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1. Introduction 
An intensified competition is taking place in the international financial markets influenced by technological 

changes and to a great extent the increased integration of financial markets. Throughout the 1990
th
 one has 

seen a large process of financial consolidation in the European Union due to the implementation of the single 

market for financial services in the beginning of the decade and more recently the introduction of the Euro. 

With continuously high economic growth in Central Eastern Europe (CEE) and the expansion of the 

European Union towards east, a similar process of consolidation is now taking place in this region. Banks 

play an important role in such a process, where especially foreign banks have been active on the CEE market 

helping in the transition of the economies and improving efficiency in the financial sectors. This makes the 

theme of this paper highly relevant. 

 

Several studies show that mergers and acquisitions (M&A) do not turn out successfully for the acquiring 

company, thereby not resulting in value creation. There are several reasons why value is not created, but 

many times it is because the acquiring company paid too much
1
. Thus, a main part of this thesis will be 

focusing on the complex issue of valuing banks, which is a central aspect in any M&A between banks.  

In order to make a practical approach and provide a better understanding of the issue, I have chosen 

Raiffeisen International AG (RI) as case company. Through an ex-post analysis I will make a valuation of 

two carefully chosen acquisitions made by RI, which have performed differently. This ex-post analysis 

implies that I will be looking at the performance of the acquisitions made by RI in Slovenia and Romania in 

the years following the acquisitions, and try to identify if the acquisition prices paid in the respective years 

can be justified in retrospect. Furthermore, I aim at addressing the causes of success, or lack of such, in these 

two cases. This leads to the problem statement of this thesis. 

1.1 Problem Statement 
The general problem statement of this thesis is: 

 

 

 

To answer the main question, the following sub-questions will be addressed: 

 Why do companies/banks engage in M&A activity? 

 Which valuation framework is the optimal when valuing banks? 

 Which special issues should be considered in the valuation process of banks? 

 Which special issues should be considered when valuing companies in emerging markets? 

 Which factors are likely to have affected the success, or lack of such, of the acquisitions? 

                                                      
1 Eccles et al., Are You Paying Too Much for That Acquisition?, Harvard Business Review vol.77, Jul/Aug 1999,pp.136-46 

Can the purchase price of Raiffeisen International AG’s acquisitions in 

Slovenia and Romania be justified in retrospect? 
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1.1.2 Time of Completion 
It has been deemed necessary to include a short paragraph concerning the time of data collection and how 

this intervenes with the time of the thesis’s completion.  This is so due to the current financial crisis, which 

seriously took off this summer (2008). At that time data for this thesis had already been gathered, and has not 

been altered, following the development in the financial markets. More accurate data reflecting the current 

status of the world economy could have been collected, but it was chosen to proceed with the data at hand in 

order to be able to hand in on time. It is recognized by the author that the recent developments could have 

lead to changes in the content of this thesis. Thus, it is important for the reader to remember that the thesis 

reflects upon the state of the economy before the financial crisis accelerated and therefore should be read in 

this perspective. 

1.2 Methodology 
The primary purpose for this section is to outline the methodology used in answering the problem statement. 

Thus, in order to systematically provide an answer to the propositions, it is necessary to clarify how the 

theories and empirical data were perceived and interpreted as they lay the foundation for the conclusions.  

The methodology has been divided into six sections. First, the purpose of the thesis is defined and second, an 

overview of the research process is demonstrated (i.e. how did I come across the topic). Next, it is defined 

how the theory is applied in the thesis. This naturally leads the methodology into a critical review of selected 

theory. In section five the collection of empirical data, which consists of secondary source, is described and 

criticized. This is followed by a discussion on the verification of the findings. 

1.2.1 Thesis Purpose 

During the study program of M.Sc. in Finance & Strategic Management (FSM), a vast amount of literature 

on various financial and strategic tools was presented, including valuation and M&A; however, none of this 

literature was considering the complicated issue of valuing banks and valuation in emerging markets. 

Additionally, the critical issue of creating value in M&As was only touched briefly upon. With this 

perspective and mindset, the decision to turn these issues into the problem statement of the thesis was made. 

The aim of the thesis is therefore to discover and better understand the underlying theory in a wider context, 

thereby providing greater understanding from both an academic as well as a practical point of view.  

1.2.2 The Research Process  

Preparations were initiated in fall 2007 after I completed a summer traineeship by Raiffeisen Landesbank 

Niederösterreich-Wien, where my interest for the bank expansion in CEE started. During the traineeship I 

found out that Austrian banks have had a pioneering role in this expansion. Thus, I chose to look more 

closely at Raiffeisen International AG, which has been operating successfully in CEE since 1986
2
.  

                                                      
2 www.ri.co.at 
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In order to narrow down the research area and specify my problem statement, I had an initial meeting with 

my supervisor in fall 2007. Discussions on topic limitations, scientific research and other literature were 

conducted during this session. This was continued throughout the process via email and other meetings.  

The starting point for the research was taken in the literature of cross-border M&A’s between banks and 

general theory on valuation, which helped to define potential complications in cross-border M&A’s and 

explain major differences and implications between the most common valuation approaches. Additionally, 

literature on special circumstances in the banking industry, on how banks operate and how their performance 

can be analyzed was studied. Hereafter, the search was extensively targeted at literature focusing on the 

complex issue of valuing banks, which resulted in an important finding for the thesis, which is the 

application of the equity discounted cash flow (DCF) model in the valuation of banks. 

Having the theoretical part in place, the empirical part of the thesis was initiated. By reading and analyzing 

annual reports from the acquisitions made by the bank, two of these were identified, which will be valued in 

the thesis. Material and data on each country where the given acquisitions operate was collected in order to 

make an analysis of the economic environment and the banking sector in each country. This was done in 

order to make a proper valuation. The acquisitions were valued with the aim to derive the net present value at 

the time these were made.   

1.2.3 Application of Theory 

The thesis will have a normative approach, which means it will not be presenting new financial or strategic 

theory, but adapt known and respected theory to the situation of Raiffeisen International AG. 

The subject will be approached from both a theoretical and empirical viewpoint. The first part after the 

methodology and demarcation will be a theoretical part establishing focus on the theory to be applied in the 

analysis of the empirical case study. 

The first chapter will be discussing general theory and articles written about M&A’s. More specifically the 

motives for engaging in M&A activity, important issues to be aware of in M&A’s, and who benefits from 

M&A’s will be discussed. The following three chapters are assigned the complexity of valuation. Here two 

different DCF models are touched upon, being the enterprise DCF model and the Equity DCF model. The 

former has been chosen as this is probably the most well-known DCF model and is therefore used to discuss 

the fundamentals of valuation. The later model has been identified because this is the common approach to 

use in the valuation of banks. Additionally, special issues to be aware of when valuing banks and how to 

make a proper analysis of a bank’s historical performance are identified. Lastly in the theoretical part, special 

circumstances to be considered in the valuation of companies in emerging markets are considered. 

Simultaneously a clear overview of the theory to be used in the case study should be formed. This theory is 

then applied in the empirical case study, which is the last chapter before the conclusion, in order to make the 

valuation of the two identified acquisitions. In this context it is important to note that the theory will not be 

repeated in the empirical study, as it is assumed that the reader remembers the approaches outlined in the 

theoretical part. 
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Due to the limited scope of this paper, the focus will be on the two acquisitions that have had the best and 

worst performance from the year of the acquisition and the two following years. These two banks have been 

chosen carefully by analyzing and comparing key financial data from all acquisitions, which Raiffeisen 

International AG has made in CEE. This analysis is done by using theory on financial ratios used to evaluate 

bank performance such as return on equity, return on assets, cost/income ratio, provision for loan losses, etc. 

Performing the valuation by applying the theory on the valuation of banks (e.g. equity DCF model, CAPM, 

forecasting cash flows for banks) discussed in the first part of the thesis, I will be analyzing whether the 

acquisition price for these banks can be justified in retrospect, followed by an analysis of factors that 

potentially could have lead to the different performance by the two acquisitions.  

Finishing these parts the question at hand will have been analyzed from a financial and a strategic point of 

view, which will lead to addressing the main question of the paper in the conclusion. 

1.2.4 Critical Review of Theory 

Saunders (2003) argues that reviewing theory/literature is essential. Before reviewing the literature, it should 

be emphasized that the theory has been applied with the presumption that the reader has a general knowledge 

of common valuation approaches, which are explained in the course literature of M.Sc. FSM.  

1.2.4.1 Critique of literature on M&A 

Literature on M&A’s is broadly touched upon among academics, and a big amount of books and articles on 

this issue is available. In the literature collected and applied on this issue, the intention was to draw a general 

picture of the most relevant aspects in M&A transactions, and how these applies to banks. Due to the wide 

scope of literature on this issue, it was not possible to touch upon all aspects of M&A’s, but a focus has been 

made on those deemed to be most applicable for this thesis. Among others, literature on cultural clashes in 

M&A deals has been neglected as this is a vague and highly immeasurable issue. To a certain extent the 

M&A literature used could be biased, but this has tried to be avoided by addressing the point of views of 

various authors on the subject.    

1.2.4.2 Critique of literature on Valuation of Banks 

The valuation of banks is not as broadly touched upon in common valuation literature as valuation theory on 

nonfinancial companies. Thus, a smaller range of literature also implies a narrower amount of alternatives to 

perform the valuation. Because the literature used on bank valuation all point to the same valuation 

framework, namely the equity DCF model, it should be a fair assumption to make that this is the most 

appropriate approach. However, it is essential to acknowledge that valuation is only one tool used in arriving 

at a price in an acquisition process, and other factors could affect the price as well, such as assumptions 

applied, external market factors, negotiation skills, and feelings involved in the process. Furthermore, it has 

been necessary to make simplifying assumptions when applying the valuation theory, because banks are 

especially opaque businesses, which means that the findings hold a degree of uncertainty. 
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1.2.4.3 Critique of literature on Valuation in Emerging Markets 

No agreement among academics, investment bankers, and industry practitioners exists on how to incorporate 

the challenges present in emerging markets into valuation methods
3
. Thus, the chapter on this issue is 

intended to show potential ways of accounting for the extra risks and challenges in these markets. This is 

also done in order to demonstrate that the complexity of this issue has been considered. However, as no 

agreement exists on this issue, one should be aware that the applicability of these models depend naturally on 

the context in which they are applied. 

1.2.5 Collection of Empirical Data 

The empirical data of this thesis consists of secondary data. The secondary data has primarily been used to 

gain a broad knowledge about the research area and constitutes written material from various sources. 

Among others, research articles through various databases including Business Source Complete, 

ScienceDirect and BusinessWeek.com have been collected. Also several books have been borrowed through 

the CBS Library and the library at Vienna University of Economics and Business Administration. In 

addition, annual reports from Raiffeisen International AG and its subsidiaries have been used. Furthermore, 

various websites have been exploited such as The Economist and the International Monetary Fund (IMF). 

1.2.5.2 Critique of Empirical Data 

With regard to the empirical data used it is important to note that especially data and research from 

Raiffeisen could be biased from the banking institute’s side. Nonetheless, it has been tried to limit the 

amount of data used from Raiffeisen to include mostly actual figures from annual reports, which have been 

subject to auditing. It could be criticized to use sources such as IMF as they often express concerns that 

developing countries do not function and operate the same way as well-developed countries, which could 

bias the information used from such an organization towards a more pro western approach. However, the 

subjectivity of the data has been recognized and it has been treated with vigilance. 

1.2.6 Methodological Reflections 

According to Saunders et al. (2003) the discussion of the reliability, validity and generalisability are key 

concepts in designing one’s thesis. This is therefore an important part of the methodology and here it will be 

tried to reason for making the thesis valid, reliable and generalisable.  

1.2.6.1 Validity 

In regards to validity, the question of whether a conclusion is valid or not depends on the researcher’s ability 

to measure what is actually supposed to be measured. In this thesis, the complexity of valuing banks from the 

outside-in can question the validity of the results found. However, as the approach applied in the thesis is 

generally recognized among practitioners, the result should be the best possible estimate of the acquisitions 

                                                      
3 Copeland et al., Valuation: Measuring and Managing the Value of Companies, 3rd Edition, John Wiley & Sons, 2000 ch.19 
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value at the date of acquisition. Due to these circumstances, it is acknowledge that there is a possibility of 

inaccuracy in the valuations undertaken.  

1.2.6.2 Reliability 

The degree of reliability in this thesis also needs to be considered. Reliability is an issue of guaranteeing that 

the research can be done by others and on other occasions with the same results as have been found. The 

term is thus determined by a repetition of the same investigation over and over again and in this way one can 

see if the results are the same.  

Under these assumptions, it is likely that other individuals could make the same research and get to the same 

result(s). This is so because academics, investment bankers and industry professionals often engage in the 

valuation of companies, which also include banks and other financial institutions. However, it is likely that 

these individuals could come to other results, if they posses inside information, which it was not possible to 

get access to in this case. 

1.2.6.3 Generalisability  

This phenomenon is also referred to as external validity, which explains the extent to which the results of the 

thesis can be generalisable. It has not been the aim of the research to produce new theoretical arguments that 

could be used in the valuation of banks. Known theory to the topic at hand was applied. The conclusions of 

this paper may enable others to get a better understanding of the complex issues inherent in the valuation of 

banks and on potential issues affecting acquisition price. In short, the findings may be suitable within the 

area of bank M&A’s with a focus on the valuation of banks. However, due to the very limited amount of 

inside information that was possessed and the untransparency in the banking industry, this could be an area 

subject to further analysis. 

1.3 Demarcation 
Having established the goal and process of this paper it is also necessary to address its demarcations. 

These are mainly concerned with data and scope. Due to limited access to internal information from 

Raiffeisen International AG, it has been necessary to make simplifying assumptions in the valuations 

made. This is so due to the high complexity and opaqueness of banks, which makes it difficult to find 

accurate information from annual reports. Thus, it has been necessary to make the analysis from an 

outside-in perspective, indicating that only information available to external parts has been used. This 

affects the extent to which one is able to draw 100% accurate conclusions from the findings presented in 

this paper. However, with the data available it is believed that this thesis draws a truthful picture of the 

acquisitions analyzed. Initially, contact was made with the case bank, but they could not provide further 

information than what was publicly available.  

An additional demarcation is that the theory chosen does not touch upon cultural issues, which are often 

relevant in cross-border M&A’s, because these are considered to be highly immeasurable and difficult to 

account for in a valuation. 
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Furthermore, as a valuation of two acquisitions is made, it limits a more thorough and in-depth analysis 

of each of these due to the limited scope of the thesis. Nonetheless, as valuation is not the only aspect of 

this paper, it has been necessary to draw attention to other topics in the thesis. 

With regard to the valuation of Raiffeisen’s acquisition in Romania it was necessary to establish 

additional assumptions and therefore limitations. Raiffeisen has been present in Romania since 1998 

through a Greenfield investment. This establishment, Raiffeisen Bank S.A., merged with Banca Agricola 

in 2002, which was acquired by Raiffeisen International in 2001. Unfortunately, Raiffeisen Bank S.A. 

only started editing an annual report in 2003, so no data is available prior to this data
4
. Thus, it has not 

been possible to establish with how much value the Greenfield investment contributed to the total entity 

and the valuation has therefore been done for the merged bank as of January 1st 2002. 

Also, concerning the scope of the thesis, research was done up till and including April 2008. This implies 

that in some circumstances the latest data available was from year 2006. This specifically applies to the 

various annual reports used, as these were the only available as the time research was initiated and 

completed. With regards to other statistical information data from 2007 has been used were available.    

Thus, it has not been possible to touch upon all factors, aspects and theories concerning the topic but a 

limitation to those, which were found to be most applicable, was necessary. Additionally, other 

limitations may be pointed put throughout the paper. 

  

                                                      
4 www.ri.co.at  
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2. Mergers and Acquisitions 
Technological innovations and a continuous deregulation have encouraged a wave of mergers and 

acquisitions in the banking industry throughout the world, starting in the United States in the eighties and 

reaching Europe in the nineties
5
. One may argue that the changing bank regulations are the driving force 

behind much of this M&A activity. The deregulations have enabled many banks to provide a wider range of 

services and to serve more customers across a larger geographical area. A significant increase in deals was 

seen in Europe in the 1990s and again in more recent years due to the implementation of the Single Market 

and the Monetary Union
6
. 

Even though mergers and acquisitions continue with unstoppable paste profitable growth by acquisitions is 

not easy, although some management teams and buyers have been successful. Well over half the mergers and 

acquisitions in the past 75 years have failed to create their expected value. In many cases, value was 

destroyed, and the company’s performance after the deal was significantly below what it had been before
7
. 

Nevertheless, companies on a continuous basis still find motives to get involved in M&A activity. 

2.1 Motives for Mergers and Acquisitions 
Mergers and acquisitions are an important way of reallocating resources in the global economy and for 

executing corporate strategies. This is believed to bring along improvements in efficiency, which in return 

can lead to higher quality and less costly products. 

The biggest opportunities to improve efficiency seem to come in industries with too many firms and 

overcapacity. Such conditions appear to trigger a wave of mergers and acquisitions, which then force 

companies to cut capacity and employment and release capital for reinvestment elsewhere in the economy. 

The banking industry is an example of this, where changing regulations, and improving communication and 

technology have been leading the way to increasing M&A activity and a further consolidation of the 

industry. The main motive in the majority of these mergers has been to reduce costs
8
. 

 

The M&A activity between banks has to a great extent been driven by synergies and market power in the 

case of large banks, whereas cross-border M&A’s have been driven by diversification and growth goals
9
. If a 

firm’s home market is not growing, it may make more sense to expand by acquisition abroad. 

2.1.1 Diversification 

Companies typically engage in diversifying activities in order to spread risk. A diversifying merger in the 

banking sector occurs when a bank merges with a firm engaged in different activities or located in markets 

different from its own. Diversified firms would have uncorrelated projects from which to choose and thereby 

                                                      
5 Focarelli et al., Why do Banks Merge? Journal of Money, Credit, and Banking, Vol.34, No.4, Nov.2002, pp.1047-1066 
6 Cybo-Ottone et al., Mergers and Shareholder wealth in European Banking, Journal of Banking & Finance 24, 2000, pp.831-859 
7 Eccles et al., Are You Paying Too Much for That Acquisition?, Harvard Business Review vol.77, Jul/Aug 1999,pp.136-46 
8 Brealey et al., Corporate Finance, 8th Edition, McGraw-Hill International Edition, 2006, p.876 
9 Gup, B.E. et al., Commercial Banking: The Management of Risk, 3rd Edition, John Wiley and Sons, 2005, p.110 
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create value in more states of the world than focused firms with highly correlated projects. This implies that 

in a recession geographic diversification becomes more important because it spreads risks
10

.  

Amihud et al. (2002) find that, on average, cross-border bank mergers do not change the risk of acquiring 

banks in any significant way. Even with the common argument that cross-border (geographic) mergers have 

the potential to reduce bank risk of insolvency, at least two potential costs exists that may well enhance the 

risk of bank insolvency. 

One being that the safety net provided to banks by governments may be exploited by a bank to acquire other 

potentially risky banks by cross-border expansion. While cross-border bank acquisitions may reduce risk due 

to diversification, they also shift responsibility to the domestic regulatory agency for supervision of the 

foreign bank and the insurance of its deposits.  

A second reason may be the issue of monitoring. In new overseas markets, the bank is confronted with 

potentially new risk and increasing monitoring problems related to the loan customer base, the operating cost 

structure, etc. of the target bank. If monitoring costs are high, these problems may also increase the 

insolvency risk of the domestic acquiring bank
11

. 

2.1.2 Synergies 

The main source of value addition in M&A’s stem from synergies achieved through the combination of the 

firms. Various types of synergies exist, where some of the more important are identified to be
12

: 

 cost savings 

 revenue enhancements 

 and process improvements 

Additional synergies such as financial engineering and tax benefits are also often important in M&A 

transactions. However, these synergies are often highly complex and therefore very difficult to assess, which 

is also why these will not be examined further in this paper. 

The value of each synergy will naturally depend on the particular competences and circumstances of the 

acquirer. 

2.1.2.1 Cost Savings  

This is probably the most common type of synergy achieved through economies of scale. A company adds 

value in this context by capitalizing on functional economies of scale to cut costs and improve product and 

service quality
13

. Savings related to economies of scale come from consolidating operations and eliminating 

redundant costs, such as managerial positions, closing overlapping bank branches, vacating redundant 

headquarter facilities, and consolidating back office functions. Achieving economies of scale is a natural 

                                                      
10 DeLong, Stockholder gains from focusing vs diversifying bank mergers, Journal of Financial Economics 59,2, pp.221-252 
11 Amihud et al., The effects of cross-border bank mergers on bank risk and value, Journal of International Money and Finance 21, 6,         

    pp. 857-877 
12 Eccles et al., Are You Paying Too Much for That Acquisition?, Harvard Business Review vol.77, Jul/Aug 1999,pp.136-46 
13 Copeland et al., Valuation: Measuring and Managing the Value of Companies, 3rd Edition, John Wiley & Sons, 2000 ch.7 
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goal of merging companies within the same line of business, also referred to as horizontal mergers. 

However, the cost cutting potential may be greater when merging banks have geographic overlap
14

. 

Cost savings should be the easiest to estimate for a given company, nonetheless it is easier to predict these 

synergies than to realize them. In this regard IT can be a serious challenge, which is often seen in bank 

M&As. One example of this is Danske Banks acquisition of the Finish Sampo Bank, where problems were 

seen as Sampo Bank had to convert its IT platform to Danske Banks
15

.  

Another issue is that it is easier to eliminate positions than the people who fill them, because labor 

regulations and unions can make it difficult to reduce the workforce. Strategies based on economies of scale 

or cutting costs, particularly labor costs, are difficult to implement in Europe in general due to the 

inflexibility of labor laws and the importance of local stakeholders
16

. 

Additionally, acquirers often underestimate how long it will take to realize cost savings. Sometimes this 

happens because the plans specifying how integration will proceed are insufficient. In other cases, it occurs 

because the people in both companies are resistant to change, and senior managers often delay making tough 

cost-cutting decisions. The longer it takes for cost savings to be realized, the less value is created. 

Nonetheless, by utilizing the potential of these cost savings a company would become more competitive in 

any given industry.  

2.1.2.2 Revenue Enhancements 

It may be possible for an acquirer and its target to achieve a higher level of sales growth together than either 

company could on its own. Also a complementary resource could open up opportunities that neither firm 

would be able to pursue without the merger. A value adding approach could be to strengthen or leverage the 

core business of the company by gaining access to new customers or customer segments and to 

complementary or better products and services
17

.   

Revenue enhancements are very difficult to estimate because they involve external variables beyond 

management’s control. Actually, they are so hard to predict that some companies do not include them when 

calculating synergy value. Also this synergy is found to be far less important than cost savings averaging 

only about 7% of total synergy gains in bank M&A’s
18

.  

In spite of their dangers, revenue enhancements can create value. These synergies can come from a variety of 

sources, with the most likely being cross-selling of banking services. At times the target brings a superior or 

complementary product to the more extensive distribution channel of the acquirer. Or, a target company’s 

distribution channel can be used to escalate the sales of the acquiring company’s products. 

                                                      
14 Houston et al., Where do merger gains come from ?,  Journal of Financial Economics 60, 2001, pp.285-331 
15 Boersen 3/4 2008, Finske kunder flygter fra Danske Bank, Andersen, F.T. 
16 Focarelli et al., Why do Banks Merge? Journal of Money, Credit, and Banking, Vol.34, No.4, Nov.2002, pp.1047-1066 
17 Copeland et al., Valuation: Measuring and Managing the Value of Companies, 3rd Edition, John Wiley & Sons, 2000 ch.7 
18 Houston et al., Where do merger gains come from ?,  Journal of Financial Economics 60, 2001, pp.285-331 
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2.1.2.3 Process Improvements 

These occur when managers transfer best practices and core competencies from one company to another. 

Here, firms benefit from technology and/or skills transfer, which potentially results in both cost savings and 

revenue enhancements. The transfer of best practices can flow in either direction. An example of this could 

be the aim of an acquiring bank to improve the quality of the acquired bank by reducing bad loans, and in the 

longer-run loans to small firms, which are normally considered to be riskier than loans to well-established 

enterprises
19

.  

In order to benefit fully from the described synergies, it is essential to have a carefully planned post-merger 

integration that is executed as quickly as possible, because poor implementation can ruin even the best 

strategy.  

2.2 Critical Issues in M&A’s 
A merger adds value only if the two companies are worth more together than apart. In today’s market, the 

purchase price of an acquisition will nearly almost be higher than the intrinsic value of the company. The 

more synergy value a particular acquisition can generate, the higher the maximum price an acquirer is 

justified in paying. The synergies mentioned previously may be easy to understand conceptually, but 

research demonstrates how hard they are to forecast accurately. A probable reason for this is that most 

calculations of synergy value occur under demanding conditions such as time pressure, limited information, 

and confidentiality must be maintained
20

. 

2.2.1 Factors Leading to Successful M&A’s 

The essential starting point is a clear understanding of the value of the company to a given acquirer under his 

or her ownership. This consists of the target’s standalone value, as operated by current management, likely 

net synergies from the combination, after taking into consideration potential lost business from disruption of 

activities, and transactions costs, such as restructuring charges and deal fees. Also one should assess how 

long it will take to capture the synergies. Another issue that could have a financial impact on the combined 

firm is the impact of competitor reactions to the deal, which should not be ignored
21

.  

If there is seen to be substantial potential, being unique synergies that can be exploited only by a specific 

acquirer, in a deal, it is more likely that the overall value creation will be bigger. This would imply that the 

acquirer could capture a portion of this value for its shareholders, while paying a “fair” price to the sellers
22

. 

Naturally lower premiums paid to the target’s shareholders are also always beneficial for the acquirer. 

However, it can be difficult to argue specifically for what a low premium is, as this is a relative issue 

depending on the acquirer in question. Each company is of different value to a potential buyer, as not all 

have the potential of harvesting the same synergies. This stresses again the fact that it is essential that an 

                                                      
19 Focarelli et al., Why do Banks Merge? Journal of Money, Credit, and Banking, Vol.34, No.4, Nov.2002, pp.1047-1066 
20 Eccles et al., Are You Paying Too Much for That Acquisition?, Harvard Business Review vol.77, Jul/Aug 1999,pp136-46 
21 Copeland et al., Valuation: Measuring and Managing the Value of Companies, 3rd Edition, John Wiley & Sons, 2000 ch.7 
22 Ibid, ch.7 
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independent analysis of a given target's value is performed on a standalone basis, and set as the minimum 

value of the deal.  

  

Copeland (2000) found that better-run acquirers are also believed to have a better chance of completing 

successful M&A’s. This is so as the acquiring firm in many circumstances is thought to have superior 

managerial skills, which can lead to a quick and good integration of the target company, and to the 

implementation of best practices. Also it was found that the greatest chance of success was for those 

transactions where acquirers bought smaller companies in related businesses. Additionally the probability of 

success was also seen to be heavily influenced by the strength of the core business of the acquirer. 

Other studies show that mergers with significant overlapping operations have a greater potential to realize 

cost savings because of greater opportunities to close redundant or less-efficient local branches
23

. 

2.2.2 Factors Leading to Poor M&A’s 

Many M&A’s that seem to make economic sense fail because managers cannot handle the complex task of 

integrating two firms with different working processes, accounting methods, and corporate cultures. The 

value of most businesses depends on human assets being managers and other skilled workers. If these people 

are not happy in their new roles in the acquiring company, the best of them will leave
24

. 

As discussed above, several opportunities to create value are present in M&A deals, but implementing these 

is not problem-free. Conflicts over “who is in charge” can delay cost-cutting efforts, and reluctance to lay-off 

staff can eliminate large cost-cutting opportunities. The integration process can also result in losses of bank 

customers and significant restructuring costs such as severance payments and lease buyouts, which in many 

situations are underestimated. Customer run off and integration costs can be magnified when computer 

breakdowns slow down the process and cause disruption in customer services, such as lost customer 

transactions and misposting of deposits and loan payments to customer accounts. Additionally, promised 

revenue enhancements may not materialize if customers show resistance to fee increases or are not interested 

in the new services offered by an acquiring bank. Losses are generally bigger for in-market transactions 

because cost-saving branch closures are more likely to lead to customer shifts
25

.  

Houston et al. (2001) found that management often does not forecast these revenue losses coming from 

implemented cost savings. Additionally, they show that cases exist where management is including cost 

savings in their forecast that could have been achieved without the merger. Not discussing these likely losses 

could indicate an attempt to downplay negative effects from the merger. 

Additional reasons for failure are, overoptimistic appraisal of market potential, overestimation of synergies, 

poor due diligence leading to overseen problems, and overbidding. These errors may occur due to irrational 

excitement from management’s side about the strategic importance of the deal, enthusiasm built up 

negotiations, and weak post acquisition management, to name a few. Many acquisitions turn out badly, 

                                                      
23 Houston et al., Where do merger gains come from ?,  Journal of Financial Economics 60, 2001, pp.285-331 
24 Brealey et al., Corporate Finance, 8th Edition, McGraw-Hill International Edition, 2006, p.872 
25 Houston et al., Where do merger gains come from ?,  Journal of Financial Economics 60, 2001, pp.285-331 
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simply because the acquiring company paid too much for the acquisition. Here it is hard to recover because it 

happens upfront
26

. One may then question if any party benefits from an M&A transaction.    

2.3 Who Benefits from M&As? 
Often benefits in terms of cost reductions and growth opportunities are emphasized by all parties in a 

transaction. Conversely, empirical studies have failed to find convincing evidence of these advantages and 

thus question the usefulness of M&A’s
27

. 

 

Shareholders of acquired companies often receive most of the benefit in an M&A transaction. A possible 

reason for this is that competition among potential bidders forces the target’s price up to a point where little 

or no expected benefit to acquiring shareholders is left. Indeed, it is found that the market value of the 

acquiring bank declines and the market value of the acquired bank increases on the announcement of a 

merger. However, a shift has occurred over time, where abnormal returns have been higher both for bidder 

and target in the 1990s in comparison to earlier years. Nevertheless, there appears to be little or no 

improvement in post-acquisition operating performance relative to industry pears
28

.  

One is then tempted to ask, why banks buy other banks if it causes their stock price to fall, as this behavior is 

apparently contrary to the goal of shareholder maximization. Managers may be interested in maximizing 

their own welfare, which is an agency cost from shareholders standpoint. Another argument is the hubris 

hypothesis. According to this, bidders invariably pay too much for targets because they have excessive 

arrogance about their ability to produce profits from the merged organization
29

. 

Even though a negative reaction is often seen in the market upon announcement, a long-term benefit is 

present according to Gup and Kolari (2005). They argue that there is evidence of superior cash flow 

performance for banks involved in acquisitions, due to their improved ability to attract loans and deposits, 

increases in employee productivity, and greater asset growth. An additional factor explaining the improved 

profitability was lower loan losses in the long-run. It is also found that financial firm diversification across 

geographic borders and across products is not always beneficial. The existence of excess returns in domestic 

but not in cross-border deals is consistent with the market overlap hypothesis, according to which, deals 

where the activities of the involved parties have a larger geographical overlap are more likely to bring to 

improvements in productive efficiency
30

.  Hence, cross-border mergers face political, cultural, and other 

barriers that lower their potential gains to shareholders. 

 

Although no clear evidence is found on whether bank M&A’s lead to value creation, Cybo-Ottone and 

Murgia (2000) find positive effects of bank merger announcements in Europe between domestic banks and 

between banks and insurance companies, but not for cross-border M&A’s. Additionally, relatively inefficient 

                                                      
26 Eccles et al., Are You Paying Too Much for That Acquisition?, Harvard Business Review vol.77, Jul/Aug 1999, pp136-46 
27 Focarelli et al., Why do Banks Merge? Journal of Money, Credit, and Banking, Vol.34, No.4, Nov.2002, pp.1047-1066 
28 Houston et al., Where do merger gains come from ?,  Journal of Financial Economics 60, 2001, pp.285-331 
29 Gup, B.E. et al., Commercial Banking: The Management of Risk, 3rd Edition, John Wiley and Sons, 2005, p.108 
30 Cybo-Ottone et al., Mergers and Shareholder wealth in European Banking, Journal of Banking & Finance 24, 2000, pp.831-859 
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banks offer the greatest potential for cost savings and larger acquisitions also result in larger cost savings 

estimates. Other factors having a relatively beneficial effect on bank M&A’s are found in mergers that focus 

both activity and geography. Also, the poorer the target performs vis-à-vis the bank index, the greater the 

value increase upon announcement of a merger between banks. Thus the market expects the merger to 

enhance the performance of the target
31

. 

Due to the unclarity of value addition in M&As, it is also highly interesting to see if Raiffeisen International 

AG has been successful and able to create value in the M&A transactions, which are to be analyzed in the 

empirical case study of this paper.  

2.4 Summary Mergers and Acquisitions 
Synergies are the main source of value addition in M&As. These are achieved through the combination of 

the firms. While a natural goal of merging companies within the same line of business is to achieve 

economies of scale, synergies can be of various nature. Although cost savings are the most common synergy, 

revenue enhancements, process improvements, financial engineering, and tax benefits are also among the 

motives for engaging in M&A activities. 

The biggest opportunities to improve efficiency seem to come in industries with too many companies and 

overcapacity, of which the banking industry is an example. The main motive in the majority of bank M&A’s 

has been to reduce costs. Additionally, cross-border M&A’s have been driven by diversification and growth 

goals.  

Even though several opportunities to create value are present in M&A deals, implementing these is not 

problem-free. M&A’s often fail because of overoptimistic management and the inability of management to 

handle the complex task of integrating two firms with different working processes, accounting methods, and 

corporate cultures.  

Ultimately, the key to success in buying another company is to know the maximum price you can pay and 

then having the discipline not to pay more. In order to find this price a detailed analysis of the given 

company’s value is vital, which underlines the importance of valuation in any M&A deal.   

                                                      
31 DeLong, Stockholder gains from focusing vs diversifying bank mergers, Journal of Financial Economics 59,2, pp.221-252 
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3. Valuation 
The valuation of a company is in any merger and acquisition transaction a vital component. Although many 

theories have been written about proper valuation, it is important to realize that valuation is only one 

approach, and valuation is not the only driver of the terms and prices of a transaction.  

 

Generally the fair market value of a company is defined as the amount at which a transaction would take 

place between a willing seller and a willing buyer when neither is under constraint and both have reasonable 

knowledge of the relevant facts
32

. This is, however, often an unrealistic situation as buyers and sellers have 

to consider strategic value beyond a straight forward analysis of fair market value. This implies that a 

company’s value depends heavily on what is being valued, for whom, for what purpose, and how
33

. 

A wide range of valuation methods exists, thus it can be argued that it is not possible to find the true value of 

a company, as the different techniques yield different results. Still, the approaches are useful in that they 

provide points at which to start, and supply a range of reasonable values grounded in fair assumptions and 

actual facts. Widely used and respected models are those of discounted cash flow (DCF) analysis. 

3.1 Discounted Cash Flow Models 
The DCF methods provide a thorough understanding and a good starting point for an analysis of a given 

company. The implication of a DCF valuation is that when ownership changes hands, the buyer will own the 

cash flows generated by the continued operations of the target company. There are several ways to apply the 

DCF approach. Key elements of the DCF model are financial projections, the concepts of free cash flow, and 

the cost of capital used to calculate the appropriate discount rate
34

. 

A company’s value is driven by its capability to create cash flows over the long term. Additionally, a 

company’s ability to create cash flow is driven by long-term growth and the returns that the company earns 

on invested capital relative to its cost of capital
35

. 

The operating condition of a company should be approached under the assumption of value as a going 

concern, which assumes the company will normally continue operating in the future. Through the DCF 

analysis an intrinsic value for the firm is found. In intrinsic valuation, the company value is determined 

through an accurate net cash flow analysis generated by the business over time. Intrinsic means that the value 

reference comes from an analysis of the internal operations of the business
36

.  

Before turning to the most appropriate method for valuing banks, I will briefly discuss two approaches in 

order to sheet light over the fundamentals of valuation. These are: the enterprise DCF model and the equity 

DCF model.  

                                                      
32 Sherman et al., Mergers and Acquisitions from A-Z, 2nd Edition, Amacom 2006, p.133-34 
33 Pereiro, L.E., Valuation of Companies in Emerging Markets – A Practical Approach, John Wiley & Sons, 2002, p.34 
34 Sherman et al., Mergers and Acquisitions from A-Z, 2nd Edition, Amacom 2006, p.138 
35 Copeland et al., Valuation: Measuring and Managing the Value of Companies, 3rd Edition, John Wiley & Sons, 2000 ch.8 
36 Pereiro, L.E., Valuation of Companies in Emerging Markets – A Practical Approach, John Wiley & Sons, 2002, p.37-38 
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The enterprise DCF model is probably the most widely used in practice, whereas the equity DCF model is 

best suited for financial institutions
37

. The latter approach is highly relevant for this paper, as this will be 

used in the empirical study later. 

3.1.1 The Enterprise Discounted Cash Flow Model 

The model values the equity of a company as the value of a company’s operations subtracted the value of 

debt and other claims from investors that are superior to common equity. The value of operations and debt 

are equal to their respective cash flows discounted at rates that reflect the riskiness of the cash flows. The 

formula for the DCF is: 

t

t

t

r

FCF
PV

)1(
 (equation 3.1

38
) 

Where  refers to the sum of the series of the discounted cash flows. After determining the free cash flows 

for the company in question over a desired forecast period, e.g. 5-10 years, a continuous value is added to 

these future cash flows (more will be said about this later in this chapter). The continuous value also has to 

be discounted to year 0 in order to get the present value. Thus the formula for the total company value is as 

follows: 
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Where CV is the continuous value and T is the time horizon of the explicit forecast. The discount rate 

applied in the enterprise DCF model is the weighted average cost of capital (WACC), which will be 

discussed later. Applying this factor a weighted average of the cost of equity and the cost of debt is used.  

In order to arrive at the value of equity, one has to deduct the value of debt from the total value of the 

company. A main issue in this model is that a constant capital structure is assumed. If this assumption cannot 

be made, one can advantageously use the adjusted present value model to find the value of a given company. 

This model values a company’s operations as if the company was all equity financed, and then adds the 

present value of its cost or benefit related to financing side effects.  

3.1.2 Equity Discounted Cash Flow Model  

In the foregoing approach, the value of equity was determined indirectly by subtracting non-equity claims 

from enterprise value. In comparison to those two methods, the equity DCF model values equity directly by 

discounting cash flows to equity at the cost of equity, rather than at the WACC.  

In the traditional equity DCF method, cash flow to equity starts with net income. Next, noncash expenses are 

added back, and investments in working capital, fixed assets, and non-operating assets are subtracted. Lastly, 

any increases in non-equity financing such as debt are added, and decreases in non-equity financing are 

subtracted. This method possesses some challenges to implement correctly because the capital structure of 

                                                      
37 Copeland et al., Valuation: Measuring and Managing the Value of Companies, 3rd Edition, John Wiley & Sons, 2000 ch.8 
38 Brealey et al., Corporate Finance, 8th Edition, McGraw-Hill International Edition, 2006, p.56 
39 Frommann, L.K.L., Quantitative Erfolgsfaktoren bei der Vorbereitung von Bankenfusionen, Paul Haupt, 2002, p.36 
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the given company is embedded in the cash flows. This makes forecasting difficult. If for instance a 

company’s debt-to-value ratio changes over time, the equity model becomes difficult to implement and can 

lead to conceptual errors. If leverage is expected to increase, the cost of equity must be adjusted to reflect the 

additional risk imposed on equity holders
40

.   

In comparison to the other two methods, discounting equity cash flow provides less information about the 

sources of value creation in a company and is therefore not useful for identifying value-creation 

opportunities. This would imply that the equity model is less useful than the two other approaches. 

Considering typical industrial enterprises this would also be the case, nonetheless when considering the 

valuation of banks and other financial institutions the equity DCF method is the most appropriate to apply. 

The specific reasons for this will be touched upon in the next chapter.   

The two DCF methods mentioned have both in common that the company value is found through the 

forecasted free cash flows, the continuing value, and the applied discount rate, which all pose considerable 

challenges in the valuation of operations.   

3.2 Value of Operations 
The value of operations is equal to the expected future free cash flows discounted at the appropriate rate. 

Free cash flow, in the enterprise DCF model, equals after-tax operating earnings of the company, plus 

depreciation, less investments in working capital, property, plant and equipment, and other assets
41

. Thus: 

 

Free cash flow = Profit after tax + depreciation – investment in working capital – investment in fixed assets 

 

As touched upon above, any increases in non-equity financing such as debt are added, and decreases in non-

equity financing are subtracted in the Equity DCF model. The free cash flow reflects the cash flow created 

by a company’s operations, which is available to all capital providers of the company, both debt and equity. 

In order to find the present value of the free cash flow an appropriate discount rate is essential. 

3.2.1 Cost of Capital 

One of the most crucial aspects of the DCF valuation methods is the cost of capital used to calculate the 

proper discount rate. As future cash flows occur in the future and a given company is being valued today, it 

is necessary to adjust future cash flows to present values. 

For consistency with the definition of the cash flows, the discount rate to be applied should reflect the 

opportunity cost of capital to all capital providers weighted by their relative contribution to the company’s 

total capital. The appropriate discount rate in this connection is called the weighted average cost of capital 

(WACC). The definition of the WACC formula is discussed in several books and texts and can be seen 

below:    

V

E
r

V

D
TrWACC ECD )1(  (equation 3.342) 

                                                      
40 Goedhart et al., Valuation: Measuring and Managing the Value of Companies, 4th ed., John Wiley & Sons, 2005, p.128 
41 Copeland et al., Valuation: Measuring and Managing the Value of Companies, 3rd Edition, John Wiley & Sons, 2000 ch.8 
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Here D and E are the market values of the company’s debt and equity, V = D+E is the total market value of 

the firm, rD and  rE are the costs of debt and equity, while TC is the company’s tax rate. A given class of 

investors opportunity cost equals the rate of return they could expect to earn on investments of equivalent 

risk. The cost to the company is equivalent to the investor’s costs less any tax benefits received by the 

company, e.g. the tax shield provided by interest expense.  

The WACC is popular to use because of its simplicity. In a single element it captures the combined cost of 

equity and debt. This cost is reduced when the tax rate generates a tax shield, and increased with financial 

leverage. However, it also suffers from some drawbacks. Firstly, the WACC assumes that there will be no 

changes in the debt/equity (D/E) ratio over time, meaning that the company maintains its capital structure 

constant. Nevertheless, in practice management can alter the D/E ratio. 

Secondly, when the financial structure or the tax structure of a company is complex, it would be necessary to 

make adjustments to the WACC.  

Whereas the cost of debt often can be estimated from financial statements, it is more difficult to approximate 

the cost of equity.  

3.2.1.1 Cost of Equity 

The opportunity cost of equity is the most difficult to predict because it cannot be observed directly in the 

capital market. A widely used approach to estimate the cost of equity is the capital asset pricing model 

(CAPM)
43

.  

The CAPM argues that the only important risk of a firm is systematic risk, or undiversifiable risk, which 

results from exposure to general stock market movements. The model assumes that the opportunity cost of 

equity is equal to the return on risk-free securities plus the company’s systematic risk, which is the beta, 

multiplied by the market risk premium. This yields the following formula for CAPM: 

)( fmfE RRRr  (equation 3.4
44

) 

 

The cost of equity increases linearly as a function of the undiversifiable risk, beta. To carry out the CAPM 

model, one needs to estimate the three factors determining the CAPM: the risk-free rate, the market risk 

premium, and the systematic risk.  

The yield on newly issued government bonds is commonly used as a proxy for the risk-free rate. It is in 

general recommended to use a 10-year government bond rate. Historical data (over as long a period as 

possible) can be used to determine the average market risk premium over time, which serves as an estimate 

of the market risk premium that will exist in the future.  

The beta is typically measured with monthly or quarterly data over the past three years. It is reported in 

various investment services, or it can be computed applying regression analysis. For listed companies it is 

the easiest to use published beta estimates by checking several reliable sources. One should also compare 

                                                                                                                                                                                
42 Brealey et al., Corporate Finance, 8th Edition, McGraw-Hill International Edition, 2006, p.503 
43 Gup, B.E. et al., Commercial Banking: The Management of Risk, 3rd Edition, John Wiley and Sons, 2005, p.279 
44 Madura, J., Financial Markets and Institutions, 7th Edition, Thomson, 2006, p.294 
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with the industry average beta. This is typically more stable and reliable than an individual company because 

errors tend to cancel out
45

. 

The CAPM is probably the best-known model of risk and return. However, it is not perfect. Actual returns 

are related to beta over the long run, but it has been found that the relationship is not as strong as predicted 

by the CAPM. Additionally the model has been criticized for its simplifying assumptions. Despite of these 

strict assumptions and the simplicity of the model, it has done a good job of describing prices in the capital 

markets, which should justify the use of the model
46

. 

 

Having the tools in place to determine the discount rate of the free cash flows, we can now turn to another 

issue in valuation: the continuing value, also known as terminal or residual value. 

3.2.2 Continuing Value 

The indefinite life of a business also has to be considered when valuing a business. This problem can be 

solved by separating the value of the business into two periods, during and after an explicit forecast period. 

No exact formula states how long the explicit forecast horizon should be, thus valuation horizons are often 

chosen arbitrarily. Nevertheless, continuing value approaches are based on the assumption of steady state 

performance. This implies that the explicit forecast period must be so long that the company has reached a 

stable, long-term growth by the end of the period. The forecast should be long enough that one is 

comfortable projecting growth in the continuing value period close to the growth in the overall economy. 

The reason for this is that much higher growth would lead to companies becoming unrealistically large 

relative to the economy
47

.  

 

Several formulas for estimating continuing value exist. One of these, which is commonly used, is the 

constant-growth DCF formula. This formula is as follows: 

 

gWACC

FCF
PV C

C
1  (equation 3.5

48
) 

Where PVC is the present value of the continuing period, FCFC+1 is the forecast of the free cash flow for the 

year after the explicit forecast period, and g is the constant growth rate. The value found here is then 

discounted to year 0. The long-run growth rate should never exceed the average growth rate of the economy 

where the company operates
49

. Thus, the constant-growth formula is best suited for firms growing at a rate 

comparable to, or lower than the growth rate in the economy. 

The estimation of the continuing value requires careful attention because it often accounts for the majority of 

a company’s value. As a result it is essential to keep in mind that the continuing value can change in 

                                                      
45 Copeland et al., Valuation: Measuring and Managing the Value of Companies, 3rd Ed, John Wiley & Sons, 2000 ch.10 
46 Elton et al., Modern Portfolio Theory and Investment Analysis, 6th Edition, John Wiley & Sons, 2003, p.292 
47 Copeland et al., Valuation: Measuring and Managing the Value of Companies, 3rd Ed, John Wiley & Sons, 2000 ch.11 
48 Brealey et al., Corporate Finance, 8th Edition, McGraw-Hill International Edition, 2006, p.510 
49 Pereiro, L.E., Valuation of Companies in Emerging Markets – A Practical Approach, John Wiley & Sons, 2002, p.50 
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response to minor changes in assumptions. Hence the results found using this method is often checked by 

calculating the continuing value in several different ways. A common approach here uses multiples of 

earnings before interest, taxes, depreciation and amortization (EBITDA), or earnings before interest and 

taxes (EBIT). In order to apply these multiples it is necessary to find mature, public companies whose, scale, 

risk, and growth prospects in the present roughly match those projected for the company in question
50

.  

In the process it is also important to reflect upon and evaluate the free cash flow projections on which the 

valuation is based.  

3.3 Cash Flow and Value Drivers 
Understanding the underlying economic value drivers of a company is vital when doing a valuation. Since 

the value is based on DCF, the underlying drivers of the business must also be the drivers of the free cash 

flow. As previously mentioned, there are two main drivers of free cash flow and ultimately value: the rate at 

which the company is growing its revenues, profits, and capital base and the return on invested capital 

relative to the cost of capital.  

A greater return on invested capital results in more free cash flow, given the same desired growth rate in 

operating profit. Additionally, as long as the return on invested capital is greater than the WACC used to 

discount the cash flow, higher growth will generate greater value
51

. 

Even though it is not realistic to assume that companies grow at constant rates, and that they earn the same 

return on invested capital every year, it is generally applicable for all companies that the key drivers of value 

are growth and the return on invested capital relative to WACC. Thus, to increase its value, a company must 

do one of the following
52

: 

 

 Increase the level of profits it earns on its existing capital in place 

 Ensure that the return on new capital investments exceeds WACC 

 Increase its growth rate, but only as long as the return on new capital exceeds WACC 

 Reduce its cost of capital 

3.4 Summary Valuation  
Valuation is the most critical aspect in any M&A transaction. Many different valuation techniques exist, 

where the most common is deemed to be that of DCF analysis. The enterprise DCF model is often used in 

practice, whereas the equity DCF model is appropriate for financial institutions and therefore important for 

the remaining part of this paper. 

The enterprise DCF model values the equity of a company as the value of a company’s operations subtracted 

the value of debt and other claims from investors that are superior to common equity. A main issue in this 

model is that a constant capital structure is assumed. The equity DCF method values equity directly by 

                                                      
50 Vause, B., Guide to Analyzing Companies, 4th Edition, Profile Books, 2005, ch.10 
51 Copeland et al., Valuation: Measuring and Managing the Value of Companies, 3rd Edition, John Wiley & Sons, 2000 ch.8 
52 Ibid, ch.8 
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discounting cash flows to equity holders at the cost of equity. This method possesses some challenges to 

implement correctly because the capital structure of the given company is embedded in the cash flows.   

The cost of capital used to calculate a proper discount rate is a main aspect in the DCF valuation methods. 

Here the WACC is popular to use because of its simplicity. A challenge in this model is to estimate the cost 

of equity, because it cannot be observed directly in the capital market. The commonly used approach to 

estimate the cost of equity is the CAPM. Furthermore, it is essential to understand the underlying economic 

value drivers of a company when making a valuation. There are two main drivers of free cash flow and 

ultimately value: the rate at which the company is growing its revenues, profits, and capital base and the 

return on invested capital relative to the cost of capital. 

The equity DCF method is found to be the best applicable when valuating banks. In order to understand why 

this is the case, one should understand the challenges and differences inherent in the valuation of banks. 
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4. Challenges in Valuing Banks vs. Industrial Enterprises 
Valuing banks and other financial institutions are some of the most complex companies to value, especially 

from the outside-in. From an outside approach one always lack some critical information about these 

companies’ economics, such as asset-liability mismatch and credit losses for banks, so one must rely on 

rough estimates and judgment about the accuracy of management’s accounting decisions
53

. Before 

discussing the valuation of banks it is useful to have an understanding of how a bank operates. After this 

clarification it becomes easier to access whether a different valuation method should be used for banks, and 

why this is the case. The following section is not meant as a thorough discussion on the differences between 

banks and normal industrial companies, rather it should highlight the most significant of these. 

4.1 Differences between Banks and Industrial Enterprises 
Banks are private firms with a public purpose. They provide payment services, financial intermediation, and 

other financial services in expectation of earning profits from these activities
54

. 

In comparison to other service providers banks are more affected by fluctuations in the overall economy. The 

disequilibrium between the savings and investing behavior from customers must be absorbed by the financial 

intermediary, which can lead to fluctuations in the contribution to operating income from each product 

before and after provision for risk
55

. Additionally, it is important to consider that banks can create value from 

the liability side of the balance sheet and not only from the asset side as normal industrial enterprises. In 

comparison to other industries, the debt on the liability side is part of ordinary operations and do not solely 

serve the financing of earning assets
56

.   

 

Banks are with regard to their operations and results to a great extend dependent on monetary and fiscal 

policy. This implies that interest rate, stock market, and exchange rate volatility in addition to the 

development in the overall economy influence bank performance profoundly. Due to the complexity of 

predicting these factors, and the immateriality of the services provided by banks, it becomes particular 

difficult to forecast the future performance of banks, which ultimately affects the accuracy of the result when 

valuing banks. Moreover banks are subject to specific rules and regulation. 

4.1.1 Regulations in the Banking Industry  

Banks are highly leveraged because of the nature of their business. Fundamentally, much of their business 

involves risking other people’s money. This implies that banks are subject to particular rules and regulations, 

due to the role that they have in society. This is among others the case while a bank failure could have severe 

consequences for the overall economy, at least in the area where the bank in question operates. Thus, it is in 

national interest that banks do not face bankruptcy. In order to prevail this, risk-based capital requirements 

have been established. Regulators want to make sure that a bank also puts some of its owners’ money at risk 
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by financing some of its activities with equity, and that banks do not achieve high returns simply by 

operating at unsustainable high levels of leverage. 

Most countries are subject to the international risk-based capital rules declared in the Basel Agreement 

(Basel I), which were established in 1988 among 12 industrialized countries supported by the Bank of 

International Settlement. Here it is a requirement that the risk-adjusted assets in a bank are backed by a 

minimum of 8% liable equity, of which at least 4% must be core capital (Tier 1 capital). The risk weights for 

on-balance sheet assets increase as credit risk increases, meaning that the amount of equity a bank should 

have depends on the risks in its portfolio. The risk adjusted method of calculating primary capital is 

important only for banks with larger amounts of risky assets. For less risky banks Tier 1 capital ratios are 

based on a uniform 3 percent requirement on total assets
57

. More recently, the implementation of the Basel II 

accords provide banks more flexibility in using internal risk models to assess their capital needs. However, 

Basel II maintains the general principle that the required level of capital should be related to risk
58

. In this 

way equity develops into a constraint on business growth, which has to be considered in the valuation of 

banks and by management when identifying future growth strategies
 59

.  

4.2 Difficulty with Valuing Banks 
From an outsider’s point of view, banks are particularly opaque businesses because of blind pool risk in loan 

portfolios and inadequate information concerning hedging practices
60

. Thus valuing banks is difficult.  

One of the main issues influencing the valuation of banks is that banks operate on both the asset and liability 

side of the balance sheet as part of their ordinary services. Doing this the debt, e.g. deposits from customers 

or the borrowing of funds in the money market, is part of the operating business and not solely financing. In 

this way banks are using their equity to establish loans on the assets side. This also partly explains why 

banks are subject to the risk-based capital rules.  

Therefore one can argue that on the contrary to industrial enterprises traditional external creditors do not 

exist in the case of banks. The probably most widely used method for valuing companies, the enterprise DCF 

method (discussed in section 3.1.1), discounts the after-tax free cash flow at WACC to arrive at the estimated 

company value, and then subtracts the market value of debt to determine the equity value. However, this 

method is difficult to apply for banks because a main source of financing is customer deposits, not borrowing 

in the capital market. The cost of funds for deposits can be difficult to estimate. These facts make it very 

difficult to value the bank’s equity by first valuing its assets (the bank’s lending function) by discounting 

interest income less administrative expenses at the WACC, then subtracting the present value of its deposits 

(interest expenses plus consumer bank administrative costs, discounted at the cost of debt). Another problem 

with the enterprise method for banks is that the spread between interest received on loans and the cost of 
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capital is so low that minor errors in estimating the cost of capital can result in great swings in the value of a 

bank
61

.  

Due to the reasons mentioned it would not make sense to consider the cost of debt in the discounting factor 

when valuing banks
62

. This leaves the equity discounted cash flow model to be applied in the valuation of 

banks. 

4.3 The Equity Discounted Cash Flow Model to Valuing Banks 
The equity approach is the best suitable for bank valuations. This method is easier to use than the enterprise 

DCF and reflects the fact that banks can create value from the liability side of the balance sheet. 

Additionally, the enterprise DCF method is typically used for nonfinancial companies in cases where 

operating decisions and financing decisions are separate. For financial companies it is not possible to value 

operations separately from interest income and expense, since these are the most important components of 

the institutions income. Also, financing decisions, e.g. the choice of leverage, are in the center of how banks 

and other financial institutions generate earnings. Therefore the free cash flow to equity holders should be 

forecasted and discounted at the cost of equity. As with any discounted cash flow approach an explicit 

forecast period is projected and at the end of this period a continuing value is added
63

. 

Ultimately the free cash flows should be considered as possible dividends to equity holders, and should 

therefore be equal to the maximum potential divided payment. The size of the actual dividends by banks is 

mostly decided upon when considering profit after taxes. In order to make a proper bank valuation the profit 

after taxes for the forecast period must be adjusted for nonperforming loans, investments, and the allocation 

of reserves in order to fulfill the regulatory capital requirements. In this way one estimates a bank specific 

free cash flow, which is then discounted at the cost of equity
64

. 

4.3.1 The Explicit Forecast Period for Banks 

The value of a company can be split into two periods, during and after an explicit forecast period. This is 

also the case for banks. Thus one has to decide upon an appropriate forecast horizon for the free cash flows 

in order to find the value of a bank.  

Especially with banks it does not make sense to make an explicit forecast over a long time horizon. As 

mentioned earlier the free cash flow in a bank is to a greater extent than by industrial companies influenced 

by the movement in interest rates, the development in the international capital markets, and fiscal and 

monetary policy. The development in interest rates and on the financial markets is very hard to predict, as 

can be seen with the current subprime crises. This underlines the argument that caution should be taken when 

deciding upon an explicit forecast period. 
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In a case study by Frommann examining 10 bank mergers and acquisitions in the period 1997-2001 the 

explicit forecast horizon used by investment bankers was on average 5,9 years
65

. It is therefore recommended 

that this period should be between 5 and 10 years. 

Once the present value of the explicit forecast period is found, one should add the present value of the 

continuing value to this amount. As mentioned in section 3.2.3 the continuing value often accounts for the 

majority of a company’s value, which in the case of banks have been found to be up to 75%
66

. Thus, the 

estimation of this value requires careful attention. 

4.3.2 Defining Free Cash Flow for Banks 

Free cash flow is net income plus non-cash charges less investments needed to grow the balance sheet less 

allocation of reserves in order to fulfill the regulatory capital requirements. Defining the free cash flow for 

banks, one has to keep in mind that a bank creates value from both the asset side of the balance sheet as well 

as the liabilities side. Figure 4.1 below shows the definition of free cash flow to equity holders in a bank. 

Cash flow from the income statement is reasonably to identify except that depreciation and provisions for 

loan losses are not cash flows. The effect of these is to reduce taxes. Nevertheless, it is easier to treat loan 

loss provisions as if they are an actual cash flow. This is so because information about actual cash flows 

regarding nonperforming loans are not publicly available. To the cash from operations one has to add the 

sources from the balance sheet.  

 

 

 

 

 

 

 

 

 

 

 

Figure 4.1  

Source: Copeland et al., 2000, ch.21 

 

This cash flow begins with cash-in as loans are repaid. The actual cash received is gross loans due less 

provisions and unearned income resulting in net loans paid. To this number increases in deposits, external 

debt, and other liabilities, e.g. sale of new equity, are added. Ultimately the uses from the balance sheet are 
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subtracted in order to find the free cash flow to equity. On the uses side the main cash outflows represent 

new loans, increases in cash reserves, and securities held
67

.  

When cash from operations is combined with sources and uses from the balance sheet, the result is 

free cash flow to equity holders. Mathematically this is identical to dividends that could be paid to 

shareholders. As previously mentioned in this chapter, this is also the reason why free cash flows 

ultimately should be considered as possible dividends to equity holders, and therefore be equal to 

the maximum potential divided payment. However, it should be noted that actual and potential 

dividends are not the same because management purposely smoothes dividends across time
68

. 

When calculating the equity cash flow one has to keep in mind that as banks and other financial 

institutions grow, they will need to increase their equity. Otherwise, their debt/equity ratio would 

increase, which could cause regulators and customers to worry about the institutions solvency. 

Increases in equity reduce equity cash flow, because these imply the company is setting aside 

earnings that could otherwise be paid out to shareholders.  

4.3.3 Forecasting Free Cash Flows for Banks 

The forecast of free cash flows for banks depends upon the value drivers of a bank. For industrial companies 

the key drivers are growth and return on capital relative to the cost of capital. For banks and other financial 

companies the key drivers are growth and return on equity. In this regard it is especially necessary to 

consider macro economic factors, such as changes in interest rates, the development of international capital 

markets, inflation rate, gross domestic product, purchasing power, etc.. Additionally, one should consider 

micro economic factors, such as competition, customer demand and preferences, and the strategy of the 

bank, e.g. planned investments, which are also important factors
69

. 

Usually a starting point for this kind of analysis is taken in the historical performance of the bank. In the 

following part main financial ratios in addressing bank performance will be touched upon. These ratios will 

also be of high importance in the empirical case study and form a main basis in the forecasting of future cash 

flows. 

4.3.3.1 Financial Ratios 

The identified ratios reveal valuable information about bank performance. The chosen ratios focus on 

profitability, operating efficiency, and asset quality (risk), which provide a good overall picture of a bank’s 

performance. The first ratios to be discussed are profit ratios, followed by efficiency and risk ratios. 

4.3.3.1.1 Return on Equity 

ROE measures a firm's efficiency at generating profits from every dollar of net assets (assets minus 

liabilities), and shows how well a company uses investment to generate earnings growth. This ratio is a good 
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starting point in an analysis of a bank’s financial condition for various reasons. If the ROE is relatively low 

compared to other banks, it will tend to decrease the bank’s access to new capital that may be necessary to 

expand and maintain a competitive position in a given market. A low ROE may also limit a bank’s growth 

because regulations require that assets maximum are a certain number of times equity capital. Additionally, 

ROE can be broken down into components that help identify trends in a bank’s performance
70

. 

4.3.3.1.2 Return on Assets 

ROA measures the ability of management to utilize real and financial resources of the bank to generate 

returns. ROA is an indicator of how profitable a company is before leverage, and is compared with 

companies in the same industry. Since the figure for total assets of a company depends on the carrying value 

of the assets, some caution is required for companies whose carrying value may not correspond to the actual 

market value. Return on assets is a common figure used for comparing performance of financial institutions, 

such as banks, because the majority of their assets will have a carrying value that is close to their actual 

market value. Hence, together with ROE this is a common ratio used to evaluate bank management. 

4.3.3.1.3 Net Interest Margin 

The net interest margin (NIM) is net interest income in relation to the average balance sheet. This is a 

measure of the difference between interest income generated by a bank by its lending activities and the 

interest paid on borrowings. 

4.3.3.1.4 Profit Margin 

The profit margin equals net income divided by operating revenue, which is the sum of total interest income 

and noninterest income. This is an indicator of a company's pricing policies and its ability to control costs. 

This measure of profitability is not deemed to have the same importance as the previous mentioned, because 

differences in competitive strategy and product mix cause a profit margin to vary among different 

companies
71

. 

4.3.3.1.5 Unraveling Profit Ratios 

In order to get a better understanding of the different profit ratios and how these influence one another, two 

unraveling profit ratios will be touched upon, which are especially useful when valuing banks. 

The first of these expresses the relationship between ROE and ROA as follows: 

 

ROE = ROA x Equity multiplier (equation 4.1
72

) 

This formula shows the ROE as the product of ROA and is a ratio indicating the extent to which the bank is 

using financial leverage, known as the equity multiplier which equals total assets divided by total equity. 

Another useful formula for unraveling profits is the following: 
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ROE = Profit margin x Asset Utilization x Equity multiplier (equation 4.2
73

) 

Where, asset utilization equals operating revenue divided by total assets. This formula breaks down ROA 

into the product of profit margin and asset utilization. The first provides information about management’s 

ability to control expenses, including taxes, given a certain level of operating income. The asset utilization 

ratio represents the capability of management to employ assets effectively to generate revenues. The two 

ratios enable one to gain insight into the derivation of ROA. 

4.3.3.1.6 Cost/Income Ratio 

This is the main ratio used in evaluating banks operating efficiency. It is an indicator of a bank’s cost 

efficiency based on the ratio of expenses to earnings. The lower the cost ratio the better it is for a given bank. 

4.3.3.1.7 Provision for Loan Loss Ratio 

This ratio assesses a bank’s asset quality related to the riskiness of the bank. Nonetheless, asset quality can 

be assessed only indirectly using financial ratios, as outsiders do not have information on the quality of a 

particular bank’s present loan portfolio. On-site inspections of a bank’s outstanding loans are definitely the 

best way to evaluate asset quality. In the absence of this possibility the provision for loan loss ratio (PLL 

ratio) can provide at least a historical account of the creditworthiness of a given bank’s loan portfolio. Each 

bank provides an estimate for future loan losses as an expense on the income statement, which can then be 

related to a bank's total loans
74

.  

4.3.3.1.8 Loan Ratio 

The loan ratio is also an indicator of a bank’s risk. This ratio indicates the extent to which assets are devoted 

to loans opposed to other assets, including cash, securities, and plant and equipment. This estimates a banks’ 

exposure to loan (or credit) risk.  

 

Additionally, changes in total assets and equity have been examined in order to assess the growth of each 

bank. However, it should be noted that forecasting future equity cash flows is more complex than typical 

calculations based on historical performance. The reason is that as a bank grows, it will need to increase its 

equity. But how much equity is needed can be difficult question. This is so because an increase in equity is a 

constraint on business growth and affects potential dividends.  

4.3.3.2 Forecasting Income Statement Items 

Turning our focus to the profit and loss accounts, the most important items to forecast are net interest 

income, fee and commission income, trading profit, staff and administration expenses, provisions for credit 

losses, profit before taxes, taxation rate, and profit after taxes
75

. The most important of these are net interest 
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income and fee income. Net interest income contains two separate components. One is a true customer 

spread, meaning lending out funds at a higher rate of interest than the bank pays, which is value creating. 

The other component is maturity mismatch income, which arises when a bank’s assets have a different 

duration than its liabilities, and the bank earns a spread from being on different parts of the yield curve. 

Nevertheless, mismatch profits are difficult to sustain and are usually not value-creating when the risk of 

taking positions on the yield curve is taken into consideration
76

.  

When forecasting the different items it is particularly important to consider interest rate risk, credit risk, and 

trading risk. Whereas one can try to estimate the credit risk based on historical performance, it is more 

difficult to forecast interest risk and trading risk due to the uncertainty in the capital markets. 

4.3.3.3 Forecasting Balance Sheet Items 

The most important balance sheet items to be forecasted are interest bearing assets and liabilities, total assets 

and liabilities, total equity, and the estimated core capital ratio to be used to calculate core capital needed to 

fulfill regulatory requirements.  

Typically, fixed assets and working capital are only a small part of the balance sheet total and therefore not 

as important as the other items. 

 

It should be noted that using historical data may be a useful starting point, but they are not of particular 

significance for future results. It is hard to predict how the overall economy will develop in the future and to 

estimate future competition, and how these competitors will behave. Therefore scenario analysis is often 

used when forecasting free cash flows.  

 

In building a cash flow model of a bank from the outside in, it is necessary to make several simplifications, 

as it is difficult to clearly understand the contribution of mismatch profits to overall net interest income, the 

quality of the loan portfolio, or whether the bank in question has excess equity. However, given these flaws, 

the use of an equity cash flow model is still useful in understanding a bank’s economics and prospects
77

. 

Having established an explicit forecast horizon the next step is to establish the continuous value. 

4.3.4 Determining the Continuous Value for Banks 

A significant amount of a bank’s value is embedded in the continuous value. The impact of the continuous 

value is greater the shorter the explicit forecast horizon and the higher the implied growth rate is. As the case 

is with other companies the continuous value for banks can either be estimated using exit multiples or the 

constant discount growth formula, as discussed in section 3.2.3. Nonetheless, one has to bear in mind that 

EBITDA or EBIT cannot be estimated for banks, due to the special structure of banks and the huge impact 

that interests have on a banks operating performance.   

 

                                                      
76 Goedhart et al., Valuation: Measuring and Managing the Value of Companies, 4th ed., John Wiley & Sons, 2005, p.688 
77 Ibid,  p.690 



32 

 

Estimating the growth rate, one should keep in mind that competitive advantages in the banking industry (or 

other service industries) can easily be copied by competitors, due to the lack of patent rights in this industry. 

On the other hand it is possible to maintain a competitive advantage through complicated products, which 

are backed by complex IT systems or a strategic alliance partner. Nevertheless, it remains challenging to 

estimate an appropriate future growth rate for the period following the explicit forecast period. The 

continuous value is sensibly affected by changes in the growth rate, which underlines the importance of 

making a proper estimation of this rate. 

The integration of a growth rate implies that the bank is able to achieve a long-run rate of return higher than 

the cost of equity. Nevertheless, integrating a growth rate can be justified in the sense that the figures used in 

the constant discount growth formula are nominal amounts. Thus, these figures should be adjusted for 

inflation and transformed into real amounts. Under this assumption the long-run growth rate should be 

equivalent to the long-term forecasted inflation rate. If a higher growth rate is expected, it must explicitly be 

accounted for, e.g. through sustainable competitive advantages. Essentially, the applied rate should 

correspond to the growth expected in the examined market. Due to the high impact on the company value, 

the growth rate is in practice normally set to be no more than one percentage higher than the expected 

inflation rate
78

. 

The application of the equity DCF model and the factors identified affecting bank performance will be of 

main focus in the empirical case study of this paper. So far it has been assumed that the financial frameworks 

discussed have been applied in well-functioning financial markets, or developed economies. However, as 

both of the acquisitions identified in the empirical study operate in emerging markets, it is also relevant to 

examine factors that potentially affect performance in such markets.  

4.4 Summary Valuing Banks vs. Industrial Enterprises  
Banks and other financial institutions are some of the most complex companies to value. In comparison to 

other service providers banks are more affected by fluctuations in the overall economy. In the case of banks 

it is important to consider that they can create value from the liability side of the balance sheet and not only 

from the asset side as normal industrial enterprises. The debt on the liability side is part of ordinary 

operations and do not solely serve the financing of earning assets, which is a main reason why banks are 

highly leveraged. This implies that banks are subject to particular rules and regulations, due to the role that 

they have in society. Most countries are subject to the international risk-based capital rules declared in the 

Basel Agreement. More recently, the implementation of the Basel II accords provide banks more flexibility 

in using internal risk models to assess their capital needs. 

From the two valuation methods touched upon, only the equity DCF is applicable to banks, which reflects 

the fact that banks can also create value from the liability side of the balance sheet. When cash from 

operations is combined with sources and uses from the balance sheet, the result is free cash flow to equity 

holders.  
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5. Valuation in Emerging Markets 
In developing markets, valuing companies is a challenging task, because the risk and obstacles that 

companies face are greater than in industrial markets. In highly efficient financial markets, the use of well-

established frameworks such as the CAPM poses serious challenges. These difficulties only amplify in 

emerging markets. To touch upon some of the challenges in such markets, one can mention the difficulty of 

getting reliable financial data for the economy, determine the risk-free rate, how to introduce country related 

risk into the valuation, and to estimate the market risk premium
79

. 

The economic level of a country where a given company operates may significantly affect its value. The 

value of a business is an inverse function of the risk involved in its operations. Such risk is highly dependent 

on the overall risk in the economic environment in which it is present.  

Emerging markets reflect several market imperfections that create risk and challenges, such as: 

macroeconomic uncertainty, illiquid capital markets, controls on the flow of capital in and out of the country, 

and political risk. Because emerging markets are less mature, hence have less efficient financial markets than 

developed markets, the functionality of traditional valuation techniques is limited. Therefore, it may be 

necessary to make adjustments to these methods before applying these in emerging markets. It could be 

argued that both cash flows and the cost of capital should be accurately adjusted to account for the special 

features in transitioning markets. Nevertheless, no agreement exists on how to account for these challenges 

among academics, investment bankers, and industry practitioners
80

. 

5.1 Applying CAPM in Emerging Markets 
As discussed in the previous chapter, DCF-methods rely to a great extent on the CAPM model to calculate 

the cost of capital. Since it is not clear whether the assumption of market efficiency hold in emerging 

markets, the direct application of the classical CAPM in this context is controversial. 

5.1.1 Challenges of Applying CAPM in Emerging Markets  

An underlying assumption of the traditional CAPM is that only systematic risk is of importance. But when 

the company under valuation is small, a non-quoted company, or a control shareholding is acquired, 

unsystematic risk should be introduced to adjust the value of the firm. Additionally, one may argue that the 

CAPM fits best the valuation of financial assets in developed efficient markets. Dealing with financial assets 

means it is possible to diversify away unsystematic risk by investing in a large portfolio. These conditions do 

not usually exist in the trading of real, closely held assets in emerging markets. When only a few acquisitions 

are made in a market where only a few interested buyers and sellers are operating, diversification is 

imperfect. This in turn leads to unsystematic risk. Also the existence of efficiency is highly debatable in 

emerging markets for the following reasons
81

:  
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 Emerging stock markets tend to be relatively small. Due to only a relatively small number of quoted 

companies, stock markets tend to be smaller in capitalization, volume, and liquidity is lower. 

 Emerging markets are highly concentrated. In these economies floats tend to be small and activity 

concentrates around a few stocks. In such markets price manipulation by investors is possible. 

 Market and cost of capital information is limited, unreliable, and volatile. Disclosure requirements 

are less rigorous. Many factors affect the data reliability, such as: inflation, exchange risk, unstable 

governments, changing laws, restrictions to capital in- and/or outflow and corruption. 

 Data series are very short. In many emerging markets, price and performance data from periods 

before the opening of the economy is useless. 

 Few comparable companies are available. As many valuation methods of closely held firms use 

quoting companies as references, the prevalence of small and concentrated exchanges means that 

only few comparables are available. 

 

Even with these features of emerging markets, the CAPM remains to be used as a standard benchmark. Some 

of the flaws of the model can to some extent be improved through specific adjustments. 

5.1.2 Adjusted CAPM 

A lack of free flow of capital and information in transition economies may lead one to apply a local CAPM 

variant to the market in question. When financial markets are integrated, country risk becomes irrelevant, 

because it can be diversified away through a geographically varied portfolio. If investors are, however, 

limited from entering or exiting specific nations, they may see themselves as isolated, and are thereby 

affected by country risk.  

When this form of isolation, or segmentation, is present, one may use a local CAPM in order to find the cost 

of equity, as shown below. 

 

)(* fLMLLLfLE RRRC  where, CfGfL RRR  (equation 5.1
82

) 

 

Here RfL is the local risk-free rate, BLL is the local company beta calculated against a local market index, and 

RML is the return of the local market. In turn, RfL is the composite of the global risk-free rate, RfG, and the 

country risk premium, RC.  

The appropriate risk-free rate to be used is that at which an investor can tie his/her money at the point in time 

in a given market. Since the US is by many considered being the most efficient market in the world, it is 

commonly used as the global market proxy
83

. A key assumption here is that most investors have access to an 

international risk-free rate. The country risk premium is often computed as the spread of sovereign bonds 

over similar global bonds. 
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The market risk premium in emerging markets is often very difficult to calculate, because the quality and 

length of available data on equity and bond market returns are usually not suitable for making long-term 

estimates. Furthermore, the data is not particularly useful as predictors of investors’ future expectations 

about equity return, due to many regulatory changes in these markets. When this is the case a global market 

risk premium can advantageously be applied
84

.  

Another option would be to include country risk directly in the cash flows and not into the discount rate. One 

can argue that a general adjustment to a constant discount rate would not be able to account for time-varying 

country risk. Nevertheless, it is very difficult to predict the precise effects of country risk on a company’s 

cash flow, which may justify the use of an adjusted discount rate.  

 

A problem with the local CAPM is that it tends to overestimate risk. It has been argued that the inclusion of a 

country risk premium into the CAPM double counts risk, since part of this risk may already be present in the 

market risk premium
85

. Still, the adjusted model is a reasonable suggestion on how to apply the CAPM 

approach in emerging markets.  

5.1.3 Cons of Incorporating Country Risk into the Cost of Capital 

According to Copeland (2000), many economists believe that the global economy will become more and 

more integrated, and that most emerging markets will develop to be open and efficient. This assumption 

would allow for the traditional CAPM to estimate the cost of equity in transition economies. It should be 

recognized that the degree of integration of emerging markets with developed markets varies considerably 

and the traditional CAPM is not so applicable for the less-integrated emerging markets. Since companies are 

valued under the going-concern assumptions, and cash flows thereby are valued to infinity, it would be a fair 

assumption to make that it will only be a question of time before most emerging markets are integrated, 

which would imply a country risk of zero. Additionally, the country risk premium varies significantly over 

time. The question becomes which country risk to use, the current market estimate or a long-run estimate? In 

this regard, it can be recommended to start with the current estimate, and bringing it down to zero at least by 

the end of the explicit forecast period
86

. 

    

Instead of including the additional risk in emerging markets in the discount rate, it could be included in the 

cash flows. Doing this the effect of major macro economic variables on cash flows should be assessed. 

Important factors to be forecasted are GDP growth, inflation, exchange rates, and interest rates. Some 

arguments may justify using this latter approach.  

First, most country risks such as expropriation, devaluation, and war are to a great extent diversifiable. The 

cost of capital should reflect only nondiversifiable risk. Additionally, country risks do not apply equally to 

                                                      
84 Copeland et al., Valuation: Measuring and Managing the Value of Companies, 3rd Ed, John Wiley & Sons, 2000, ch.19 
85 Godfrey, S. et al., A Practical Approach to Calculating Costs of Equity for Investments in Emerging Markets, Journal of Applied  

    Corporate Finance, 1996, pp.80-89 
86 Copeland et al., Valuation: Measuring and Managing the Value of Companies, 3rd Ed, John Wiley & Sons, 2000, ch.19 



36 

 

all companies in a given economy. Using the same risk premium to all companies in a country would 

overstate the risk for some and understate it for others. This would not be the case if the effect of each risk 

element would be addressed directly in the cash flows. Thirdly, most endeavors to build risk into the 

discount rate are ad hoc or based not on equity risk but the credit risk of the country
87

. This is also the case in 

the adjusted CAPM approach discussed in the previous section. Finally, it can be argued from a practical 

point of view that discussing these explicit risks and their effect on cash flow provides more insight into the 

company in question. 

The applicability of these models depends naturally on the usefulness and availability of the historical data 

series from the emerging market and to the context in which they are applied. 

5.2 Summary Valuation in Emerging Markets  
Market imperfections in emerging markets often create risk and challenges. It is not clear whether the 

assumption of market efficiency hold in emerging markets, thus the direct application of the classical CAPM 

in this context is controversial. Nevertheless, no agreement exists on how to account for these challenges 

among academics, investment bankers, and industry practitioners. 

In order to account for the country risk caused by these imperfections, one may apply a local CAPM variant 

to the market in question. Instead of including the additional risk in emerging markets in the discount rate, it 

could be directly incorporated into the cash flows. Doing this the effect of major macro economic variables 

on cash flows should be assessed. Many economists believe that the global economy will become more and 

more integrated, and that most emerging markets will develop to be open and efficient. This assumption 

would allow for the traditional CAPM to estimate the cost of equity in transition economies. Hence, before 

applying an adjusted CAPM model it is necessary to address the state of the economy where a given 

company operates and the applicability of the models. 

                                                      
87 Copeland et al., Valuation: Measuring and Managing the Value of Companies, 3rd Ed, John Wiley & Sons, 2000, ch.19 
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6. Empirical study – case Raiffeisen International AG 
In this part of the paper the theory and findings discussed so far will be applied in praxis. The company 

chosen has successfully been expanding throughout CEE during the past two decades, and is therefore 

deemed to be a good case example. 

6.1 Brief Company Description 
Raiffeisen International AG (RI) is a fully-consolidated subsidiary of Raiffeisen Zentralbank Österreich AG 

(RZB). The bank’s shares have been traded on the Austrian stock exchange since its initial public offering in 

April 2005. RZB owns 68.5% of the common stock, whereas the remaining 31.5% are free-floating
88

. 

The parent company, RZB, was founded in 1927 and is headquartered in Vienna. It is the central institution 

of the Austrian Raiffeisen Banking Group (RBG), which, in turn, is the largest banking group in Austria. The 

RBG is a co-operative of eight autonomous Austrian Raiffeisen Landesbanks, controlling 87.7% of the share 

capital of RZB. The entire Raiffeisen Banking Group is privately owned (appendix I shows the ownership 

structure of RBG). On a stand-alone basis RZB is the third largest banking institute in Austria and ranks 

among the top 100 banks worldwide
89

.  

RI was a pioneer in CEE and is now one of the leading banking groups in the region, where they have been 

present since 1986 by entering the Hungarian market. Since then the bank has continuously penetrated 

growth markets and expanded its local presence. This has resulted in a present market presence in 16 Central 

and Eastern European countries, where they manage subsidiary banks, leasing companies and a number of 

other financial service providers. More than 58,300 employees serve 13.7 million customers in more than 

3,000 business outlets
90

. RI rank among the three largest banks in seven out of the 16 markets where they 

operate
91

.   

Until year 2000 regional expansion was pursued through Greenfield investments, exclusively by founding 

banks and avoiding the risks and uncertainties of purchasing an existing bank. However, in order to develop 

faster regionally and locally and to accelerate expansion especially in retail banking, acquisitions of leading 

local banks were made in Bosnia and Herzegovina, Romania, Slovenia, Kosovo, Belarus, Albania, Ukraine 

and most recently in Russia and the Czech Republic
92

 (appendix II presents an overview).  

RI has shown tremendous growth for the past years with double-digit growth in income, profits and assets 

every year. Additionally the bank has kept its return on equity (ROE) and return on assets (ROA) at a steady 

high level with a total increase in performance over the past five year period. Also efficiency has been 

improving throughout the years with a steady declining cost/income ratio (see table 6.1 below). 

 

                                                      
88 http://ri.co.at  
89 www.rzb.at  
90 Raiffeisen International AG, Annual Report 2007 
91 http://ri.co.at , Pionier und Schwergewicht in Zentral- und Osteuropa, investor prospect 2007  
92 www.ri.co.at 
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values in euro mn 2007 %-Change 2006 %-Change 2005 %-Change 2004 %-Change 2003

Net interest income 2,062 41.7% 1,455 40.6% 1,035 55.4% 666 39.9% 476

Consolidated profit 841 41.6% 594 55.5% 382 82.8% 209 16.8% 179

Total assets 72,743 30.2% 55,867 37.3% 40,695 40.8% 28,907 44.1% 20,063

ROE after tax 20.2% (0.8) PP 21% 3.4 PP 17.6% 0 PP 17.6% (2.2) PP 19.8%

ROA before tax 1.98% 0.08 PP 1.9% 0.22 PP 1.68% 0.28 PP 1.4% (0.21) PP 1.61%

Cost/Income ratio 57.6% (1.5) PP 59.1% (2.5) PP 61.6% (1.9) PP 63.5% (1.2) PP 64.7%

Number of employees 58,365 10.7% 52,732 20.9% 43,614 90.9% 22,851 24.3% 18,386

Number of branches 3,015 5.9% 2,848 16.6% 2,443 166.7% 916 26.9% 722

Source: Own creation using data from Raiffeisen International Annual Report 2007  

Table 6.1: Historical Performance of Raiffeisen International AG 

 

This tremendous growth has mainly been achieved through successful acquisitions of banks. Raiffeisen 

International AG states on the company website that the most important prerequisites for the purchase of a 

targeted bank are the potential to increase profitability and the compatibility with the existing network of 

subsidiaries in CEE, which is also in alignment with the goal of shareholder value maximization. 

Nevertheless, as touched upon previously in the paper far from all acquisitions turn out beneficially, which is 

why it is interesting to take a closer look at the acquisitions made by RI. 

 

In the following the best and worst performing acquisitions completed by RI will be identified, which in turn 

will be subject to further analysis later in the paper. 

6.2 Identification of Acquisitions Subject to Further Analysis 
In the period from 2000-2006 RI has acquired nine banks in nine different markets in CEE. Due to the 

relatively high amount of acquisitions, it is very interesting to examine the post-merger performance of the 

acquisitions. The acquisitions were compared and evaluated analyzing data from the year of the acquisition 

and the two following years. This is deemed to be a reasonable time frame, where one should be able to draw 

initial conclusions upon the successfulness of the acquisitions. Applying this data, two objects were 

identified, being the best and worst performing acquisitions. These are then subject to a valuation later in this 

chapter. In order to analyze the performance of the acquisitions and identify the two objects, the financial 

ratios mentioned in section 4.3.3.1 have been used. In the following the results of this analysis will briefly be 

presented. 

6.2.1 Performance Analysis of Acquired Banks 

By only engaging in greenfield investments RI had up to the year 2000 been growing organically in CEE. 

With a more stable economic environment in the region in recent years, Raiffeisen made its first acquisition 

in July 2000, which was to be followed by another eight acquisitions from 2001-2006. For a timeline see 

figure 6.1 below. 
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Figure 6.1 - Acquisitions made by Raiffeisen International AG 

 

 

Due to a lack of information, it was not possible to include the latest acquisitions in the Ukraine, Russia, and 

the Czech Republic. The data from these banks would not meet the requirements of having data from the two 

years following the acquisition. 

In selecting between the banks, the financial performance measures mentioned have been analyzed (see 

appendix III for detailed calculations). The following section is not meant as an in-depth analysis of each 

bank, however as a rough analysis in order to identify the two acquisitions, which will be subject to further 

analysis. 

Looking at the numbers, one should keep in mind that most of the acquired banks in CEE come from 

relatively low performance and efficiency ratios before the time of the acquisitions. This can to some extend 

explain the dramatic improvements, which are to be seen in some cases.  

6.2.1.1 Comparison of Profitability Measures 

In this first section the profitability measures of the acquired banks will be compared, being ROE, ROA, 

NIM, and the profit margin. 

As can be seen from graph 6.1 below a different performance can be spotted in the six markets. Whereas  

  

Kosovo and Romania have shown an impressive improvement in all four measures, Slovenia has shown a 

significantly negative performance in all indicators. Albania has also shown a better performance in all 

ratios, but not as significant as the two best performing. Bosnia and Herzegovina has shown improvements in 
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ROE and NIM, the income margin is unchanged, and ROA has been declining. With regard to Belarus one 

can see a negative performance in all indicators, except NIM.  

6.2.1.2 Comparison of Efficiency Measure 

Looking at the cost/income ratio, one has to keep in mind that a decreasing cost/income ratio is an 

improvement for a given bank, as this 

would indicate increased efficiency. In 

correspondence with the profit 

measures the best performing banks are 

in this case also Romania and Kosovo, 

and the worst performing Slovenia. In 

between comes Albania with a slight 

improvement in efficiency, and Bosnia 

& Herzegovina and Belarus showing 

lower efficiency over the period. 

6.2.1.3 Comparison of Risk Measures 

With regard to the Provision for Loan Loss ratio, one again has to bear in mind that a decreasing ratio is an 

improvement for a bank, as they would be setting aside less capital for loan losses. Graph 6.3 below shows 

that the two banks, Albania and Romania, having the largest growth in the loan ratio (loans/total assets) also 

have a significant increase in the PLL ratio. This can be explained by the higher exposure to loan (or credit) 

risk assumed by the banks. The other banks have been able to steadily increasing the loan ratio, but 

simultaneously decreasing the PLL ratio. In this case especially Slovenia and Kosovo have been able to 

decrease the PLL ratio considerably. Slovenia has also here shown the lowest growth in the loan ratio, 

whereas Kosovo is in line with Bosnia & Herzegovina and Belarus. 
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6.2.1.4 Comparison of Growth in Total Assets and Equity 

As a last measure general growth has been analyzed. This is used to see, if the banks have been able to grow 

profitable. As can be seen below all acquisitions have shown growth in total assets and total equity, except 

Slovenia which has a small decrease in equity over the period. Especially Bosnia & Herzegovina, Romania, 

and Kosovo have shown outstanding growth in both assets and equity with the remaining three acquisitions 

lagging behind.  

 

6.2.1.5 Summing up on Performance Analysis 

Looking at the performance ratios it is clear to see which acquisition has shown the worst performance over 

the period. The bank has shown a significant decrease in profitability and efficiency and as the only one a 

decrease in total equity over the period. However, the institute has been able to increase its assets and 

improve the PLL ratio. Despite of these improvements, they are not enough to outweigh the overall negative 

performance of the bank. This identifies Raiffeisen Banka d.d. Slovenia as the first acquisition subject to 

further analysis. 

As with regard to the best performing acquisition over the period it is not that straight forward. Two banks 

have shown significant improvement over the period, which is without comparison, being the acquisitions in 

Kosovo and Romania. However, as Kosovo only recently was accepted as an independent state there is not 

sufficient data to make an analysis of the banking sector and the economic environment in the country. Thus, 

Raiffeisen’s acquisition of Banca Agricola, now Raiffeisen Bank S.A., in Romania has been identified as the 

second acquisition subject to further analysis. 

6.3 Country Analysis and Valuation 
 In this section a short analysis of the countries in which the two identified acquisitions operate will be made. 

Here main economic indicators will be analyzed together with the banking sector in the given country. This 

analysis is of significant importance for each of the valuations, as these indicators will show a picture of the 

banks growth prospects, which are essential in the forecasting of free cash flows. 
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6.3.1 Slovenia 

Slovenia, with its two million inhabitants, was the only of the former Yugoslav republics to be in the first 

wave of candidates for membership of the European Union, where it joined in May 2004. In July 2006 

Slovenia was accepted as the thirteenth Euro zone country, and converted to the Euro on 1 January 2007, 

thereby becoming the first former communist country to join Europe's single currency. In this regard 

Slovenia's successful record in managing inflation from 2000-2005 enabled the economy to comply with the 

convergence criteria to become a full member of the European Monetary Union. The adoption of the Euro is 

an important step in terms of economic and monetary integration within the EU, and Slovenia is now fully 

tied to the European Central Banks monetary policy
93

. 

The introduction of the Euro has also to a great extend reduced exchange rate risk. This lower exchange rate 

risk contributes to an improvement in the country’s risk assessment, which can be seen from the latest ratings 

below. 

Moody’s: Aa2/Positive S&P’s: AA/stable Fitch: AA/stable 

 

After the entrance in the EU and as a member of the euro zone, Slovenia’s economy is not seen to be 

exposed to major risks in the foreseen future. The adoption of the Euro and the tax reform that took effect 

beginning of 2007, which provides tax relief in regard to personal income tax and corporate tax, give a 

positive momentum to the economy and show the way for further strong growth in the country
94

. 

6.3.1.1 Economic Indicators 

The most important economic indicator in this paper is considered to be the growth in GDP and GDP per 

capita, as these are often seen to be the 

cause for the raise in financial 

intermediation
95

. 

The Slovenian economy has been growing 

steadily since the millennium change, while 

maintaining macroeconomic stability. The 

economy has shown a stronger real growth 

in GDP in later years reaching a historic 

peak of 6.1% in 2007.  Even though 

Slovenia managed inflation well during the first years of the millennium, the rate increased strongly in 2007 

and reached an annual average of 3.8%, which was the highest in the euro zone. This can partly be explained 

by the worldwide increasing price pressure on oil, food and raw materials. Additionally, Slovenia's higher 

inflation is largely attributable to its higher economic growth, which has exceeded the Euro zone average 

                                                      
93 Raiffeisen Research, RZB Group, Strategy Slovenia, February 2008 
94 Unicredit Group, CEE Quarterly, No1 2008 
95 Raiffeisen Research, RZB Group, CEE Banking Sector Report, October 2007 
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more than twofold in the last two years and has been closely linked to the process of Slovenia's convergence 

with the more developed countries
96

.  

The country has one of the highest GDP per capita in CEE and the strong economic growth is also having a 

favorable impact on the labor market, which can be seen in the table below. The unemployment rate fell to 

4.8% by the end of 2007.  

Table 6.2 2001 2002 2003 2004 2005 2006 2007 

 GDP (EUR mio) 20,028 22,348 24,259 26,172 27,625 29,736 33,541 

 GDP pr capita in EUR 10,049 11,200 12,150 13,104 13,797 14,824 16,690 

 Unemployment (ILO) 6.2 6.3 6.7 6.3 6.5 6.0 4.8 

 Source: Eurostat 

 

Robust domestic demand has been the most important growth component in recent years. Especially growth 

in private consumption has been driven by, among others, strong growth in household loans. Also a 

combination of private sector investment, including mergers and acquisitions activity, as well as remarkable 

investments in motorways and Slovenia’s railway infrastructure, lies behind this high growth. Additionally, 

total exports of goods and services increased by 15.8% in the third quarter of 2007. This represents one of 

the highest increases in the last ten years. Thus, exports also remain one of the most important driving factors 

for GDP growth. Imports developed much the same way as exports, increasing by 17.4% in the third quarter 

of 2007. Again, this is one of the highest increases in the past years, also indicating the high growth in the 

economy
97

.    

6.3.1.2 Future Economic Outlook 

In 2008 one should see a moderation in growth, partly due to worsening international market conditions and 

the strong euro, combined with extensive domestic inflationary pressures, which adversely impact price 

competitiveness. In addition, in light of the temporary economic slowdown in Slovenia’s key export 

partners, exports will probably also grow more slowly. Nonetheless, potential stronger consumption and 

investments by the public sector in the election year 2008 sould have a positive effect on the economy. 

Private consumption may still be benefitting from the simplified personal tax income structure which came 

into effect at the beginning of 2007. This includes a reduction of the progressive personal income tax 

brackets from five (16%, 33%, 37%, 41%, 50%) to three (16%, 27%, 41%), and a reduction of the corporate 

tax rate from 25% to 23%. The latter is to be gradually lowered to 20% until 2010
98

. 

 

In order for the country to fully exploit the advantages of the single market and the euro, reforms for the 

corporate sector are now becoming a priority. Even though, the government has announced its intention to 

gradually reduce holdings in the corporate sector, the reforms planned by the government for the corporate 

sector are making only slow progress. The enterprises involved include among others the country’s two 

                                                      
96 Unicredit Group, CEE Quarterly, No1 2008 
97 Raiffeisen Research, RZB Group, Strategy Slovenia, February 2008 
98 Unicredit Group, CEE Quarterly, No1 2007 



44 

 

largest banks, Nova Ljubljanska Banka and Nova Kreditna Banka Maribor, Telekom Slovenije, and the steel 

company Slovenska Industrija Jekla. The state intends to retain a shareholding of 25% plus one share in all 

companies. Most economists agree that further growth may be jeopardized if the privatization process does 

not continue. Privatization of the largest Slovenian companies and the subsequent listing on the Ljubljana 

Stock Exchange (LJSE) could improve liquidity and provide additional stimulus for price increases on the 

stock market, which would also be beneficial to the financial sector in the country
99

. 

6.3.1.3 The Banking Sector 

As of December 31st 2006 there were 22 banks operating in Slovenia. Out of these, eight were subsidiaries 

and two were branches of foreign (Austrian) banks, there were five banks under full domestic ownership, 

and seven banks under majority domestic ownership (of these seven banks, two had less than 1% foreign 

equity)
100

. 

In comparison to other CEE countries the Slovenian banking sector is still dominated by banks under 

majority domestic ownership, of which the country’s second largest bank (as measured by total assets), Nova 

Kreditna banka Maribor d.d., and the 14th-largest bank, Poštna banka Slovenije d.d., remain under majority 

state ownership. Additionally, the government exerts control on three of the largest banks and two insurance 

groups despite its minority stakes, because of its holdings in other owners such as pension and compensation 

funds
101

. As can be seen from graph 6.6 below banks under majority foreign ownership have been increasing 

their share of total assets from 2004-2006. The majority of this increase, however, stems from foreign banks 

buying larger stakes in banks previously under minority foreign ownership, which has lead to majority stakes 

in the banks. In total banks under foreign ownership (minority and majority ownership) have increased their 

share of total assets from 36.2% at the end of 2004 to 40.1% at the end of 2006. This can be seen in line  

 

 

with the previously mentioned slow progress and need for further privatization in the sector. Indeed, the 

market share of majority owned foreign banks as a percentage of total banking assets in Slovenia is by far 

                                                      
99  Unicredit Group, CEE Quarterly, No1 2007+ No1 2008 
100 National Bank of Slovenia, Annual Report 2006 
101 Ibid 

19.1 21.1 27.3

17.1 17.6 12.8

23.5 22.7 22.3

40.3 38.6 37.6

0%

20%

40%

60%

80%

100%

31/12-2004 31/12-2005 31/12-2006

Graph 6.6 - Ownership Structure Banking Sector (total assets)

Foreign ownership more than 50% Foreign ownership less than 50%

Central Government Other domestic persons

Source: National Bank of Slovenia 



45 

 

the lowest among all new EU-member countries from CEE and the market share of state owned banks is 

second only to Poland
102

. 

 

6.3.1.3.1 Market Concentration 

The Slovene banking sector is highly concentrated. The Herfindahl index for 2006 ranks Slovenia as the 6
th
 

most concentrated among the EU27
103

 

(see appendix IV for calculation and 

EU comparison). A higher Herfindahl 

score generally indicates less 

competition and thereby more pricing 

power. Additionally, as indicated by 

graph 6.7, the five largest banks in the 

country accounts for a market share of 

62.4%, which underlines the 

concentration in the sector. This situation may have discouraged bank entry and limited competition in the 

sector so far. Nevertheless, competition has increased recently mainly because of the presence of smaller 

foreign-owned banks and deepening integration with European financial markets since EU accession in 2004 

and Euro adoption in 2007. 

 

6.3.1.3.2 Banking Sector performance 

Slovene banks have been found to be among the least efficient in Europe and have low profitability by 

regional standards. Efficiency and profitability may have been influenced by market concentration and 

ownership structure, as state banks are generally known to be least efficient. Cost indicators point to 

Slovenia lagging behind comparators in improving its relatively low efficiency. Cost/income ratios in the 

new member states in the EU have been falling toward EMU levels in recent years, as banks are increasing 

efficiency. In Slovenia, however, these ratios have remained higher, especially in the state-dominated 

banks
104

. 

Despite of the performance problems the banking sector has shown high growth in total assets. The growth 

rates in total assets, credits, and deposits, and their relation to GDP is an important indicator of how 

developed financial intermediation is in a given country, and therefore also an indicator of future growth 

prospects in the sector (see graph 6.8).  

                                                      
102 International Monetary Fund, Republic of Slovenia: Selected Issues, IMF Country Report No.07/182, May 2007 
103 European Central Bank, EU Banking Structures, October 2007 
104 International Monetary Fund, Republic of Slovenia: Selected Issues, IMF Country Report No.07/182, May 2007 

30.3

10.9
8.56.56.2

5.8

5.6

26.2

Graph 6.7 - Market shares in % of total assets
as of 31.Dec.2006

Nova LB d.d. Ljubljana

Nova KB d.d. Maribor

Abanka Vipa d.d. Ljubljana

BA CA d.d. Ljubljana

SKB banka d.d. Ljubljana

Banka Celje d.d. Celje

Banka Koper d.d. Koper

Other banks
Source: National Bank of Slovenia 



46 

 

 

With regard to the banking sector the growth of total banking assets increased significantly over the past five 

years with a growth rate of 68% over the period and EUR13.6 billion in absolute terms. Nonetheless, in the 

Slovenian banking sector total assets as a percentage of GDP still reaches a relative low level in comparison 

to the other countries in the Euro zone, 113.4% vs. 235.5%, leaving substantial opportunities for growing the 

balance sheets in the sector, as the country converge toward the other countries in the Monetary Union. The 

growth of total credits accelerated more strongly, showing a growth of 112% over the period. Total deposits 

grew with an impressing 119% and EUR16.3 billion in absolute terms. Slovenia now shows the highest ratio 

of total deposits in all CEE at slightly above 100% of GDP, after a significant increase following the 

country’s entry to the Euro zone in 2004. This already compares favorably with the 136.5% recorded in the 

Euro zone
105

.  

Even though Slovenia has one of the highest GDP per capita in CEE, it has a rather low level of outstanding 

credits to households as a 

percentage of GDP, having recorded 

only strong growth in recent years 

(see graph 6.9). Also credits to 

enterprises are lacking behind the 

level of other Euro zone countries. 

Reaching levels of respectively 17% 

and 50.5% of GDP in 2006 there is 

still room for substantial growth in 

these segments as the country 

catches up with the Euro zone.  

 

Summing up on the different indicators, one can clearly see that the Slovenian banking sector has potential 

for substantial growth in the coming years as the country continuous it’s convergence towards the original 

EU member countries. With Slovenia’s accession to the EMU and considering the other trends and 

                                                      
105 Raiffeisen Research, RZB Group, CEE Banking Sector Report, October 2007 

0

20

40

60

80

100

120

0

5,000

10,000

15,000

20,000

25,000

30,000

35,000

40,000

2002 2003 2004 2005 2006

%
 o

f 
G

D
P

E
U

R
 m

n

Graph 6.8 - Banking Sector - Balance Sheet Data
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challenges in the Slovenian banking and economic landscape it may be assumed that the competition inside 

the banking sector in Slovenia will intensify, which could affect profitability. However, with continuous 

overall growth in the economy and the prospective to improve efficiency and profitability in the Slovenian 

banking sector, the underlying factors should be in place in order to improve performance in the sector. 

Nevertheless, it is essential that the state continuous the privatization of the banking sector in order to 

improve efficiency and not to intervene directly or indirectly in the sector. 

6.3.2 Valuation of Raiffeisen Banka d.d. 

Raiffeisen Krekova was acquired by Raiffeisen Zentral Bank (RZB) on April 5
th
 2002 for an amount of EUR 

35.31 million
106

. The reason why RZB is stated as the acquiring bank is that at that time Raiffeisen 

International AG was not listed as an independent company on the Vienna Stock Exchange. 

According to total assets as of Dec. 31
st
 2007, Raiffeisen Banka d.d. ranks tenth among all banks in Slovenia. 

The bank has 13 outlets and approximately 350 employees in Slovenia. The banks three core business areas 

are retail, corporate, and investment banking
107

. 

In building a cash flow model of a bank from the outside in, it is necessary to make several simplifications. 

As touched upon previously it is especially difficult for an outsider to understand the contribution of 

mismatch profits to overall net interest income and the quality of the loan portfolio. However, given these 

short comings, it is still possible to apply an equity DCF model to understand the bank’s economics and 

projection
108

. 

Firstly, the bank’s historical performance will be analyzed followed by a forecast which is based on 

historical performance and the outlook for the economy. These projections will result in a value, which 

according to the estimates would have been a fair acquisition price in 2002. 

6.3.2.1 Analyzing Historical Performance 

As already identified Raiffeisen Banka d.d. showed a declining performance in the two years following the 

acquisition. The interesting part of this section is to see whether Raiffeisen has been able to improve this 

situation in the last couple of years, which is essential when examining if the acquisition was made at a 

reasonable price. The analysis will be made by using the financial ratios previously outlined in this chapter. 

 

6.3.2.1.1 Profitability of Raiffeisen Banka d.d. 

Looking at the past five years performance of Raiffeisen Banka d.d. a deteriorating trend resulting in deficits 

in 2005 and 2006 (see table 6.3) can be seen.  

 

 

 

                                                      
106 Investext Plus Database, Thomson Financial Securities Data – M&A 
107 www.raiffeisen.si/en/about_us/branch_network 
108 Goedhart et al., Valuation: Measuring and Managing the Value of Companies, 4th ed., John Wiley & Sons, 2005, p.690 
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 Table 6.3 Performance Raiffeisen Banka d.d. 

  2002 2003 2004 2005 2006 

 Net income (SIT 000) 864,782 120,314 45,551 (2,197,168) (1,189,820) 

 ROE 9.46% 1.30% 0.59% -20.27% -9.88% 

 Equity multiplier 10.29 13.83 20.56 19.99 19.06 

 Profit Margin 0.16 0.03 0.01 -0.37 -0.17 

 Asset utilization 0.06 0.04 0.03 0.03 0.03 

 ROA 0.92% 0.09% 0.03% -1.01% -0.52% 

 Source: Own creation - for detailed calculations see appendix V 

 

As pointed out previously in the paper a bank’s ROE and growth are the ultimate value drivers of the 

business, thus it would make sense to start by investigating Raiffeisen Banka d.d.’s ROE. By looking at table 

6.3 above one can see that the bank’s ROE has been negative for the past two years with a low in 2005. 

Additionally, the bank has had a significantly lower ROE than the overall banking sector in Slovenia 

throughout the period. The sector showed ROE ratios between 12.6% and 15.1% over the five years
109

. 

 

Another key ratio, ROA, has also illustrated worrying trends during the period. Also this ratio is lacking 

significantly behind the overall banking sector, which has had ratios between 1% and 1.3% for the period
110

. 

Thus, Raiffeisen Banka d.d. has been performing considerably worse than the Slovenian banking sector for a 

longer period of time.  

In order to find the cause of this performance, the ratios have to be further examined using the unraveling 

profit ratios (section 4.3.1.1.5). With the exception of 2002 Raiffeisen Banka d.d. has been using greater 

financial leverage than the rest of the banking sector. Throughout the period the Slovenian banking 

institutions have been employing a steady level of financial leverage ranging between 11.62 and 12.8
111

, 

where Raiffeisen has increased its degree of leverage from 10.29 to 19.06 in 2006. Hence, Raiffeisen Banka 

d.d. has a lower ROE than the remaining banking sector because it earns less on its assets. This problem is 

then further magnified due to the banks higher degree of financial leverage.  

Referring back to table 6.3 above, one can see that Raiffeisen Banka d.d. has kept its asset utilization ratio at 

a relatively stable level over the past five years, while the profit margin has worsened significantly. This 

indicates that management is having problems controlling the bank’s expenses. 

 

The Net Interest Margin provides an additional insight into a bank’s financial performance. As can be seen 

from table 6.4 the bank’s NIM has been declining significantly over the period. The same trend has been 

seen in the overall banking sector, which could be attributed increased competition and convergence to EMU 

norms. 

 

 

                                                      
109 Raiffeisen Research, RZB Group, CEE Banking Sector Report, October 2007 
110 Ibid 
111 Own calculations based on ROE and ROA for the banking sector 
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 Table 6.4 - Net Interest Margin 2002 2003 2004 2005 2006 

 Raiffeisen Banka d.d. 3.5% 2.8% 2.4% 2.1% 2.0% 

 Slovene Banking sector 3.4% 3.1% 2.7% 2.4% 2.2% 

 Source: Own creation using data from annual reports 

 

With the exception of 2002 the NIM of Raiffeisen Banka d.d. has remained 0.2 to 0.3 percentage-points 

lower than in the remaining sector. This is also a factor affecting the profit margin and asset utilization, and 

therefore also ROA and ROE. 

Summing up on the profitability ratios of Raiffeisen Banka d.d. one sees a considerably lower performance 

than the banking sector in the country, which in later years have lead to negative ROE and ROA. From the 

profitability analysis above it becomes clear that the management has been handling the bank’s expenses 

poorly throughout the period, and they have also not been able to maintain NIM at the same level as the 

Slovenian banking sector. These factors have lead to a negative ROA, which is magnified through a high 

level of financial leverage, which is also notably higher than in the remaining sector. 

 

6.3.2.1.2 Asset Quality of Raiffeisen Banka d.d. 

Looking at the identified ratios it is found that Raiffeisen Banka d.d. has had a relatively stable ratio of total 

loans to total assets, whereas the provision for loan loss ratio has been more volatile throughout the five 

years. In table 6.5 one see that the bank’s PLL ratio has been much higher than in the overall banking sector, 

at least in the last couple of years where data from the sector is available. This ratio suggests that the bank 

has provided more for loan losses than the average banking sector.  

Table 6.5: Asset Quality Ratios 2002 2003 2004 2005 2006 

 PLL ratio Raiffeisen Banka d.d. 2.26% 0.95% 0.45% 2.13% 1.75% 

 PLL ratio Banking sector n.a. n.a. n.a. 0.87% 0.60% 

 Loan ratio Raiffeisen Banka d.d. 59.41% 51.77% 55.12% 56.21% 57.25% 

 Loan ratio Banking sector 47.19% 49.30% 51.87% 53.81% 59.58% 

 Source: Own creation using data from annual reports 

 

Additionally, the data from above indicate that the higher provision for loan losses at Raiffeisen Banka d.d. 

compared to the banking sector occurred despite of a similar exposure to loan (or credit) risk. This could be 

an indication that the quality of the bank’s loan portfolio is not as good as in the sector in general. 

 

6.3.2.1.3 Operating Efficiency of Raiffeisen Banka d.d. 

Taking a closer look at the cost/income ratio one see the same trend as already identified earlier in this 

analysis. Here it becomes even clearer that management has lost control of the bank’s costs. 

 Table 6.6 - Cost/Income ratio 2002 2003 2004 2005 2006 

 Raiffeisen Banka d.d. 54.31% 82.77% 90.41% 95.16% 95.09% 

 Slovene Banking sector n.a.  n.a. n.a. 61.74% 57.57% 

 Source: Own creation using data from annual reports 
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The cost/income ratio has increased by approximately 75% over the past five years in comparison to a 

declining trend in the Slovenian banking sector. Thus, the bank’s management is having a hard time 

controlling costs since the time of acquisition. 

 

6.3.2.1.4 Growth of the Balance Sheet in Raiffeisen Banka d.d. 

Despite the bank’s deteriorating results it has been able to grow its total assets by 202% from Dec. 31
st
 2001 

to Dec. 31
st
 2006, which yields a Compound Annual Growth Rate (CAGR) of roughly 25%. This is to be 

compared with a CAGR in the Slovenian banking sector of 15.25% over the same period
112

. After achieving 

above average growth rates in the earlier years the bank showed slower growth than the overall sector in 

2006, reaching a growth rate of only 6% compared to 15.1% in the total banking sector
113

. This could be 

interpreted as the bank having had a clear growth strategy in the years following the acquisition. This has 

occurred at the expense of profitability, which the bank now has to act upon. However, Raiffeisen Banka d.d. 

has not yet been able to improve its market share as measured by total assets, which amounts to 2.8% of total 

assets in the Slovenian banking sector
114

.  

6.3.2.2 Forecasting Performance of Raiffeisen Banka d.d. 

In order to forecast equity cash flow Goedhart et al. (2005) suggest to start by forecasting the bank’s income 

statement and balance sheet, which seems reasonable. Equity is then forecasted in relation to other balance 

sheet items, such as total assets. This approach ensures a general understanding of how the income 

statement, balance sheet, cash flows, and return on equity interact and drive the value of the bank. 

A forecast period of five years has been used where year six is applied for the terminal value. As touched 

upon in the theoretical part a common time horizon to be employed is 5-10 years. As most of the investment 

bank case studies presented by Frommann et al. (2002) used a forecast period of five years and due to the 

complexity of forecasting bank performance, a similar forecast period has been chosen here.  

 

6.3.2.2.1 Forecasting the Income Statement of Raiffeisen Banka d.d. 

For the income statement items (see appendix VI) interest income and interest expense have been estimated 

by forecasting margins on future average assets. The margins have been predicted assessing trends in recent 

years, where average margins for the past three years have been calculated with a higher weight on the 

margin from 2006, and by comparing with net interest margins for the Slovenian banking sector. This results 

in a NIM of 2.12% for the forecast period.  

Next future levels of loan loss provisions on a percentage basis of loans to customers have been estimated. 

Here the average of the past three years has been used as forecast. This results in a loan loss provision ratio 

                                                      
112 Own calculation based on data from: Raiffeisen Research, RZB Group, CEE Banking Sector Report, October 2007 
113 National Bank of Slovenia, Annual Report 2006 
114 Ibid 
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to customer loans of 1.44%, which is also reasonable to project as one would anticipate that the bank will try 

to bring down the high ratios from the past two years. 

Net fee and commission income has been forecasted as a percentage of total deposits. Here the ratio from 

last year (2006) with a 0.01%-point growth every second year has been applied. This indicates that the bank 

will gradually increase its net fee and commission income, which could be justified through an increasing 

amount of services offered. Additionally, as NIM is under pressure it is assumed that the bank has to seek 

alternative sources of income. 

Last income item that has been forecasted is overall profit from trading and investment activities. This item 

has been estimated as a ratio to trading assets and investments on the balance sheet. The percentage average 

of the past three years was calculated, and used as the forecast ratio. This yields a profit ratio from trading 

and investment activities to trading assets and investments of 0.92%. 

Other operating income has been set to zero, as the bank has only had other operating income once in the 

past five years. 

On the expenses side total operating expenses has been forecasted as a ratio to revenues. In 2006 the bank 

had a very high cost/income ratio in comparison to the overall banking sector in the country. Thus, as it 

should be a goal of the bank to bring down costs, it is assumed that the cost/income ratio will steadily be 

brought down to that of the Slovenian banking sector (2006) at the end of the forecast period. Additionally, 

depreciation on intangible and tangible fixed assets as a percentage ratio of total fixed assets has been 

forecasted. Here the average depreciation rate of the past five years was used.  

The last item on the income statement to be forecasted was the corporate tax rate. Here the corporate tax rate 

in Slovenia was applied. As described earlier, this rate will gradually be lowered to 20% in 2010. 

 

6.3.2.2.2 Forecasting the Balance Sheet of Raiffeisen Banka d.d. 

On the balance sheet (see appendix VII), the forecast of deposits was used as a growth driver. This is 

reasonable in the sense that growth in GDP is the main factor affecting bank performance, which in turn 

should be a key driver of deposit growth. Also bank’s are through regulations restricted in a way that makes 

them unable to issue unlimited amounts of loans that could not be backed by capital. 

The average deposit growth rate for the past five years was 26.5%, declining to 5.8% in 2006. However, a 

6.5% annual growth in deposits has been estimated, because it is expected that the bank will improve its 

performance and therefore attracting more funds. The growth rate is slightly above the expected growth in 

GDP, but as the ratio of total deposits to GDP in Slovenia is still lacking behind that of the remaining Euro 

zone, it is assumable that deposits will grow at a faster rate than GDP in order to close this gap between the 

countries. 

Next the ratio of customer loans to deposits was projected based on historical performance, which yields a 

ratio of 61.65% over the past five years. Because this loans-to-deposits ratio is lower than the ratio in the 

Slovenian banking sector, and this ratio in turn is lower than in the Euro zone, it should be reasonable to 

grow customer loans at a slightly higher rate than deposits. Thus, a yearly growth rate has been added to this 
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ratio, which leads to a steady annual increase in the bank’s loans-to-deposits ratio. Other accounts on the 

asset side of the balance sheet have then been related to deposits. These accounts are kept at a constant ratio 

to deposits based on historical performance. 

On the liability side, growth in deposits has already been forecasted, which is the most important element on 

this side of the balance sheet. Additionally, the provisions for liabilities and charges have been estimated as a 

percentage of customer loans. This ratio is based on historical performance over the past five years with a 

greater weight on recent years. Other liabilities have been forecasted as a ratio to deposits also based on 

historical performance. The last two items being securities issued by the bank and subordinated loans 

received have been kept constant. 

Given the level of shareholder’s equity, which is each year increased (decreased) by net profit (deficit), and 

assets for each year, it is now possible to balance the balance sheet each year by adding debt or by adding 

excess cash. In the years 2007-2009 it has been assumed necessary to issue new shares, in order not to 

jeopardize the bank’s capital structure. Thus, in this scenario the bank would issue 38, 30, and 20 thousand 

shares in the years 2007-2009 respectively. The price assumptions for the issued shares are set to be similar 

to the prices in 2005 and 2006, where shares were also issued. This implies a nominal value of SIT 14 

thousand and issue value of SIT 63 thousand
115

. In the remaining forecast period only additional debt has 

been added.    

6.3.2.3 Cost of Equity for Raiffeisen Banka d.d. 

The cost of equity for Raiffeisen Banka d.d. is calculating using the traditional CAPM formula. It is not 

deemed necessary to use an adjusted CAPM as Slovenia is the most developed of the new EU member 

states, it has already implemented the Euro, and is has a high credit rating with a stable outlook. In 

estimating the market return historical data from the LJSE was used. Although the exchange only contains a 

limited amount of historical data (since Dec. 31
st
 1992), it is deemed to be a better proxy for the market 

return, because the Morgan Stanley Capital Index (MSCI) for emerging markets does not include Slovenia. 

However, the two indices come relative close to each other when measuring average annual returns. The 

MSCI Emerging Markets has an average return of 19.05%, whereas the LJSE has an average return of 

19.84%
116

. Thus, this market return can be applied without influencing the value heavily.  

Additionally, it is not possible to estimate a beta for Raiffeisen Banka d.d. as the bank is not publicly traded 

and never has been. Thus, in this context an industry beta for the banking sector in Slovenia, which has been 

provided by Raiffeisen International AG, is used. 

As a proxy for the risk-free rate a 10 year government bond issued at January 15
th
 2002, which is relatively 

close to the acquisition date, was found. This yields the following components of the CAPM: 

 

                                                      
115 Raiffeisen Banka d.d., Annual Reports 2005 and 2006 
116 MSCI Emerging Markets Index (www.mscibarra.com), and  www.ljse.si  
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Rf = 5.375%
117

, Rm = 19.84%,  = 1.07 

 

Having the elements in place, it is now possible to calculate the cost of equity for the bank, which is as 

follows: 

re = 5.375 + 1.07 x (19.84 – 5.375), thus re = 20.853% 

 

It is now possible to estimate the value of Raiffeisen Banka d.d. at the time of acquisition. As described in 

the theoretical part of the paper this is done by discounting the equity cash flows at the cost of equity. 

6.3.2.4 Estimating Equity Cash Flows and Valuation of Raiffeisen Banka d.d. 

The cash flow to the equity holders of Raiffeisen Banka d.d. (see appendix VIII) has been estimated using the 

model presented in figure 4.1. This is done by taking the profit after taxes and adding depreciation and 

extraordinary items (if such exists). To this amount one then add sources of the balance sheet and subtract 

uses of the balance, which is basically identical to adding year-over-year (yoy) increases in liabilities and 

subtracting yoy increases in assets.  

In table 6.7 below the equity cash flows from the years 2002-2011 followed by a terminal value can be seen, 

which have then been discounted into net present values. The period between 2002-2006 are actual values as 

these have been identified through annual reports from the bank, whereas the years 2007-2011 and the 

terminal value have been forecasted. In estimating the terminal value a constant growth rate of 3% has been 

assumed, which is believed to consistent with the longer term growth rate in the economy
118

. It should also 

be mentioned that only three quarters of the equity cash flow from 2002 were included, as the bank was 

acquired in April 2002. Thus the first quarter should not be included as equity cash flow to Raiffeisen 

International, as they were not the owners at that time.  

Table 6.7 - NPV of Raiffeisen Banka d.d. as of April 2002 

Year Equity CF 
in SIT '000 

Discount rate 
20.853% 

DCF in     
SIT '000 

DCF in      
Euro '000 

FX rate 
SIT/EUR 

2002 (761,931) 0.8275 (630,463) (2,738) 230.3 

2003 30,292,773  0.6847 20,740,890  87,625  236.7 

2004 7,604,856  0.5665 4,308,475  17,974  239.7 

2005 (1,626,573) 0.4688 (762,518) (3,183) 239.5756 

2006 19,808,519  0.3879 7,683,745  32,064  239.64 

2007 (2,175,430) 0.3210 (698,249) (2,914) 239.64 

2008 (1,448,031) 0.2656 (384,580) (1,605) 239.64 

2009 (789,303) 0.2198 (173,459) (724) 239.64 

2010 501,293  0.1818 91,157  380  239.64 

2011 533,877  0.1505 80,331  335  239.64 

Terminal value 3,184,859  0.1245 396,530  1,655  239.64 

NPV in '000     30,651,858  128,871    

 

                                                      
117 National Bank of Slovenia, www.bsi.si 
118 Raiffeisen Research, RZB Group, CEE Banking Sector Report, October 2007 and The Economist 
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As can be seen from table 6.7 the actual and forecasted equity cash flows result in an estimated value of 

EUR128.87 million as of April 2002, which is significantly above the acquisition value of EUR35.31 

million. 

This higher value has been achieved despite deteriorating results, but the high growth strategy of the bank is 

assumable expected to pay-off in the longer run, which can also partly be explained by the favorable 

economic conditions in Slovenia. 

6.3.2.5 Critique of Derived Value 

A main shortfall in the NPV calculation above is the big variance that is seen between the cash flows 

identified directly in the annual reports (years 2002-2006) and the explicit forecast period. During the 

process, Raiffeisen International was contacted in order to provide a possible explanation on the different 

values found. However, they either would or could not provide an answer and were to no further assistance. 

Having discussed this with the supervisor, it was deemed more accurate to use the figures published by the 

bank, due to the opaqueness of banks and considering the difficulty of estimating correct values relying on 

external data. 

Additionally, as stated previously in the paper, the terminal (continuing) value often accounts for the 

majority of a company’s value, which in the case of banks has been found to be up to 75%
119

.In the above 

case the terminal value only accounts for 1.3% of the NPV, mainly due to the high amounts used from the 

bank’s cash flow statements. 

In order to sense check the cash flow numbers from the bank’s published accounts, they were calculated 

using the same method as applied in the explicit forecast (see appendix IX). Here, a completely different 

NPV is found, namely EUR -8.66 million, which is a difference of EUR -137.5 million compared to the 

value found above.  

Nonetheless, it is deemed unlikely that a negative value could be more accurate. Especially, considering an 

increasing interest showed by banks in the region and higher intensity of acquisitions in CEE in recent years, 

which would, anything else equal, increase the price of potential takeover candidates. But one should bear in 

mind that the value of EUR 128.87 found above may carry an upward bias, taking into consideration the 

value found in the check. 

6.3.3 Romania 

Romania became a member of the European Union on January 1
st
 2007. It joined (together with Bulgaria) 

the EU as the last new member countries in this round of the Union’s expansion. With its 21.5 million 

inhabitants, which is the ninth highest in Europe, the country is seen to have a significant growth potential
120

. 

In recent years major progress has been made in terms of economic, institutional, legislative, social and 

political reforms and convergence, driven mainly by EU accession, but further reforms are needed in order to 

                                                      
119 Koch, T., Bewertung von Bankakquisitionen, Knapp, 2000, p.29 
120 www.economist.com 
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comply with its status as an EU member. The reforms already implemented have helped to stabilize the 

economy, but there is still a potential risk of overheating in the economy
121

.  

In 2006 the Government together with the National Bank of Romania drafted the first National Convergence 

Program, which outlines the macroeconomic framework and sets the steps to be taken until Euro introduction 

planned for 2014. The currency introduction is expected to contribute to a further stabilization of the 

economy and to a great extend reduce exchange rate risk
122

.  

Despite the growth potential in Romania, the external financing requirements of the widening current 

account deficit and sustained rapid credit growth represent serious issues of concern in the context of 

increasing risk aversion at the international level. This resulted in the rating agencies Standard & Poor’s and 

Fitch changing Romania’s outlook from stable to negative in November 2007, which can be seen from the 

latest ratings below
123

: 

Moody’s: Baa3/Stable S&P’s: BBB-/Negative Fitch: BBB/Negative 

 

The entrance in the EU has brought along more stability to Romania’s economy, but the country faces some 

serious challenges due to the issues mentioned above. However, the country is still expected to show strong 

growth in the future driven by strong consumption and investment expansion. 

6.3.3.1 Economic Indicators 

The Romanian economy has shown a good performance in terms of disinflation and economic growth since 

the millennium change, which can be seen in 

graph 6.10 below. Throughout the period 

economic growth was impressive reaching 

6.1% on average annually between 2001 and 

2007. In 2005 the National Bank of Romania 

changed their policy to inflation targeting, 

which in line with the policy of the ECB 

focuses on pursuing price stability. Applying 

this policy should support the longer-term 

sustainability of disinflation, and bring down inflation in line with ECB targets
124

. 

 

The economy is presently overheating, which is reflected by a widening current account deficit, very strong 

demand pressures, and a building of inflationary pressures. The recent pressure on inflation is driven by the 

trends in the international markets, along with rapidly increasing wages, a tight labor market for skilled 

                                                      
121 Raiffeisen Research, RZB Group,  Strategy Romania, February 2007 
122 National Bank of Romania, Annual report 2006 
123 Unicredit Group, CEE Quarterly, No2 2008 
124 National Bank of Romania, Annual report 2006 
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workers, and a depreciation of the Romanian currency (the RON), which makes imported goods more 

expensive
125

.  

Despite these issues the strong economic growth reveals that the real convergence of the Romanian economy 

towards the most developed economies from the European Union is fast. Nonetheless, GDP per capita stood 

only at 40% of the EU average in 2007, which means that the long-run potential for growth and catching-up 

remains further high. Romania also has relatively low unemployment compared to other new member states. 

This should, however, be seen in the light of very low labor market participation and employment rates, 

which are among the lowest in the EU
126

. Table 6.8 below shows GDP development and unemployment rates 

from 2001-2007. 

 Table 6.8 2001 2002 2003 2004 2005 2006 2007 

 GDP (EUR mio) 44,904 48,442 52,613 60,842 79,587 97,718 121,431 

 GDP pr capita in Euro 1,880 2,224 2,420 2,805 3,668 4,530 5,640 

 Unemployment (ILO) 6.8 8.6 7.0 8.1 7.2 7.3 6.4 

 Source: Eurostat        

 

The main driver of the economic growth has been the domestic private aggregate demand (household 

expenditure and gross fixed capital formation) that advanced by 11.6% annually on average between 2001 

and 2007. Growth of household expenditures was supported by rapid increases in wages and household 

loans, which were initially at very low levels. Gross fixed capital formation (investments) gained speed 

especially in the last three years, becoming the main driver of the domestic aggregate demand. Strong growth 

in imports and exports are also underlining the high growth in the economy. However, the fast increase of 

the domestic aggregate demand, above the growth rate of the domestic supply, can be seen in higher and 

higher external imbalances. The large current account deficit raises the most important risks for the 

economy, especially given the turbulences on the international markets, which raise financing risks
127

. 

6.3.3.2 Future Economic Outlook 

Economic growth is likely to remain solid at rates between 5.5% and 7.5% in 2008, supported by strong 

investment and consumption, despite tighter credit conditions and some negative impact on household 

purchasing power due to higher inflation and recent RON depreciation. The economic growth also benefits 

from a slight qualitative improvement in the GDP structure, where investments and services receive more 

and more importance in the structure of the GDP
128

. 

The positive side about this high GDP growth rate is that the Romanian economy remained quite resistant to 

the turbulences on the international markets from the last quarters despite of large macroeconomic 

disequilibria seen in the large current account deficit. On the negative side, the high GDP growth rate is 

considered to be substantially above the potential of the economy. Estimations from researches by Raiffeisen 

Research show that the economy can grow by 6-6.5% without triggering inflationary pressures and this point 

                                                      
125 IMF, IMF Country Report No. 07/220 – Romania: Selected Issues, June 2007 
126 Raiffeisen Research, RZB Group, Economic Overview Romania, June 2008 
127 Ibid 
128 Unicredit Group, CEE Quarterly, No2 2008 
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towards a persistent excess demand in the economy. The annual inflation rate is expected to increase to 

between 5.8% and 6.5% by the end of 2008, which is well above the target band set by the National Bank 

(3.8% +/-1%). Higher inflationary pressures originating from strong wage increases and rapid credit growth, 

combined with a rather unfavorable international environment might justify further tightening of the 

monetary policy
129

. 

The growth rate should decelerate starting 2009 due to more restrictive economic policies and an expected 

economic slowdown in Romania’s key trade partners. Nonetheless, the economy still has a prosperous 

outlook with continuous growth fuelled by private consumption and investments. The economy is also 

expected to converge further toward the standard of the other EU member states. This is believed to occur as 

the country becomes better integrated, meets more of the EU criteria, and in the longer run implements the 

Euro, which leaves substantial potential for further growth. 

6.3.3.3 The Banking Sector 

As of December 31
st
 2006 there were 38 banks operating in Romania.  Out of these 38 institutions, two were 

still state-owned, three had Romanian majority private capital, 26 were under majority foreign ownership, 

and the remaining seven were branches of foreign banks
130

.  

The Romanian banking system has in later years been through a lot of changes and consolidation has been 

strong. These changes were generated mainly by restructuring and privatization, as well as by Romania’s 

prospect for EU membership and the related competitive environment. Given these changes the Romanian 

banking system neared a fully private structure
131

. This process is illustrated in graph 6.11 below, where 

banks under majority foreign ownership have been strongly increasing their share of total assets in the 

system. This has occurred especially at the expense of institutions with Romanian majority private capital, 

but also state-owned banks have a smaller share of total assets. 

 

 

At end-2006 (graph 6.11), the share of assets held by banks with private capital or majority private capital in 

total assets of the Romanian banking system was 94.5%. From this one can see that the privatization of the 

                                                      
129 Raiffeisen Research, RZB Group, Economic Overview Romania, June 2008 
130 National Bank of Romania, Annual report 2006 
131 Ibid 
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Romania banking system may be considered as nearing completion, which should be very beneficial due to 

the normally higher efficiency in the private sector. 

 

6.3.3.3.2 Market Concentration 

Although competition among banks has increased throughout the years, 2006 faced further concentration of 

the banking system. The Herfindahl index for 2006 ranks the Romanian banking system as the 9th most 

concentra-ted among the EU27
132

 (see appendix 

X for calculation and EU comparison). As it was 

also the case with the Slovenian banking sector a 

higher Herfindahl score generally indicates less 

competition and a higher possibility of pricing 

power. With regards to market share, the top five 

banks in terms of asset size held 62% of 

aggregate total assets. Considering the current 

status in the Romanian banking system, it may be facing increasing competition in the coming years 

following EU accession in 2007, which is most likely to lead to a deeper integration with other European 

financial markets. 

 

6.3.3.3.2 Banking Sector Performance 

A general tendency in the Romanian banking sector is that the strong growth of the economy, together with 

the increased availability of banking products and higher disposable income, has stimulated significant loan 

growth. However, profitability is under pressure from margin compression and higher expenses related to 

branch network expansion. On the other hand, efficiency is expected to gradually benefit from greater 

economies of scale, which to some extent should compensate for the expected fall in profitability together 

with increasing non-interest income
 133

. 

As pointed out by Fitch Ratings (2007), rapid loan growth and a high level of unhedged foreign exchange 

lending, could create asset quality problems as loans mature and could also increase operational risk. 

Nevertheless, improved risk management systems and restructuring of the banks, mainly through the 

involvement of foreign shareholders with advanced risk management practices, provides some comfort. 

Over the past years, the Romanian banking system proved to be the soundest segment of the country’s 

economy, with the share of total bank assets as a percentage of GDP rising steadily, from 37.1% in 2004 to 

45.2% in 2005 and reaching 51.2% at end-2006. This development, together with increases in total credits 

and deposits, is illustrated in graph 6.13 below.  

                                                      
132 European Central Bank, EU Banking Structures, October 2007 
133 Fitch Ratings, Romanian Banks’ Continue to Grow Rapidly; Profitability Under Pressure, October 2007 
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This increase is in particular due to the changes to the banking sector structure, the diversification of the 

range of bank products and services, and the increase in household purchasing power. From 2002 to 2006 

total assets grew with an impressive 279% and EUR 38.2 billion in absolute terms. Despite this growth 

banking assets still remained at a low 51% of GDP in 2006, reflecting low penetration (Euro zone 235.5%). 

This, coupled with expected continued economic development, suggest a potential for further growth in the 

future. The growth of total credits accelerated more rapidly, however also from a very low level, showing a 

growth of 434% and EUR 22.2 billion in absolute terms over the five year period. Total deposits grew with 

203% (EUR 19.1 billion), and reached a level of 28.2% as a percentage of GDP in 2006, which is also low in 

comparison to the 136.5% in the Euro zone
134

. 

 

Household loans have been the main driver of rapid loan growth in the Romanian banking sector throughout 

the period. This segment has increased 

with remarkable 1847% (EUR 11.1 

billion) from 2002 to 2006, however also 

starting from an extremely low level (see 

graph 6.14).  Over the same period 

credits to enterprises have increased by 

287% (EUR 10.4 billion). Nonetheless, 

both loan segments are lacking far 

behind the level of the Euro zone 

countries. Reaching levels of 

respectively 11.5% and 13.8% of GDP in 2006 there is room for extensive growth in both segments as the 

country converges toward the levels of the original EU members.    
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Summing up on the different factors, it is clear to see that the Romanian banking sector has the potential for 

considerable growth in the coming years. Banking intermediation continues to increase, as the total assets of 

credit institutions have been growing faster than GDP. Moreover, the country’s accession to the EU should 

be beneficial in the further development of the sector and help pushing convergence towards the other 

member states. The entrance to the Union is also likely to increase competition in the sector, given the higher 

profitability in the Romanian banking sector, the still low level of financial intermediation and the 

introduction of a regulatory and supervisory framework in line with EU standards
135

. This could affect 

profitability in the sector, but considering the overall growth in the economy and the “catching-up” potential 

of the banking industry, the underlying factors for continued growth and profitability should be in place. Yet, 

the larger exposure to household loans and general rapid loan growth requires close monitoring in order not 

to create asset quality problems.  

6.3.4 Valuation of Raiffeisen Bank S.A. 

The state owned bank Banca Agricola was acquired by RZB in July 2001 for an amount of EUR 59.8 

million
136

 and merged with Raiffeisen Bank S.A. in 2002. The bank is the third largest in Romania with total 

assets of EUR 4.4 billion as of Dec.31
st
 2007. The bank opened 167 new outlets in 2007, and reached a 

network of 433 outlets at the end of that year. The bank serves about 2.2 million customers. This fundament 

makes Raiffeisen Bank a top universal bank on the Romanian market, providing a wide range of products to 

private individuals, SMEs and large corporations
137

. 

6.3.4.1 Analyzing Historical Performance 

Raiffeisen Bank S.A. showed an impressive increase in its performance following the years of the 

acquisition. Interesting to see is whether Raiffeisen has been able to maintain this striking performance in 

recent years. 

  

6.3.4.1.1 Profitability of Raiffeisen Bank S.A. 

Raiffeisen Bank S.A. has performed very well in the past five years. After a negative profit after tax in 2002, 

the bank improved its results significantly in the following years with only a smaller decrease in performance 

in 2006. Looking at table 6.9 below, one can see that the bank improved its ROE drastically in the first three 

years following the acquisition, reaching a peak of 17.85% in 2005. Nevertheless, this decreased to 13.96% 

in 2006. 
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 Table 6.9 Performance Raiffeisen Bank S.A. 

  2002 2003 2004 2005 2006 

Net income (Eur 000) (12,279) 5,152  26,749  51,828  51,612  

ROE -20.17% 7.66% 14.43% 17.85% 13.96% 

Equity multiplier 10.71 15.91 11.16 10.43 11.09 

Profit Margin -0.26 0.06 0.18 0.20 0.17 

Asset utilization 0.07 0.08 0.07 0.08 0.08 

ROA -1.88% 0.48% 1.29% 1.71% 1.26% 

Source: Own creation - for detailed calculations see appendix XI 

 

In comparison to the overall banking sector in Romania, Raiffeisen has achieved a higher ROE in the last 

two years. The sector showed a declining trend in ROE falling steadily from 18.3% in 2002 to 10.7% in 

2006
138

. A further key ratio, ROA, indicates a similar trend as ROE. Nevertheless, this ratio has only reached 

the same level as the overall banking sector in the last two years, which had a ROA of 2.6% in 2002 

declining to 1.3% in 2006
139

. 

Going more into depth with the ROE, it can be seen that Raiffeisen has applied a higher equity multiplier 

throughout the period than the average banking sector. The Romanian banking sector has employed a steady 

level of financial gearing ranging between 7 and 8.23
140

. Because the bank had a negative return on its assets 

in 2002, this problem was only magnified through the higher degree of financial leverage. However, with a 

significantly better ROA in the remaining years and a stable level equity multiplier between 10.4 and 11.2 

(except 2003), Raiffeisen has been able to bring its ROE above the average of the sector in the last two years. 

The higher degree of financial leverage is favorable for the bank’s ROE, as long as it performs well. 

Looking at the second unraveling profit ratio (equation 4.2), which consists of the profit margin, asset 

utilization and the equity multiplier, one can see that Raiffeisen maintained its asset utilization ratio at a 

stable level during the five years (table 6.9). The main reason for the better performance is to be found in the 

increasing profit margin, in addition to the successful employment of a higher degree of financial leverage. 

This indicates that management has been able to successfully restructure the bank and to bring down 

expenses.  

Looking at table 6.10 below, one sees that the bank’s NIM was increasing significantly until 2004, remained 

stable in 2005, and declined to 4.15% in 2006. However, a similar trend has been seen in the general banking 

sector, which has showed a gradually declining trend except between 2003-2004. This trend can be caused 

through fiercer competition and the convergence toward EMU norms. 

  Table 6.10 - Net Interest Margin 2002 2003 2004 2005 2006 

 Raiffeisen Banka d.d. 2.72% 3.78% 4.81% 4.81% 4.15% 

 Romanian Banking sector 6.3% 5.8% 5.9% 4.2% 3.7% 

 Source: Own creation using data from annual reports 

 

                                                      
138 Raiffeisen Research, RZB Group, CEE Banking Sector Report, October 2007 
139 Ibid 
140 Own calculations based on ROE and ROA for the banking sector 
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In the last two years Raiffeisen has achieved a higher NIM compared with the Romanian banking sector. 

This can also partly explain the banks higher ROE in these years, as NIM is the largest single component of 

a bank’s income and thus affects the profit margin to a great extend. 

 

Summing up on the profitability ratios of Raiffeisen Bank S.A. one sees an improving tendency in 

performance, where the bank has achieved a higher ROE and a similar ROA as the overall banking sector in 

the last two years under analysis. This indicates that the bank’s management has successfully implemented a 

turn-around process where they have been able to control costs and increase profits. Also, they have been 

able to increase the bank’s NIM, which only declined from 2005 to 2006, but remained at a higher level than 

the banking sector average. These factors have lead to an improvement in ROA, which management has 

brought up to the level of the remaining sector.  

 

6.3.4.1.2 Asset Quality of Raiffeisen Bank S.A. 

With regard to asset quality it can be seen that Raiffeisen Bank S.A. had a volatile ratio of total loans to total 

assets, which has only stabilized in the last two years (table 6.11). This might also be seen in connection with 

the good performance of the bank in these two years, where it can be assumed that management has lowered 

the ratio of loans to a controllable level. On the other hand, the provision for loan loss ratio has been 

increasing since 2004, which means that bad loans contribute to a larger part of the loan portfolio. 

Unfortunately, no numbers are available for the PLL ratio in the overall banking sector, which makes a 

comparison difficult. Nonetheless, Raiffeisen in general had a higher loan ratio than the Romanian banking 

sector until 2006, which shows that the bank had a larger exposure to loan (or credit) risk throughout the        

 Table 6.11 - Asset Quality Ratios 2002 2003 2004 2005 2006 

 PLL ratio Raiffeisen Bank S.A. -1.20% 0.64% 0.47% 1.15% 1.61% 

 PLL ratio Banking sector n.a. n.a. n.a. n.a. n.a. 

 Loan ratio Raiffeisen Bank S.A. 40.85% 65.10% 56.95% 46.23% 48.27% 

 Loan ratio Banking sector 37.38% 49.06% 44.89% 45.91% 52.65% 

 Source: Own creation using data from annual reports 

 

period. It is hard to give an indication of whether Raiffeisen’s loan portfolio is of a better or worse quality 

than the sector in general, due to the missing PLL ratios for the banking sector. However, as pointed out 

earlier the Romanian banking sector is facing a rapid increase in loan growth, which could lead to a higher 

ratio of bad loans due to the still existing risk in the economy.  

 

6.3.4.1.3 Operating Efficiency of Raiffeisen Bank S.A. 

Taking a closer look at the cost/income ratio (table 6.12) a similar trend is seen to what has been identified 

earlier in this analysis. Here it is obvious that management effectively has managed costs and gradually 

decreased this ratio. Where the overall banking sector has seen a slight increase in the past two years, 

Raiffeisen has improved the bank’s ratio by 68%-points over the five year period. This has brought down the 
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ratio to a level that favorably compares to the banking sector average, even though it is still slightly higher 

than the average, and could therefore be improved even further.  

 Table 6.12 - Cost/Income ratio 2002 2003 2004 2005 2006 

 Raiffeisen Banka d.d. 138.78% 87.62% 85.38% 74.02% 70.51% 

 Romanian Banking sector 62.0% 63.9% 62.1% 67.2% 67.7% 

 Source: Own creation using data from annual reports 

  

6.3.4.1.3 Growth of the Balance Sheet in Raiffeisen Bank S.A. 

In line with the bank’s improving performance Raiffeisen has been able to grow total assets by impressively 

528% from Dec. 31
st
 2002 to Dec. 31

st
 2006, which yields a CAGR of roughly 58%. This is to be compared 

with a CAGR in the Romanian banking sector of 39.5% over the same period
141

. After achieving above 

average growth in the earlier years the bank showed slower growth than the overall sector from year-end 

2004 to year-end 2006, with growth rates of 46% and 35% respectively vs. growth rates in the overall 

banking sector of 54% and 46%. Despite of this Raiffeisen Bank S.A. has retained its position as the third 

largest bank in Romania with a market share of 8%. Overall, the bank has been able to grow its balance sheet 

in a profitable way, where growth has not occurred at the expense of profitability. 

6.3.4.2 Forecasting Performance of Raiffeisen Bank S.A. 

In forecasting equity cash flows of Raiffeisen Bank S.A., the same procedure as was used in the valuation of 

Raiffeisen Banka d.d. will be applied. A similar forecast horizon is also to be applied. 

 

6.3.4.2.1 Forecasting the Income Statement of Raiffeisen Bank S.A. 

With regard to the income statement items (appendix XII) interest income and interest expense have been 

estimated by forecasting margins on future average assets. The margins have been forecasted evaluating 

trends for the bank in recent years and comparing with NIM for the Romanian banking sector. By assessing 

the trends both for the bank and the overall bank industry, it is clear to see that margins are under pressure as 

the competitive landscape intensifies. Additionally, margins are considerable higher than in the Euro zone 

countries, which also makes one expect that margins will decline in the future. Thus, for the year 2007 a 

NIM for the bank in line with the NIM for the banking sector in 2006 was projected under the assumption 

that the bank also in the near future is expected to achieve higher margins than the overall sector. 

Nevertheless, this margin has been forecasted to gradually decline throughout the forecast resulting in a NIM 

of 3.09% by the end of the period. 

Next future levels of loan loss provisions on a percentage basis of loans to customers have been projected. In 

estimating this ratio the past three years performance with a higher weight on the PLL ratios from 2005 and 

2006 were used. This was chosen because the loan loss ratio has been increasing substantially in the past 

years, and under the consideration of the credit risk in the economy due to the rapid increase in total loans in 

                                                      
141 Raiffeisen Research, RZB Group, CEE Banking Sector Report, October 2007 
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the sector. This result in a PLL ratio of 1.25%, which initially might seem a bit optimistic, but it should be 

expected that management can maintain this level in the longer run. 

In this case net fee and commission income has also been forecasted as a percentage of total deposits. Here 

last year’s ratio (2006) with a slight increase every second year has been applied. This has been done 

because NIM are under pressure and the bank therefore has to find an increasing part of its income from 

other operations. In line with an increasing amount of services offered, it is fair to assume that the bank will 

generate a larger amount of its earnings from fees and commission in the future. 

Next overall profit from trading and investment activities as a ratio to trading assets and investments on the 

balance sheet has been forecasted. The percentage average of the past five years ratio was calculated, 

resulting in a value of 20.43%. It is, however, deemed unlikely to maintain such a high profit ratio on trading 

activities for a longer period of time. Thus, forecast ratio has been set to 12.43% used as a profit ratio for the 

forecast.  

The last income item that has been projected is other operating income. This item has been forecasted as a 

percentage of total assets, where the percentage average of the last three years, which yields a ratio of other 

operating income to total assets of 0.32%, has been applied. 

Dividend income has not been forecasted, as the bank only had income from this source in the years 2002 to 

2004. Thus, for the future it is also assumed that the bank will not receive dividend income. 

 

On the expenses side total operating expenses as a ratio to revenues have been forecasted. The bank has 

successfully brought down its cost/income ratio in the past five years. However, the ratio is still slightly 

above that of the average Romanian banking sector. In the light of this and under the assumption that there is 

still room for efficiency gains in the bank, the ratio is gradually decreased during the forecast period. 

Furthermore, depreciation on intangible and tangible fixed assets as a percentage ratio to total fixed assets on 

the balance sheet has been estimated. Here a weighted average of the past five year’s depreciation rate with a 

higher weight on the latest year’s rate was used. Finally, the corporate tax rate was forecasted, which is set 

equal to the Romanian corporate tax rate of 18%. 

 

6.3.4.2.2 Forecasting the Balance Sheet of Raiffeisen Bank S.A. 

Like the case was with the forecast of the Slovenian acquisition, the forecast of future deposits as a growth 

driver is also used in this case (appendix XIII).  

The bank has in the past four years had an average growth rate in deposits of 57% with a declining trend. 

This declining trend is believed to continue, as it is unlikely to sustain so high growth rates. Thus, it is 

assumed that deposits will grow with 25% in 2007, declining to a growth rate of 8% in the terminal year. 

With real GDP growth levels predicted to be between 3-6% annually until 2012 and a further expected 
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increase in financial intermediation in the country, it is deemed to be a fair assumption that deposits will 

have a substantial higher growth rate throughout the period
142

.  

As the second balance sheet item the ratio of customer loans to deposits based on historical performance, 

which yields a ratio of 67.87% over the five year period, has been estimated. However, because this ratio is 

considerably lower than that of the Romanian banking sector, and this in turn is lower than in the Euro zone, 

it is assumed that customer loans grow at a slightly higher rate than deposits. Thus, also in this case a yearly 

growth rate to this ratio was added, which leads to an annual increase in the bank’s loans-to-deposits ratio. 

Next, other accounts on the asset side of the balance sheet have been related to deposits. These items are kept 

at a constant rate based on historical performance. 

On the liabilities side growth in deposits has already been forecasted. Moreover, derivative liabilities held for 

risk management, loans from banks, and other liabilities have been projected as a ratio to deposits based on 

historical ratios. Provisions have been estimated as a ratio to customer loans, where the steady increase in 

this ratio since 2004 was taken into consideration. Thus, a ratio of 0.35% for provisions to customer loans, 

which is slightly above that of last year (2006; 0.31%), is used in the forecast period. Deferred tax liabilities 

have been estimated to be zero, due to the insignificance of this item in previous years and due to the fact 

that these would be very difficult to estimate. The remaining items, being trading liabilities, debt securities 

issued and subordinated liabilities have been kept constant for the forecast period. 

Given the level of shareholder’s equity, which is each year increased by net profit, and the level of assets for 

each year, it is now possible to balance the balance sheet by adding debt or by adding excess cash. Because, 

the bank has a healthy looking capital structure only additional debt has been added in this case. 

6.3.4.3 Cost of Equity for Raiffeisen Bank S.A.  

In the case of Raiffeisen Bank S.A. it has also been chosen to apply the traditional CAPM in order to 

calculate the cost of equity. This is done because Romania is expected to converge toward the standard of the 

EU, and with the implementation of the Euro (expected 2014) a great risk element should be eliminated. In 

addition, the higher country risk in Romania reflected in the country’s credit ratings is accounted for in a 

higher risk-free rate and a higher market risk premium. In estimating the market risk premium, annual 

returns from the BET-C index on the Bucharest Stock Exchange (BSE) were used. This index was 

introduced in 1998 in line with the transformation process of the country. It is of course a limitation that the 

index only contains ten years of annual returns. Nevertheless, it seems to be the best proxy for a market 

return because the MSCI indices do not include Romania. Furthermore, it is not possible to estimate a beta 

for Raiffeisen Bank S.A. as the bank is not publicly traded and never has been. Thus, in this context it was 

deemed appropriate to apply an industry beta for the banking sector in Romania
143

. 

As a proxy for the risk-free rate it has not been possible to find a government bond issued around the time of 

acquisition, but the European Central Bank estimated the interest rate on Romanian long-term government 
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bonds in 2002 to be 7%
144

, which was chosen as the risk-free rate. Now the components of the CAPM are in 

place, which yield the following: 

Rf = 7.0%, Rm = 30.47%,  = 1.1 

 

The bank’s cost of equity can now be calculated, which is: 

 

Re = 7 + 1.1 x (30.47 – 7), thus re = 32.817% 

This rate is to be used to discount the estimated free cash flows to equity holders. 

6.3.4.4 Estimating Equity Cash Flows and Valuation of Raiffeisen Bank S.A. 

The equity cash flows of Raiffeisen Bank S.A. (see appendix XIV) has been estimated in the same way as 

was done in the case of the Slovenian acquisition by using the model in figure 4.1. 

In table 6.12 below one can see the equity cash flows from the years 2002-2011 followed by a terminal 

value, which has been discounted into net present values at the appropriate discount rate. Similar to the 

previous case, the years 2002-2006 are actual values as these have been identified in the cash flow 

statements of the annual reports from the bank, whereas the years 2007-2011 and the terminal value have 

been forecasted. In calculating the terminal value a constant growth rate of 3% has been assumed, which is 

believed to consistent with the longer term growth rate in the economy
145

. 

 

The equity cash flows result in an estimated value of approximately EUR500 million as of January 1
st
 2002, 

which is significantly above the acquisition price of EUR59.8 million. 

This higher value has been achieved through increasing performance resulting in better results year after 

year. Management has been able to improve efficiency considerably and bring down costs. This has 

presumably been done through the implementation of best practices and relying on the expertise of 

Raiffeisen International AG. 

                                                      
144 www.ecb.int  
145 Raiffeisen Research, RZB Group, CEE Banking Sector Report, October 2007 and The Economist 

Year Equity CF in '000

Discount rate 

32.817% DCF in     EUR '000

2002 (66,457) 0.7529 (50,036)

2003 33,969 0.5669 19,256

2004 478,338 0.4268 204,162

2005 632,420 0.3214 203,232

2006 449,651 0.2420 108,794

2007 17,674 0.1822 3,220

2008 19,826 0.1372 2,719

2009 21,450 0.1033 2,215

2010 22,415 0.0778 1,743

2011 22,600 0.0585 1,323

Terminal value 75,103 0.0441 3,310

NPV in '000 499,938

Table 6.12 - NPV of Raiffeisen Bank S.A. as of Jan 1st 2002
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6.3.4.5 Critique of Derived Value 

Similarly to the previous case, the main flaw in the NPV calculation above is the big variance seen between 

the cash flows identified directly in the annual reports (years 2003-2006) and the explicit forecast period. In 

this calculation the terminal value accounts for only 0.5% of the NPV. Also, a check of the cash flow 

numbers from the bank’s published accounts was done in this case. By calculating the free cash flow using 

the same approach as applied in the explicit forecast (see appendix XV), one arrives at a significantly 

different NPV, namely EUR -79.4 million, which is a difference of EUR -579 million compared to the above 

found value. This value seems obscure considering how well the bank has performed since the time of 

acquisition and the growth potential in the country. This again stresses that the most accurate numbers to use 

are highly likely to be those published by the banks themselves. 

An additional critique of this value is that it is not been possible to exclude the value of Raiffeisen Bank S.A. 

prior to the merger with Banca Agricola. This implies that the true value of the acquisition (Banca Agricola) 

is overstated. Nonetheless, as Banca Agricola was the third largest bank in Romania at the time of the 

acquisition
146

, it is assumed that this by far accounts for the majority of the value.  

6.4 Factors Affecting Acquisition Price 
In this paper it was previously pointed out that a great part of M&As have failed to create their expected 

value in the past. This has, however, not been the case with the acquisitions made by Raiffeisen International 

in Slovenia and Romania, which was examined above. Assuming that these calculations were to be accurate 

estimates of a fair value at the time of acquisition, Raiffeisen Banka d.d. could have been acquired for 

EUR128.9 million, which is 3.65 times higher than the actual price paid in 2002. Similarly, Raiffeisen Bank 

S.A. could have been acquired for a price of EUR497 million, which is 8.3 times more than what was paid in 

2001. These findings are slightly surprising compared to what had been anticipated to be found.  It was 

expected that the fair acquisition price of Raiffeisen Banka d.d. would have been below the price actually 

paid, due to the relative bad performance of the bank, but RI has in both cases been able to increase the value 

of their acquisitions, however at a different paste. This could be due to a variety of factors both internal and 

external. 

6.4.1 Internal Factors 

In new geographic markets, a bank is confronted with potentially new risk and increasing monitoring 

problems related to the loan customer base, the operating cost structure, etc. of the target bank. It is clear by 

looking at the performance of the two acquisitions that Raiffeisen International managed these issues better 

in the case of acquiring Banca Agricola in Romania. 

6.4.1.1 Cost Savings 

A main motive in the majority of M&As is to reduce costs. This is also a key reason why the value of 

Raiffeisen Bank S.A. in Romania has increased significantly more than that of Raiffeisen Banka d.d. While 

                                                      
146 http://www.pressetext.at/pte.mc?pte=010723040  
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the former has been able to decrease the cost/income ratio with 68%-points (70.51% in 2006), the later has 

seen an increase in this ratio with 41%-points (95% in 2006). One may argue that the cost cutting potential 

has been greater in Romania, because Raiffeisen already had a subsidiary in the country at the time of 

acquisition, which made it easier to close overlapping branches, eliminate redundant managerial positions 

and consolidating back office functions. However, one would still expect that the cost/income ratio should 

not have increased in Slovenia due to process improvements and revenue enhancements. 

6.4.1.2 Revenue Enhancements 

In the case of revenue enhancements a material difference between the two banks can be seen. While the 

revenues of Raiffeisen in Romania grew with an impressive 567% from 2002-2006, they only managed to 

increase revenues by 22% over the same period in Slovenia (appendix VI and XI). In both countries 

Raiffeisen International has been leveraging their core business by adding complementary and/or better 

products and services. RI has established investment bank and capital management departments in each of 

the countries relying on the expertise of RZB, which holds a leading position within commercial and 

investment banking in the region
147

. This has, as can be seen, been more successful in Romania.  A main 

reason behind this is also the different stage of the economies.  Romania is and was behind Slovenia with 

regards to the development of the overall economy and banking system, which leads to a higher growth 

potential in Romania.  

6.4.1.3 Process Improvements 

These improvements occur when managers transfer best practices and core competencies from one company 

to another. Here, firms benefit from technology and/or skills transfer, which potentially results in both cost 

savings and revenue enhancements. This could be improving the quality of the acquired bank by reducing 

bad loans.  

Looking at the provision for loan losses ratio (PLL ratio) at the two banks, RI has been able to improve this 

in Raiffeisen Banka d.d. in Slovenia, whereas it has deteriorated in the Romanian acquisition. However, the 

PLL ratio in the Slovenian acquisition still remains the higher of the two, 1.75% vs 1.61%. This is an 

indicator that the quality of Raiffeisen Banka d.d.’s loan portfolio is not as good as in Raiffeisen Bank S.A.  

Summing up on the internal factors, it becomes clear by looking at the main obtainable synergies that the 

acquisition of Raiffeisen Bank S.A. has performed better than Raiffeisen Banka d.d.  This may be partly 

explained by the fact that Raiffeisen Bank S.A. merged with Banca Agricola in 2002, meaning that the bank 

had a better starting point for achieving synergies and also already had market knowledge at the time of the 

acquisition. Furthermore, the stronger performance is also to some extent explained by external factors. 

                                                      
147 www.rzb.at 
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6.4.2 External Factors 

Banks are to a great extent influenced by macroeconomic factors, which was also discussed earlier in the 

paper.  The most important economic indicator in this context is believed to be growth in GDP and GDP per 

capita, as these are often seen to be the cause for the raise in financial intermediation.  

6.4.2.1 GDP Growth 

The growth rates in total assets, credits, and deposits, and their relation to GDP is an important indicator of 

how developed financial intermediation is in a given country, and therefore also an indicator of future 

growth prospects in the sector. 

The two graphs below illustrate total credits and deposits in Slovenia and Romania, and their relationship to 

GDP per capita. From here it is clear to see the strong impact on growth in credits and deposits that is 

generated 

 

 

by increases in GDP per capita. The graphs also partly illustrate the different stages of the economy, which 

in turn is an indication of how developed or mature the banking sectors are.  Thus, considering that the 

Romanian economy is relatively far behind that of the Slovenian and far behind that of the average Euro 

zone countries, there is room for substantial growth here. This is also a fair argument supporting the increase 

in the value of Raiffeisen Bank S.A.  

6.4.2.2 Government Stake 

Mainly one factor has been identified that is believed to have a negative impact on the derived fair price of 

Raiffeisen Banka d.d., namely, government involvement in the banking sector. 

The Slovenian government held 22.3% of total assets in country’s banking sector (as of 31/12-2006), 

whereas the Romanian government just held 5.5% at the same point in time. Stronger government 

involvement is believed to have a negative impact on efficiency and therefore costs, which might make the 

Slovenian banking sector less attractive. These are all indicators that would drive down the value of a given 

bank, which is another reason pointing towards a smaller value creation in Slovenian acquisition. 
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The above identified factors support the finding that the positive difference between the acquisition price 

actually paid and the derived fair value should be higher in the case of Raiffeisen Bank S.A. in Romania than 

Raiffeisen Banka d.d. in Slovenia.  
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7. Conclusion 
Mergers and acquisition is an everlasting phenomenon in the business world, and always a topic for 

discussion, as they do not always turn out successfully. In the last two decades a wave of M&As in the 

banking industry have taken place. These have in particular been encouraged through continuous 

deregulations, but also technological innovations have made it easier. With maturing markets in Western 

Europe, banks have increasingly been looking towards east in order to expand and grow their businesses. 

With high economic growth in Central Eastern Europe this has been an obvious target for well developed 

banks. Especially, Austrian banks have been among the most active players in CEE. 

The M&A activity between banks has to a great extent been driven by synergies and market power in the 

case of large banks, whereas cross-border M&A’s have been driven by diversification and growth goals. 

This was seen in the case of Raiffeisen International, which had to seek growth opportunities abroad, due to 

a matured Austrian banking market. Generally, the main source of value addition in M&As arise from 

synergies, where cost savings are often considered to be the most significant. It is critical to leverage on such 

synergies in order to achieve sufficient economies of scale to make a merger successful.  

Many academics argue that M&As often fail and therefore, a thorough analysis of the target should be made 

before engaging in any such activities, where a proper valuation is among the most important aspects. 

In the case of valuing banks the most accurate valuation framework to use is the equity DCF model, where 

free cash flows to equity holders are discounted at the cost of equity in order to derive the NPV. This method 

reflects the fact that banks can create value from the liability side of the balance sheet. A bank’s operations 

have an important impact on which special factors to consider in the valuation of banks. The debt on the 

liability side is part of ordinary operations, which is a main reason why banks are highly leveraged. Doing 

this the debt, e.g. deposits from customers or the borrowing of funds in the money market, is part of the 

operating business and not solely financing. In this way banks are using their equity to establish loans on the 

assets side. 

In comparison to most other companies banks are more affected by fluctuations in the overall economy, in 

addition to monetary and fiscal policy. Essentially, much of a bank’s business involves risking other people’s 

money. Having such a role in society implies that banks are subject to particular rules and regulations, where 

most countries are subject to the international risk-based capital rules declared in the Basel Agreement. This 

sets a standard about how much capital banks need to put aside to guard against the types of financial and 

operational risks banks face. 

All these factors make banks and other financial institutions among the most complex companies to value. 

Not only is valuing banks a challenging task, but this challenge is only magnified when operations take place 

in emerging markets.  

These transitional economies reflect several market imperfections that create more risk and challenges. This 

may question the use of the traditional CAPM to calculate the cost of capital, because an underlying 

assumption of this model is that only systematic risk is important. Thus, this model fits best in develop 

efficient markets.  
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In order to account for the country risk caused by these imperfections, a local CAPM variant to the market in 

question may be applied. A problem with the local CAPM is, however, that it tends to overestimate risk. To 

avoid this, the additional risk could be incorporated directly into the cash flows instead of the discount rate. 

Since many economists believe that the global economy will become more and more integrated, and that 

most emerging markets will develop to be open and efficient, the traditional CAPM can also be used in such 

markets, which has also been assumed in the valuations in this paper.  

 

Raiffeisen International AG is present in 16 CEE markets, where the acquisitions made in Romania and 

Slovenia where identified to further analysis. Performing the valuations of Raiffeisen Banka d.d. in Slovenia 

and Raiffeisen Bank S.A. in Romania it was found that the acquisition price of both can be justified in 

retrospect. These results have been found using several assumptions in order to derive the FCF to equity 

holders. It was believed, before starting writing this thesis that the acquisition price paid in Slovenia would 

not have been justifiable, considering that this has been the worst performing of the acquired banks. But it 

was estimated that both acquisitions had a higher NPV in 2002 than the actual price paid. Nonetheless, 

Raiffeisen Bank S.A. increased its value considerably more, which is also supported by the general higher 

growth in the Romanian economy and a strong performance by the bank itself.  

There is especially one key factor believed to affect the acquisition price, which is growth in GDP and GDP 

per capita, as these are often seen to have the highest impact on growth in financial intermediation. Other 

identified factors relate to how well the two acquisitions have been able to leverage upon potential synergies. 

Looking at the performance analysis of the two bank institutions, it is clear to see that Raiffeisen Bank S.A. 

in Romania to a greater extent has been able to implement cost savings by drastically improving the 

cost/income ratio. Revenue enhancements have also been greater in the Romanian case, where revenues have 

increased at a considerably higher paste than in Raiffeisen Banka d.d.. Reflecting on the provision for loan 

loss ratio, which is related to process improvements, this ratio also remains higher in the Slovenian case, 

despite improvement in recent years. All these facts, support the finding that the acquisition price of 

Raiffeisen Bank S.A. should have increased noticeably more than that of Raiffeisen Banka d.d.. 

 

The results found would most likely look different due to significant events in the world economy that have 

occurred in the past six month. Stock markets all over the world have lost around 50% of their value. The 

shares of Raiffeisen International AG closed at a price of EUR17.70 on Friday Dec. 19th 2008, compared to 

a high of EUR88.50 on Aug. 7th, corresponding to a decline in market value of 80%
148

. Not only banks have 

lost this much of market value, but the root to the current financial crisis is the subprime crisis that started in 

summer 2007. Some persons may argue that this occurred because banks and other financial institutions have 

been given too much freedom in their operations. A lot of deregulations have occurred since the beginning of 

the eighties. Thus, the industry may be taking a step back in the near future to times with more regulations. 

                                                      
148 www.wienerborse.at/stocks/atx/  



73 

 

Mergers and acquisitions that have been made in the banking industry have more had the goal of “savings 

others” rather than goals of growth through synergies and/or diversification. The industry landscape has 

changed due to the current crisis, and it would be interesting to investigate further how this would impact the 

content of this paper.    
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Appendix I - Ownership Struture of Raiffeisen Banking Group 
 

RZB 
Raiffeisen Zentralbank Österreich AG  

 
        Source: www.rzb.at 
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Appendix II – Timeline of Raiffeisen International AG’s Activities in CEE 
 
 
 
 

   1987    2001    2000    1998    1996    1994    1993    1991    2002    2003    2004    2005    2006 

Hungary     Slovakia 

Polen 

     Kosovo 

Slovenia     Belarus     Albania     Ukraine 

Czech Republic 

 Russia 

Romania 

     Bosnia &  

Herzegovina 

 Serbia 

 Bulgaria 

Croatia Russia   Ukraine 

 

                      

Greenfield Investments 

Acquisitions 

 Romania 

Source: Raiffeisen International, Packen Sie unseren Bullen an den Hoernen! Kapitalerhoehung, 2007  
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