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Valley National Bank Report Introduction Valley National Bank is a regional bank holding company headquartered in Wayne, New Jersey with nearly $16 billion in assets after the acquisition of State Bancorp. Its principal subsidiary, Valley National Bank, currently operates 211 branches in 147 communities serving 16 counties throughout northern and central New Jersey, Manhattan, Brooklyn, Queens and Long Island. Valley National Bank is one of the largest commercial banks headquartered in New Jersey. It provides full range of commercial, retail and trust and investment services. 1 The five-year (June 30, 2008-June 30, 2012) period data used in the paper is collected from FDIC website (www.fdic.gov). In this report performance of Valley National Bank overtime is analyzed along with comparison to the data of standard group peer which is a weighted average of all national depository institutions in the industry.



Interest Rate Risk Interest rate risk refers to the exposure of interest rate sensitive assets and liabilities to interest rate movement. Re-pricing gap ratio is calculated by dividing gap with total assets. Gap is the difference between all interest rate sensitive assets and all interest rate sensitive liabilities within a particular period. In this paper, demand deposits and other saving account are treated as 1 year sensitive liabilities. The chart below indicates that Valley National Bank has negative gap ratio for 1year, 3 years and 5 years. The negative data shows that Valley has much less interest rate sensitive assets than interest rate sensitive liabilities in short term. That asset allocation exposes Valley to the interest rate risk on liability side: Valley has to pay much more interests if the interest goes up. Only the gap ratio for more than 5 years is positive. A good reason for that should be Valley has more loans matures in long term than short term. Gap Ratio (VNB) 1 year 3 year 5 year more than 5 year



June 30, 2008



-30.63% -27.65% -11.94% 17.21%



June 30, 2009



-41.65% -39.08% -23.84% 3.38%



June 30, 2010



-38.39% -35.57% -21.99% 3.16%



June 30, 2011



-36.37% -32.78% -22.23% 4.71%



June 30, 2012



-36.59% -34.18% -22.58% 8.92%



Compared to Valley National Bank, the industry level has gap ratios which represent much less interest rate risk. Except 3 year gap ratio for 2008, the other gap ratios are positive which indicates that the industry is exposed to the interest risk on the                                                                                                                         1



 Source  from  Valley  National  Bank  2011  annual  report.  



assets side. And the positive position for all of the 4 time periods keeps increasing year by year. The industry face the risk that when the interest rate goes down, a decrease of income will happen. Gap Ratio (Industry) 1 year 3 year 5 year more than 5 year



June 30, 2008



2.50% -0.71% 2.67% 13.40%



June 30, 2009



7.44% 1.57% 5.01% 15.59%



June 30, 2010



8.23% 5.20% 7.83% 18.07%



June 30, 2011



8.63% 6.87% 9.42% 19.86%



June 30, 2012



8.31% 6.02% 9.49% 21.80%



Note: Data from FDIC.com



The interest rate now is very low because of the bad economic condition. It is very likely that the interest rate will go up as the economic condition comes better. Therefore, it is not a wise decision to leave the balance sheet with a negative gap ratio.



Market Risk Market risk refers to the risk that the bank’s earning may decrease because of the change of market conditions such as the price of assets, interest rate, and market liquidity. Valley’s exposure position in the market- security and trading account are examined to measure the risk.



As shown above, Valley National Bank holds smaller market position than the average of the whole national bank industry. And the ratio of Valley starts to decline from 2011 because of the decreased securities. According to 2011 annual report, many of residential mortgage assets backed securities were sold mainly because the increased prepayment risk resulting from the low interest rate.



The whole industry seems to be more optimistic about the market after crisis. The security and trading account to assets ratio of industry keeps going up since 2008. As of June 30, 2012, the industry average level of security increased 45.6% as compared to of June 30, 2008, from 2,017,365,028 of 2008 to 2,937,407,500 of 2012.



Credit Risk Credit risk is the risk that borrowers default on their obligations because of failure to make the principal and interests payments to banks. Net charge-offs to loan ratio and noncurrent to loan ratio are used to analyze the credit risk. Net charge-offs to loan (NCO/L) ratio is a percentage of debt that the bank believes that it will never receive. The lower the ratio, the lower the credit risk. The graph below shows Valley National Bank has much lower NCO/L ratio than the whole industry average level, which indicates that Valley has relatively lower credit risk than industry. Compared to the industry average ratio, the net charge offs ratio of Valley has a very low volatility. It changes little around 0.3% in the five years during 2008-2012. The industry ratio has a peak in year 2010, mostly because the difficult economy environment after crisis leads to more default on loans.



Noncurrent loans to loans ratio measures the percentage of payments which are paid after the payment due. It is calculated by dividing loans and leases past due more than 90days and loans in a nonaccrual status by gross loans and leases. As net charge offs ratio, a low noncurrent ratio represents low credit risk. The data shows that Valley has lower noncurrent loans ratio too. The noncurrent loans ratio increases from 0.43% of 2008 to 2.46% of 2011. The reason for the increase may be borrowers’ ability to pay the loan on time is weakened by the crisis. The decrease of the ratio for Valley National Bank happens one year later than industry which partially indicates the recovery of where Valley located is a little slower than the whole country.



Liquidity Risk Liquidity risk is the risk that banks fail to pay for the deposit withdraws and other borrowed funds. Cash to deposits ratio is examined both for Valley National Bank and the whole industry. According to the data, Valley has a lower cash ratio than industry average level. While the industry increases its cash ratio from 6.55% to 12.92% since 2008 to 2012, Valley increased little on cash ratio in 2011 from 3.64% to 5.38%, and then drops back to 4.12%. Cash and available for sale (AFS) securities to deposits ratio is also calculated to acquire better knowledge of liquidity. Available for sale securities are also high liquid assets. These securities can be sold whenever the bank needs extra money to pay for deposits and other borrowed funds. The difference of cash and AFS ratio between Valley National Bank and Industry is much smaller than that of cash ratio. In 2008, Valley has higher cash and AFS ratio than the whole industry. After that, cash and AFS ratio of Valley was surpassed by industry average level and stays around 34% until 2012. It declined from 34.65% to 24.86% in 2012. The industry keeps increasing during 2008 to 2012 from 30.09% to 41.37%. The relative low cash to deposits ratio reveals relative weak ability of Valley National Bank to pay deposits with cash.



Borrowed funds is another important way for a bank to raise funds but with higher rates than deposits. Therefore the ability of a bank to repay the borrowed funds is also a critical factor when determine the liquidity of a bank. Borrowed funds to asset ratio is used to measure the bank’s ability to pay the borrowed funds with all assets.



The data shows that borrowed funds/ assets ratio of the industry declines from 11.95% of 2008 to 5.64% of 2012 .Valley National Bank declines in the five years as well as the whole industry, from 16.62% of 2008 to 13.67% of 2012. However, Valley stays at a much higher position than industry average level, which indicates it may has higher liquidity risk than industry average level.



Off-Balance Sheet Activities Off-balance sheet (OBS) activities refers to those activities do not reflect any change under assets or liabilities on balance sheet. Off-balance sheet (OBS) activities create earnings for banks. But at the mean time, the risks such as credit risk and interest risks increase. In order to manage the increased risks, two ratios, derivatives to assets and OBS income to net interest income, are examined.



As the graph above shows that the Valley National Bank has so much lower derivatives to asset ratio compared to its peer group. Looking at derivatives to assets ratio



of Valley National Bank separately, we can find that the ratio increases dramatically from 0.84% to 4.91%. The increasing derivatives ratio indicates that Valley has paid attention on increasing off-balance sheet activities. As mentioned before, off-balance sheet activities bring income to banks. Therefore, the ratio of OBS income to net interest income is calculated to see how much off-balance sheet activities has contribute to net incomes. The reason why net interest income is used rather than net income is to eliminate the effect of noninterest expenses on net income. The data shows Valley National Bank has much lower OBS income relative to net interest income than its peer group. The ratio of Valley National Bank only increased little in 2011 from 16.61% to 24.06%, and in 2012 dropped back to 17.67% which is the average level for this five years. The relatively low OBS income may results from the much smaller off-balance sheet activities size, compare to industry average level.



Capital Adequacy Capital adequacy is required by regulators to ensure banks and other financial institutions have enough capital to get away from bankrupt. According to Basel III, Tier 1 capital ratio ( =Tier 1 risk-based capital/ total risk weighted assets) should be higher than 6%, increased 2 points from 4% in Basel II; and total risk based capital ratio( =Tier 1 risk-based capital + Tier 2 risk-based capital/ total risk weighted assets) should be higher than 10.5%, increased from 8% in Basel II. The graphs show that both Tier 1 capital ratio and total capital ratio of Valley National Bank are lower than its industry average level. Tier 1 capital ratio of Valley National Bank increases from 8.74% of 2008 to 9.95% of 2012, more than three points higher than the requirement of Basel III. The whole industry average level increases from 10.09% to 13.2% during the 5 year period.



In 2011, total capital ratio for Valley National Bank increases to 12.53% from 10.49% in 2008, and then in 2012 it drops back to 11.58%, while the whole industry average level keeps going up from 12.86% to 15.28% since 2008 to 2012. Therefore, both the two capital adequacy ratios indicates that although Valley National Bank has reached the lowest capital requirement of regulators, it still about 2 points behinds the average level of its industry. To stay in a safe position, Valley National Bank needs to increase its capital holding.



Profitability   Return on assets (ROA) and return on equity (ROE) are used to measure the profitability in this report.



Return  on  Assets  (ROA)   1.50%   1.00%   0.50%   0.00%   -‐0.50%  



6/30/2008  



6/30/2009  



6/30/2010  



Standard  Peer  Group  ROA  



6/30/2011  



6/30/2012  



VNB  ROA  



Return on assets (ROA) measures the return generated by every dollar of assets. So the higher ROA is more adorable. We can see from the graph above that the ROA declines sharply from 1.21% to 0.89 % since 2008 to 2009. After that it increases slowly



to 0.93% in 2010, and keeps walking up to 1.01% in 2011. But it drops back a little to 0.91% in 2012. The industry weighted average level of ROA in 2009 jumps from 0.36% in 2008 to negative 0.26%. It keeps going up from 2010. When it comes to 2012, the ROA of standards peer group is 0.99%, a little higher than 0.91% of Valley National Bank. Compared to standard peer group, Valley National Bank always has higher return on assets. But the difference is narrowed as the time goes. In 2012, ROA of Valley national bank has been surpassed by industry weighted average level.



Return on equity measures the ability of a corporation to make profit with what shareholders have invested. The graph above shows that Valley National Bank has an advantage on return on equity over its industry weighted average level. ROE of Valley National Bank drops from 14.74% of 2008 to 10.13% of 2009. After that big decline, ROE of Valley National Bank changes little in the following three years. But the data shows that ROA of 2012 is 9.12%, a 12.39 percent decrease from 10.25% of 2011. Just like Valley National Bank, the industry weighted average level also faces a decline of ROE in 2009, from 3.55% to -2.65%. What’s the difference is that the industry weighted average level of ROE keeps going up dramatically after 2009. And at 2012, the industry weighted average level of ROE is 8.84%, just a little lower than 9.12% of Valley National Bank. Based on the analysis above, it seems that Valley National Bank recovers from the depression slower than the industry average level. Although the data shows that Valley National Bank still has higher profitability than industry average level, the advantage has been eliminated.



Sovereign Risk Sovereign risk refers to the risk that foreign economic changes may lead to a loss of foreign investments or other assets in foreign country of banks and financial institutions. Valley National Bank is a regional bank and its institutions mainly located in New York and New Jersey. It hasn’t start foreign business yet. Therefore, Valley doesn’t have any foreign deposits, loans, and securities. In this case, sovereign risk for Valley National Bank can be ignored.



Risk Management Valley National Bank has its own business model in these trying times. It keeps away from those riskier loans rather than pursuing for its own sake. In order to lower down the interest rate risk, the Asset/ Liability Management Department of Valley National Bank tries to match the inherent risk and the cash flows of assets and liabilities by selling low yield residential mortgage in second market, change maturity of new originations. To manage the credit risk, Valley diversified the loan portfolio according to the types of portfolio and the loan. What’s more, Valley analyzes the actual cash flows quarterly to adjust the credit loss expectations. Derivatives are also used to manage interest rate risk and liquidity risk. Valley National bank enters into interest rate derivatives market to manage the exposure to interest rate movements by managing the amount, sources, and duration of assets. Interest rate swaps and caps are used as a crucial part of its interest rate risk management strategy.



Conclusion For the five year period from 2008 to 2012, Valley National Bank has a higher profitability than its industry average level. But the advantage has been eliminated as the time goes. The data shows that Valley National Bank recovers from the crisis slower than the industry average level. The capital adequacy of Valley National Bank is higher than the Basel III requirement but still lower than its peer group. As Valley National Bank does not have foreign investment and assets, it does not need to worry about sovereign risks. Valley National Bank performs very well on credit risk management, both net charge-offs to loan ratio and noncurrent to loan ratio are lower than industry average level. Valley National Bank also holds less securities and derivatives than industry, which keeps it away from the market risk and off-balance sheet risk. . But the gap ratio shows the exposure of Valley National Bank to interest rate risk is notable. The bank should pay attention to the re-pricing gap and rebalance the maturity



structure of assets. And the liquidity ratio indicates Valley National Bank’s ability to pay back deposits and borrowed funds with cash are relatively weak compared to its peer group. Overall, Valley National Bank is a developing bank with a not bad financial condition. It has a much smaller size than those big financial institutions, which sometimes is an advantage on risk management. By analyzing the financial statements, Valley National Bank does not have big changes in most of its financial positions such as net charge-offs, return on assets and securities during the crisis. It seems that the bank gets through the crisis smoothly, which also gives investors confidence about the future of the bank.
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