerage and

 clearance

Other operating expense
	Non-Interest Expense

  (NIE)
	882,517

	Earnings Before Tax
	Earnings before tax

  (EBT)
	189,985

	Net earnings
	Earnings available

  for common (EAC)
	119,425


	BALANCE SHEET

	Cash and equivalents
	Cash (R)
	27,963

	Securities inventory

 - Securities sold but

   not yet purchased
	Net trading account 

 securities (S)
	139,172

	Receivable from customers

 - Payable to customers
	Net earning assets

  (NEA)
	375,654

	Cash and government

  securities, segregated

  under regulation

 - Checks payable

 - Employee compensation

Receivable from brokers

 - Payable to brokers

Property and Equipment

Other assets
	Net fixed and other

  assets (FA)
	Note (1)

	Total Assets
	Total Assets (TA)
	2,111,192

	Stockholders' Equity
	Book Value of Equity
	615,240


Note (1) Computed as a residual.
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Basic Financial Data

 

INCOME STATEMENT

 % CHANGE

Interest Revenue (IR)

713,501

694,460

-2.67%

Interest Expense (IE)

381,280

300,266

-21.25%

Provision for Loan Losses (PLL)

55,744

65,315

17.17%

Non-Interest Revenue (NIR)

171,911

200,053

16.37%

Non-Interest Expense (NIE)

249,792

289,276

15.81%

Earnings Before Tax

198,596

239,656

20.68%

Earnings Available for Common (EAC)

138,150

164,092

18.78%

Number of Common Shares Outstanding

59,200

59,632

Earnings per Share

$2.33

$2.75

BALANCE SHEET (PARTIAL)

Cash and Reserves (R)

501,188

565,948

12.92%

Fixed and Other Assets (FA)

352,677

353,466

0.22%

Total Assets (TA)

8,826,130

10,213,320

15.72%

Book Value of Equity (BVE)

879,450

1,005,165

14.29%

RATIO ANALYSIS

 

Book Rate of Return (BROR)

15.71%

16.32%

3.92%

Composed of:

 

Pullthrough (U) x

69.56%

68.47%

-1.57%

Leverage (LEV) x

10.04

10.16

1.24%

Return on Total Assets (ROTAA)

2.25%

2.35%

4.28%

EBT/TA composed of:

 

Net Interest Margin      ((IR-IE)/EA

4.17%

4.24%

1.78%

- Loan Losses        - (PLL/EA)) x

0.70%

0.70%

0.51%

Earning Asset Ratio         (EA/TA)     

90.33%

91.00%

0.74%

+ Burden            +((NIR-NIE)/TA

-0.88%

-0.87%

-1.00%

(IR-IE)/EA composed of:

 

Return on Earning Assets    IR/EA -

8.95%

7.47%

-16.51%

Cost of Liabilities        (IE/L) x

4.80%

3.26%

-32.04%

Liabilities to Earn'g Assets (L/EA)

0.9968

0.9908

-0.60%

Table 5-8

Analysis of Fifth Third Bancorporation
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Basic Financial Data

 

INCOME STATEMENT

 % CHANGE

Premium Revenue (PR)

11,445

10,794

-5.69%

Investment Revenue (IR)

5,232

5,184

-0.93%

Losses and Reserves (L&R)

13,430

13,731

2.25%

Non-Interest Revenue (NIR)

1,366

1,519

11.27%

Non-Interest Expense (NIE)

4,369

3,887

-11.03%

Earnings Before Tax (EBT)

244

-121

-149.86%

Taxes & Non-Op'g Charges (Credits)

-262

-177

-32.21%

Earnings Available for Common (EAC)

505

56

-88.92%

Number of Common Shares Outstanding

110.1

110.3

Earnings per Share

$4.59

$0.51

BALANCE SHEET (PARTIAL)

Cash and Reserves (R)

2,920

2,415

-17.28%

Fixed and Other Assets (FA)

30,611

28,717

-6.19%

Total Assets (TA)

91,988

89,928

-2.24%

Ins. Liabilities & Reserves (RES)

58,770

57,280

-2.54%

Book Value of Equity (BVE)

7,385

7,238

-1.98%

 

RATIO ANALYSIS

 

Book Rate of Return (BROR)

6.84%

0.77%

-88.69%

Composed of:

 

Pullthrough (U) x

207.47%

-46.13%

-122.23%

Leverage (LEV) x

12.46

12.42

-0.26%

Return on Total Assets (ROTA)

0.26%

-0.13%

-151.00%

EBT/TA composed of:

 

Net Return on Investment   (IR/EA)*

8.95%

8.82%

-1.50%

Earning Asset Ratio         (EA/TA)

63.55%

65.38%

2.88%

- Cost of Ins. Funds (PR-L&R)/RES)*

-3.38%

-5.13%

51.81%

Insurance Liability Ratio  (RES/TA)

63.89%

63.69%

-0.30%

+ Burden             +((NIR-NIE)/TA

-3.27%

-2.63%

-19.36%

Analysis of Aetna Insurance Corporation

Table 5-9
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1984
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-5.89%

7.84%

23.92%

15.60%

-4.39%

24.24%

1985

52.00%

9.39%

-7.39%

-8.79%

70.43%

17.03%

101.60%

21.50%

1986

10.31%

12.99%

-6.40%

-15.56%

9.31%

15.98%

51.09%

17.76%

1987

-14.89%

14.26%

-52.99%

-38.63%

17.10%

14.94%

-0.87%

23.12%

1988

10.52%

10.24%

156.36%

16.00%

34.55%

16.55%

-23.28%

25.91%

1989

25.42%

9.22%

55.18%

16.72%

25.64%

15.49%

69.30%

17.92%

1990

-26.09%

8.68%

2.80%

15.11%

-8.05%

15.38%

34.36%

22.86%

1991

19.90%

6.84%

39.91%

16.68%

109.61%

15.71%

6.38%

8.91%

1992

11.95%

0.77%

33.24%

11.93%

21.10%

16.32%

62.86%

26.21%

MEAN

10.41%

8.50%

22.61%

3.01%

36.67%

15.93%

34.46%

21.43%

Std Dev

20.10%

3.67%

53.06%

17.45%

32.89%

0.59%

37.22%

5.08%

Table 5-1

Comparison of Rates and Return and Book Rates of Return

Aetna

Bank of America

Fifth Third Bancorp

Progressive Insurance
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Basic Financial Data

 

INCOME STATEMENT

 % CHANGE

Interest Revenue (IR)

713,501

694,460

-2.67%

Interest Expense (IE)

381,280

300,266

-21.25%

Provision for Loan Losses (PLL)

55,744

65,315

17.17%

Non-Interest Revenue (NIR)

171,911

200,053

16.37%

Non-Interest Expense (NIE)

249,792

289,276

15.81%

Earnings Before Tax

198,596

239,656

20.68%

Earnings Available for Common (EAC)

138,150

164,092

18.78%

Number of Common Shares Outstanding

59,200

59,632

Earnings per Share

$2.33

$2.75

BALANCE SHEET (PARTIAL)

Cash and Reserves (R)

501,188

565,948

12.92%

Fixed and Other Assets (FA)

352,677

353,466

0.22%

Total Assets (TA)

8,826,130

10,213,320

15.72%

Book Value of Equity (BVE)

879,450

1,005,165

14.29%

RATIO ANALYSIS

 

Book Rate of Return (BROR)

15.71%

16.32%

3.92%

Composed of:

 

Pullthrough (U) x

69.56%

68.47%

-1.57%

Leverage (LEV) x

10.04

10.16

1.24%

Return on Total Assets (ROTAA)

2.25%

2.35%

4.28%

EBT/TA composed of:

 

Net Interest Margin      ((IR-IE)/EA

4.17%

4.24%

1.78%

- Loan Losses        - (PLL/EA)) x

0.70%

0.70%

0.51%

Earning Asset Ratio         (EA/TA)     

90.33%

91.00%

0.74%

+ Burden            +((NIR-NIE)/TA

-0.88%

-0.87%

-1.00%

(IR-IE)/EA composed of:

 

Return on Earning Assets    IR/EA -

8.95%

7.47%

-16.51%

Cost of Liabilities        (IE/L) x

4.80%

3.26%

-32.04%

Liabilities to Earn'g Assets (L/EA)

0.9968

0.9908

-0.60%

Table 5-8

Analysis of Fifth Third Bancorporation
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Basic Financial Data

 

INCOME STATEMENT

 % CHANGE

Premium Revenue (PR)

11,445

10,794

-5.69%

Investment Revenue (IR)

5,232

5,184

-0.93%

Losses and Reserves (L&R)

13,430

13,731

2.25%

Non-Interest Revenue (NIR)

1,366

1,519

11.27%

Non-Interest Expense (NIE)

4,369

3,887

-11.03%

Earnings Before Tax (EBT)

244

-121

-149.86%

Taxes & Non-Op'g Charges (Credits)

-262

-177

-32.21%

Earnings Available for Common (EAC)

505

56

-88.92%

Number of Common Shares Outstanding

110.1

110.3

Earnings per Share

$4.59

$0.51

BALANCE SHEET (PARTIAL)

Cash and Reserves (R)

2,920

2,415

-17.28%

Fixed and Other Assets (FA)

30,611

28,717

-6.19%

Total Assets (TA)

91,988

89,928

-2.24%

Ins. Liabilities & Reserves (RES)

58,770

57,280

-2.54%

Book Value of Equity (BVE)

7,385

7,238

-1.98%

 

RATIO ANALYSIS

 

Book Rate of Return (BROR)

6.84%

0.77%

-88.69%

Composed of:

 

Pullthrough (U) x

207.47%

-46.13%

-122.23%

Leverage (LEV) x

12.46

12.42

-0.26%

Return on Total Assets (ROTA)

0.26%

-0.13%

-151.00%

EBT/TA composed of:

 

Net Return on Investment   (IR/EA)*

8.95%

8.82%

-1.50%

Earning Asset Ratio         (EA/TA)

63.55%

65.38%

2.88%

- Cost of Ins. Funds (PR-L&R)/RES)*

-3.38%

-5.13%

51.81%

Insurance Liability Ratio  (RES/TA)

63.89%

63.69%

-0.30%

+ Burden             +((NIR-NIE)/TA

-3.27%

-2.63%

-19.36%
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		Table 5-1

		Comparison of Rates and Return and Book Rates of Return

				Aetna				Bank of America				Fifth Third Bancorp				Progressive Insurance

				ROR		BROR		ROR		BROR		ROR		BROR		ROR		BROR

		1983		6.23%		7.89%		11.28%		8.82%		63.08%		16.30%		47.58%		25.84%

		1984		8.72%		4.71%		-5.89%		7.84%		23.92%		15.60%		-4.39%		24.24%

		1985		52.00%		9.39%		-7.39%		-8.79%		70.43%		17.03%		101.60%		21.50%

		1986		10.31%		12.99%		-6.40%		-15.56%		9.31%		15.98%		51.09%		17.76%

		1987		-14.89%		14.26%		-52.99%		-38.63%		17.10%		14.94%		-0.87%		23.12%

		1988		10.52%		10.24%		156.36%		16.00%		34.55%		16.55%		-23.28%		25.91%

		1989		25.42%		9.22%		55.18%		16.72%		25.64%		15.49%		69.30%		17.92%

		1990		-26.09%		8.68%		2.80%		15.11%		-8.05%		15.38%		34.36%		22.86%

		1991		19.90%		6.84%		39.91%		16.68%		109.61%		15.71%		6.38%		8.91%

		1992		11.95%		0.77%		33.24%		11.93%		21.10%		16.32%		62.86%		26.21%

		MEAN		10.41%		8.50%		22.61%		3.01%		36.67%		15.93%		34.46%		21.43%

		Std Dev		20.10%		3.67%		53.06%		17.45%		32.89%		0.59%		37.22%		5.08%
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		Table 5-8

		Analysis of Fifth Third Bancorporation

				1991		1992

		Basic Financial Data

		INCOME STATEMENT						% CHANGE

		Interest Revenue (IR)		713,501		694,460		-2.67%

		Interest Expense (IE)		381,280		300,266		-21.25%

		Provision for Loan Losses (PLL)		55,744		65,315		17.17%

		Non-Interest Revenue (NIR)		171,911		200,053		16.37%

		Non-Interest Expense (NIE)		249,792		289,276		15.81%

		Earnings Before Tax		198,596		239,656		20.68%

		Earnings Available for Common (EAC)		138,150		164,092		18.78%

		Number of Common Shares Outstanding		59,200		59,632

		Earnings per Share		$2.33		$2.75

		BALANCE SHEET (PARTIAL)

		Cash and Reserves (R)		501,188		565,948		12.92%

		Fixed and Other Assets (FA)		352,677		353,466		0.22%

		Total Assets (TA)		8,826,130		10,213,320		15.72%

		Book Value of Equity (BVE)		879,450		1,005,165		14.29%

		RATIO ANALYSIS

		Book Rate of Return (BROR)		15.71%		16.32%		3.92%

		Composed of:

		Pullthrough (U) x		69.56%		68.47%		-1.57%

		Leverage (LEV) x		10.04		10.16		1.24%

		Return on Total Assets (ROTAA)		2.25%		2.35%		4.28%

		EBT/TA composed of:

		Net Interest Margin      ((IR-IE)/E		4.17%		4.24%		1.78%

		- Loan Losses        - (PLL/EA)) x		0.70%		0.70%		0.51%

		Earning Asset Ratio         (EA/TA)		90.33%		91.00%		0.74%

		+ Burden            +((NIR-NIE)/TA		-0.88%		-0.87%		-1.00%

		(IR-IE)/EA composed of:

		Return on Earning Assets    IR/EA -		8.95%		7.47%		-16.51%

		Cost of Liabilities        (IE/L) x		4.80%		3.26%		-32.04%

		Liabilities to Earn'g Assets (L/EA)		0.9968		0.9908		-0.60%
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		Table 5-9

		Analysis of Aetna Insurance Corporation

				1991		1992

		Basic Financial Data

		INCOME STATEMENT						% CHANGE

		Premium Revenue (PR)		11,445		10,794		-5.69%

		Investment Revenue (IR)		5,232		5,184		-0.93%

		Losses and Reserves (L&R)		13,430		13,731		2.25%

		Non-Interest Revenue (NIR)		1,366		1,519		11.27%

		Non-Interest Expense (NIE)		4,369		3,887		-11.03%

		Earnings Before Tax (EBT)		244		-121		-149.86%

		Taxes & Non-Op'g Charges (Credits)		-262		-177		-32.21%

		Earnings Available for Common (EAC)		505		56		-88.92%

		Number of Common Shares Outstanding		110.1		110.3

		Earnings per Share		$4.59		$0.51

		BALANCE SHEET (PARTIAL)

		Cash and Reserves (R)		2,920		2,415		-17.28%

		Fixed and Other Assets (FA)		30,611		28,717		-6.19%

		Total Assets (TA)		91,988		89,928		-2.24%

		Ins. Liabilities & Reserves (RES)		58,770		57,280		-2.54%

		Book Value of Equity (BVE)		7,385		7,238		-1.98%

		RATIO ANALYSIS

		Book Rate of Return (BROR)		6.84%		0.77%		-88.69%

		Composed of:

		Pullthrough (U) x		207.47%		-46.13%		-122.23%

		Leverage (LEV) x		12.46		12.42		-0.26%

		Return on Total Assets (ROTA)		0.26%		-0.13%		-151.00%

		EBT/TA composed of:

		Net Return on Investment   (IR/EA)*		8.95%		8.82%		-1.50%

		Earning Asset Ratio         (EA/TA)		63.55%		65.38%		2.88%

		- Cost of Ins. Funds (PR-L&R)/RES)*		-3.38%		-5.13%		51.81%

		Insurance Liability Ratio  (RES/TA)		63.89%		63.69%		-0.30%

		+ Burden             +((NIR-NIE)/TA		-3.27%		-2.63%		-19.36%
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		Table 5-1

		Comparison of Rates and Return and Book Rates of Return

				Aetna				Bank of America				Fifth Third Bancorp				Progressive Insurance

				ROR		BROR		ROR		BROR		ROR		BROR		ROR		BROR

		1983		6.23%		7.89%		11.28%		8.82%		63.08%		16.30%		47.58%		25.84%

		1984		8.72%		4.71%		-5.89%		7.84%		23.92%		15.60%		-4.39%		24.24%

		1985		52.00%		9.39%		-7.39%		-8.79%		70.43%		17.03%		101.60%		21.50%

		1986		10.31%		12.99%		-6.40%		-15.56%		9.31%		15.98%		51.09%		17.76%

		1987		-14.89%		14.26%		-52.99%		-38.63%		17.10%		14.94%		-0.87%		23.12%

		1988		10.52%		10.24%		156.36%		16.00%		34.55%		16.55%		-23.28%		25.91%

		1989		25.42%		9.22%		55.18%		16.72%		25.64%		15.49%		69.30%		17.92%

		1990		-26.09%		8.68%		2.80%		15.11%		-8.05%		15.38%		34.36%		22.86%

		1991		19.90%		6.84%		39.91%		16.68%		109.61%		15.71%		6.38%		8.91%

		1992		11.95%		0.77%		33.24%		11.93%		21.10%		16.32%		62.86%		26.21%

		MEAN		10.41%		8.50%		22.61%		3.01%		36.67%		15.93%		34.46%		21.43%

		Std Dev		20.10%		3.67%		53.06%		17.45%		32.89%		0.59%		37.22%		5.08%
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		Table 5-8

		Analysis of Fifth Third Bancorporation

				1991		1992

		Basic Financial Data

		INCOME STATEMENT						% CHANGE

		Interest Revenue (IR)		713,501		694,460		-2.67%

		Interest Expense (IE)		381,280		300,266		-21.25%

		Provision for Loan Losses (PLL)		55,744		65,315		17.17%

		Non-Interest Revenue (NIR)		171,911		200,053		16.37%

		Non-Interest Expense (NIE)		249,792		289,276		15.81%

		Earnings Before Tax		198,596		239,656		20.68%

		Earnings Available for Common (EAC)		138,150		164,092		18.78%

		Number of Common Shares Outstanding		59,200		59,632

		Earnings per Share		$2.33		$2.75

		BALANCE SHEET (PARTIAL)

		Cash and Reserves (R)		501,188		565,948		12.92%

		Fixed and Other Assets (FA)		352,677		353,466		0.22%

		Total Assets (TA)		8,826,130		10,213,320		15.72%

		Book Value of Equity (BVE)		879,450		1,005,165		14.29%

		RATIO ANALYSIS

		Book Rate of Return (BROR)		15.71%		16.32%		3.92%

		Composed of:

		Pullthrough (U) x		69.56%		68.47%		-1.57%

		Leverage (LEV) x		10.04		10.16		1.24%

		Return on Total Assets (ROTAA)		2.25%		2.35%		4.28%

		EBT/TA composed of:

		Net Interest Margin      ((IR-IE)/EA		4.17%		4.24%		1.78%

		- Loan Losses        - (PLL/EA)) x		0.70%		0.70%		0.51%

		Earning Asset Ratio         (EA/TA)		90.33%		91.00%		0.74%

		+ Burden            +((NIR-NIE)/TA		-0.88%		-0.87%		-1.00%

		(IR-IE)/EA composed of:

		Return on Earning Assets    IR/EA -		8.95%		7.47%		-16.51%

		Cost of Liabilities        (IE/L) x		4.80%		3.26%		-32.04%

		Liabilities to Earn'g Assets (L/EA)		0.9968		0.9908		-0.60%
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		Table 5-1

		Comparison of Rates and Return and Book Rates of Return

				Aetna				Bank of America				Fifth Third Bancorp				Progressive Insurance

				ROR		BROR		ROR		BROR		ROR		BROR		ROR		BROR

		1983		6.23%		7.89%		11.28%		8.82%		63.08%		16.30%		47.58%		25.84%

		1984		8.72%		4.71%		-5.89%		7.84%		23.92%		15.60%		-4.39%		24.24%

		1985		52.00%		9.39%		-7.39%		-8.79%		70.43%		17.03%		101.60%		21.50%

		1986		10.31%		12.99%		-6.40%		-15.56%		9.31%		15.98%		51.09%		17.76%

		1987		-14.89%		14.26%		-52.99%		-38.63%		17.10%		14.94%		-0.87%		23.12%

		1988		10.52%		10.24%		156.36%		16.00%		34.55%		16.55%		-23.28%		25.91%

		1989		25.42%		9.22%		55.18%		16.72%		25.64%		15.49%		69.30%		17.92%

		1990		-26.09%		8.68%		2.80%		15.11%		-8.05%		15.38%		34.36%		22.86%

		1991		19.90%		6.84%		39.91%		16.68%		109.61%		15.71%		6.38%		8.91%

		1992		11.95%		0.77%		33.24%		11.93%		21.10%		16.32%		62.86%		26.21%

		MEAN		10.41%		8.50%		22.61%		3.01%		36.67%		15.93%		34.46%		21.43%

		Std Dev		20.10%		3.67%		53.06%		17.45%		32.89%		0.59%		37.22%		5.08%
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