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SCR assessment
due September 30

by Jeremy Knepp, jknepp@bkd.com

illions of transactions activated

by personal identification num-
bers (PINs) are switched through
shared automated teller machines
(ATMs) and point-of-sale (POS) net-
works each year. A security compli-
ance review (SCR) for PINs and key
management is a helpful tool for
banks and card issuers in assessing
their exposure to risk.

In conjunction
with the American
National Standards
Institute’s (ANSI)
X9/TG-3 standards
and guidelines, an
SCR has the neces-

sary components to
reduce risk in all organizations that
process interchange transactions.

SCRs should include the proper
handling of cryptographic keys
throughout the five life cycle stages:
creation, transportation, loading,
storage and destruction.

Historically, reviewing security
procedures and systems for compli-
ance to the network’s operating
rules was left to either the network
acquirer member or the processor.
Since 2000, all networks that
process and/or acquire ATM or POS
transactions have been required to
perform an SCR and complete
another review every even year
thereafter.

The next deadline for submit-
ting SCR audit assessments is Sep-
tember 30, 2006. Acquirer mem-

bers and processors are responsible
continued on page 2

Banking on henefits of ESOPs

by Alan Tayloy, ataylor@bkd.com

With proper planning, an employee stock
ownership plan (ESOP) can be an effi-
cient way to transfer ownership within closely
held banks while generating higher returns.

A leveraged ESOP is when the ESOP
borrows money (acquisition loan) to buy
bank stock.

The ESOP can borrow money directly
from an outside lender, or the bank can bor-
row money from an outside lender and, in
turn, loan it to the ESOP. Over time, the
ESOP repays the acquisition loan from bank
contributions and/or dividends.

Leveraged ESOPs can provide tax advan-
tages for a bank and its stockholders not
available with traditional sale alternatives.
They also help preserve an institution’s legacy
and provide employee incentives tied directly
to the bank’s performance.

Stockholder benefits

Generally, the market for stock held by
owners of closely held banks is limited. An
ESOP can provide a market for owners to sell
their stock in a tax-deferred or tax-free man-
ner. The price the ESOP pays can’t exceed fair
market value, which, for privately held com-
panies, is determined by an independent
appraisal.

To achieve the tax benefits available to
owners who sell their stock to an ESOP, cer-
tain requirements must be met. One is for
the selling stockholder to reinvest in qualified
replacement property (QRP) within 12
months from the sale date.

QRP is commonly defined as stocks or
bonds of domestic operating companies. The
tax basis in the stock sold carries over to the
QRP. The deferred tax is realized when the
QRP is sold; however, the QRP will receive a
step-up in basis if held until death, which re-
sults in a complete avoidance of income tax.

Bank’s tax benefits

Because of certain tax benefits available
to the bank, the stockholder buy-out is es-
sentially funded with pre-tax dollars. One of
the major advantages with leveraged ESOPs
is both the principal and interest associated
with the acquisition debt is tax deductible.

Further, an S corporation’s earnings at-
tributable to an ESOP are exempt from fed-
eral and state income taxes (except in states
that do not recognize S corporation status).

Banks and other companies that are
100% ESOP owned and taxed as an S corpo-
ration are essentially free of federal and state
income tax regardless of profitability. Many
companies have enjoyed tremendous success
from this tax structure and the ability to
compound earnings on a pre-tax basis.

Preserve your bank’s legacy
An ESOP can provide bank stockowners

with liquidity while preserving the bank’s

management and operating structure. Gen-

erally, stock is held in the ESOP trust.
Employees are beneficial owners only in

the value of the stock in their participant ac-

counts. Except for a few major events, most

continued on page 4
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Implementing FAS 123R requires significan

by Bryan Bodnar, bbodnar@bkd.com

Financial Accounting Standards Board
(FASB) Statement No. 123R (FAS 123R),
Accounting for Share Based Payment, was is-
sued December 2004 and became effective for
calendar-year-end companies January 1, 2006.

This standard’s most significant change is
that share-based payment transactions result
in compensation expenses recognized in the
statement of income or loss based on the
grant-date fair value of the award.

FAS 123R also eliminates the use of the
alternative intrinsic-value method of account-
ing. Under the Accounting Principles Board
(APB) Opinion No. 25, Accounting for Stock
Issued to Employees, this method often re-
sulted in a compensation expense of zero be-
cause most options had no intrinsic value, Z.e.,
the exercise price and the stock price were the
same at the grant date.

Define share-based payment
It is important to understand FAS 123R’s

scope. The terms share-based payment trans-

action and share-based payment arrangement

SCR assessment due
September 30. . .

continued from page 1

for ensuring full compliance with their
interbank network provider: the New
York Cash Exchange (NYCE), Discover
Card’s PULSE or First Data’s STAR.

For processors, a certified inde-
pendent auditor must complete the
SCR. A qualified auditor is an individ-
ual who has successfully completed
the four-day training course on “net-
work security compliance for PIN and
key management” and should not
have operational responsibilities for
topics referenced in the SCR.

For acquirers, a staff member re-
sponsible for compliance with no oper-
ational responsibility for the area being

reviewed must complete the SCR.
EE S

For more information, contact
Don Smith, BKD Risk Management &
Technology, at 260 450-0208 or
dsmith@bkd.com. =

replace the term stock-based compensation.

A share-based payment arrangement is
defined as “an arrangement under which (1)
one or more suppliers of goods or services,
including employees, receive awards of equity
shares, equity share options or other equity
instruments, and (2) the entity incurs liabili-
ties to suppliers in amounts based, at least in
part, on the price of the entity’s shares or
other equity instruments or that require or
may require settlement by issuance of the
entity’s shares.”

Some common examples of share-based
payment arrangements are not limited to but
include:

P Incentive stock
options
P Performance shares

> Nonqualified stock
options

> Performance unit
awards

v

Stock appreciation rights (cash settled
and stock settled)

Employee stock purchase plans
Restricted stock grants
Phantom stock plans

Restricted stock units

VVVVY

Book value or formula plans

Determining fair value

FAS 123R requires all awards be meas-
ured at fair value. Pricing models will general-
ly be required for both public and nonpublic
companies. Use of both closed-form (such as
Black-Scholes-Merton) and lattice models are
permitted by the standard.

Public companies will essentially follow
the same procedures for estimating disclo-
sures required by FAS 123, except FAS 123R
requires estimation of forfeitures as a compo-
nent of the grant-date fair value calculation.

The challenge to computing the fair value
of awards for nonpublic companies under FAS
123R is to identify the fair value of the under-
lying stock. Specifically, the key issue is to de-
termine the stock’s volatility, one of the most
important inputs to option pricing models.

An alternative computation method is
available to nonpublic companies that cannot
reasonably estimate volatility.

For equity instruments for which fair
value cannot be reliably determined (expected
to be rare), the instrument will be recorded at
intrinsic value and marked to intrinsic value
at each subsequent reporting date through
the income statement.

Equity vs. liability

To determine whether free-standing fi-
nancial instruments should be classified with-
in equity or as a liability, apply the criteria in
paragraphs 8-14 of FAS 150 and the deferral
guidance in FSP 150-3.

FAS 123R provides specific guidance on
classification of certain awards with repurchase

Think green: know wh

by Don Smith, dsmith@bkd.com

Does your financial services institution rou-
tinely monitor its trash for hazardous ma-
terials before it’s hauled to the landfill? Think-
ing green not only helps the environment, but
can help you avoid Environmental Protection
Agency (EPA) fines and preserve your good
standing in the community.

Don’t get caught holding bag

For protection from potential EPA fines,
major trash haulers like National Serv-All and
Waste Management recently revised the terms
of their customer contracts. The new wording
makes customers accountable for disposing of
hazardous materials.

If the EPA is able to trace hazardous waste
from a landfill back to its source, the customer
that disposed of it will be held responsible and
pay the EPA fines, not the company that
hauled and dumped it.

Though the ability to trace certain haz-
ardous material to a particular customer may
seem improbable, the EPA claims the burden
of proof will be on customers to prove they did
not improperly dispose of the material or that
it was not theirs to begin with.

Hazardous materials defined
When many people think hazardous

waste, an ambiguous yet sinister image of

glowing, toxic sludge comes to mind. In reali-



features as equity or liability. In general, if
the employee is not subject to the risks and
rewards of ownership for at least six months,
a puttable (or callable) share will be classified
as a liability.

Also, liability classification is required if a
company is obligated to settle an award in
cash, unless cash settlement can be exercised
only upon the occurrence of a contingent
event outside the employee’s control (addi-
tional accounting considerations are required
for these types of awards).

Transition & disclosure
Most companies will elect the modified

ty, many institutions toss common electron-
ic business items into dumpsters every day,
completely unaware of the serious, environ-

Telephones, cell phones,

radios| televisions and computer
maonitors comprise the bulk

of electronic business waste ...

mental risks posed when these items are
landfilled or incinerated.

Fluorescent light bulbs and unused
cleaning solvents, herbicides, insecticides and
paint aren’t the only culprits. Telephones,
cell phones, radios, televisions and computer
monitors comprise the bulk of electronic
business waste, harmful because of the mate-
rials it’s made from.

For example, television, video and com-
puter monitors use cathode ray tubes (CRTs)
that contain significant amounts of lead.
Printed circuit boards contain primarily plas-
tic and copper, and most have small amounts
of chromium, lead solder, nickel and zinc.

Many electronic products have batteries
that often contain nickel, cadmium and other
heavy metals. Relays and switches in elec-
tronics, especially older ones, may contain
mercury. Also, capacitors in some types of
older and larger equipment that is now enter-
ing the waste stream may contain polychlori-
nated biphenyls (PCBs).

 effort & judgment

prospective application (MPA) when they
adopt FAS 123R. Under the MPA, compensa-
tion costs should be recognized in the finan-
cial statements for new awards and to awards
modified, repurchased or cancelled after the
effective date, as well as for the unvested por-
tion of any outstanding awards.

There are ongoing disclosure require-
ments and certain disclosures required in the

year of adoption.
O

The information provided here may make
FAS 123R seem relatively straightforward, but
it is really quite complex. Implementation
will require significant effort and judgment
from your institution’s management team.

at not to toss in your dumpster

In addition to EPA fines, state and feder-
al hazardous waste regulations also may apply.
If your institution disposes of electronics im-
properly, it could be held liable. At least one
state now bans landfilling or incinerating elec-
tronic equipment with lead-containing CRTs
and batteries, e.g., televisions and monitors.

Reuse, recycle & prevent risk

Following are points to consider as you
establish or improve your waste-disposal pro-
cedures:

> Reuse and recycle to prevent electronic
items from reaching landfills, also creat-
ing less waste.

> Donate usable items to organizations
that need them; many items can be re-
captured as valuable resources.

P> Research relevant disposal information
and resources to ensure old items are
properly discarded before replacing them
with new products.

P> Install a locking bar on your dumpster to
prevent the neighbor down the street
from dumping any hazardous material
into it in the middle of the night.

Careless hazardous-waste management
practices can do irreparable damage to the
environment and could prove costly to your
institution, financially and otherwise. If you
are fined and land on the front page of the
local paper, it could cast shame on your insti-
tution’s good name. m

>
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Remembering Jerry
Lowrance

KD extends its sympa-

thy to the family,
friends and co-workers of
Jerry Lowrance, a manag-
ing consultant with Risk
Management & Technolo-
gy in Springfield, who died
suddenly Sunday, February 5.

“If a client wanted something yester-
day, Jerry would make it happen,” says Don
Smith, a colleague in Fort Wayne. “Every-
one who worked with Jerry quickly recog-
nized the intelligence, financial institution
expertise and passion he poured into the
firm.”

Jerry took time to share his knowledge
and expertise with clients and colleagues.
“Most of all, Jerry was a great friend, and we
will miss his friendship more than any other
attribute he possessed,” says RMT principal
Scott Brouillette.

Joining BKD in 1997, Jerry was a mem-
ber of the technology security and risk man-
agement team. With 30 years of experience
in bank operations and management and
technology, he gave clients valuable insight
into information technology operations,
security and risk management.

He will be missed for his knowledge,
can-do attitude and basic human decency. m

M&A trends for
financial institutions

by Matt Keeth, BKD Corporate Finance,
mkeeth@bkd.com

Seventeen transactions in the BKD service
area were announced in the first quarter
of 2006, an increase compared to 15 in the
same quarter of 2005.

On a national basis, the market fell
slightly with 45 announced transactions in
the first quarter of 2006 compared to 51 in
the same quarter of 2005; however, it is a sig-
nificant drop from the 73 deals announced in
the first quarter of 2004.

From a pricing standpoint, the first quar-
ter was a marked improvement over the same
quarter in 2005. Each of the three commonly
tracked multiples increased: Price to tangible
equity increased from 1.73 to 2.04, price to

continued on page 4
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Banking on benefits of ESOPs. . .

continued from page 1
voting rights are retained by ESOP trustee(s).

How employees benefit

ESOPs can provide long-term employees
retirement security. To participate, you must
be employed full time, be 21 years of age and
work for the bank at least one year.

Stock is allocated annually to eligible
employees based on their compensation rela-
tive to total compensation. For example, an
employee with a $50,000 salary will receive
twice as many shares as one making $25,000.

Employees must earn the right to receive
the assets in their account when they are no
longer bank employees. This right, known as

“vesting,” usually takes from five to seven years.

Through proper communication and in-

M&A trends. . .

formational tools, employees can learn how
their efforts can have a positive effect on the
bank’s financial performance and, ultimately,
on the value of their participant accounts.
According to various studies, employee
ownership typically results in higher employee
productivity and higher profitability.

Is an ESOP right for your bank?
Leveraged ESOPs are inherently complex
and subject to regulatory oversight, which is
especially true for banks. Because of their com-
plexity and evolution over the years, ESOPs are
often misunderstood and underutilized.
However, careful consideration and plan-
ning with the help of qualified ESOP advisors
can result in implementing a succession plan
that yields advantages not found in traditional

Purch Price Multiol continued from page 3
urchase Price Multiples 7% equity increased
(1Q 2004 - 1Q 2006) f 9 04 to 2.80 and
3.50 35 rqm . o. .80 an
price to earnings rose
3.001 % from 17.84 to 21.06.
é_ §. Though these repre-
£ 2507 3 sent an increase over the
§. T2 & | first quarter of 2005, they
£ 2004 £ .
& £ are each a slight decrease
w w . .
1504 20 from multiples in the
1784 previous quarter (fourth
1.00 + + + + + + + + 15 quarter of 2005). m
1Q 2004 2Q 2004 3Q 2004 4Q 2004 1Q 2005 2Q 2005 3Q 2005 4Q 2005 1Q 2006
-l Price to Tangible Equity - Price to 7% Equity <l Price to Earnings

succession alternatives.

ESOPs can become part of an attractive
succession plan provided (1) a bank pays sub-
stantial amounts of income tax annually and
has 20 or more employees, (2) the stockhold-
ers have a substantial amount of taxable gain
that would be realized in a traditional sale and
(3) the bank and its stockholders wish to

avoid ultimately selling to a third party
sk sk

To learn more about ESOPs and how
they might benefit your bank, your employ-
ees and your stockholders, contact your BKD
Financial Services Group advisor. m
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