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Using Enterprise Risk Management To Evaluate
Mergers & Acquisitions Of Financial Services
Firms
Standard & Poor's Ratings Services uses the Enterprise Risk Management (ERM) evaluation process to distinguish

between those financial services firms that are able to moderate incidences of unexpected losses and thus improve

the level of risk-adjusted returns, and those that do not have this capability. For the most part, the acquiring firm is

expected to have an ERM process that allows it to adjust its processes to a changing environment.

An M&A of a firm whose size is significant in comparison, however, creates a situation in which that firm inflicts a

massive change to its own environment. When a merger occurs, Standard & Poor's must determine whether this

transaction significantly changes the environment, which may materially alter its assessment. This process usually

places the firm on CreditWatch and initiates discussions with the firm about the characteristics of the transaction

and the progress of the integration process.

Two major issues relating to ERM are part of the process to resolve the placement on CreditWatch. The first, and

most important, is the project risk management of the integration and implementation project. Second is the impact

of the M&A on the risk profile of the acquiring firm, which includes assessing the ability of the firm's risk

management system to control risk in the newly created firm. If the resolution of these issues is positive, the M&A is

expected to create a fully controlled new entity. If one or both of these issues do not have a favorable resolution, a

significant possibility exists that there could be either a poor return from the transaction or an increased possibility

of an unexpected loss and a negative rating.

Two major phases of an M&A project are: due diligence and implementation. Generally, Standard & Poor's has

discussions with the acquiring firm at one or more points during the due diligence phase and similarly during the

implementation phase. If at any time during either phase, we determine that the firm under review is performing

poorly on any of the ERM issues, it will significantly influence our view of the acquirer's financial strength.

Due Diligence Phase

Integration project risk management

During the due diligence phase, Standard & Poor's looks for assurance that the acquiring firm has a robust risk

management process to identify all of the major risk points of the implementation concerning sales and marketing,

operations, systems, investment, and compliance, for example. Any firm that treats the due diligence phase as the

time to develop a full and detailed integration plan for each of the major risk points, with checkpoints and due dates

for each aspect, is viewed favorably. Financial services firms that cannot articulate such a process are viewed

negatively. We form an opinion about the ability of the acquirer to avoid unexpected problems with the integration

based on the scope, clarity, and degree of detail of the implementation plan. Implementation plans that defer or

ignore major integration issues are viewed negatively. Comprehensive plans that address all of these issues with the

merger are viewed favorably.

At the end of the due diligence phase, Standard & Poor's looks favorably on the acquirer that is able to identify
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clearly the risk management system of the firm being acquired, especially if the acquirer, from that knowledge, is

able to draw up specific risk management plans for the merged operations. Such plans should include details about

what risk management activities should be performed and by which firm—the firm being acquired or the acquiring

firm. For example, would the acquired firm continue with its past practices or incorporate new ones from the

acquiring firm? Would a combination of practices from both firms be more effective? Also, which firm's staff be

accountable for the newly merged firm's risk management system? Standard & Poor's views acquiring firms that

leave risk management planning until after the merger unfavorably.

Risk profile and appetite

Standard & Poor's views that the best practice for the acquiring firm is to assess the risk profile of the acquired firm

at the time of an agreement of sale. In addition, the acquiring firm should have a clear idea of how acceptable the

resulting risk profile of the combined firms will be and how the new risk profile compares with the risk appetite and

preferences of each firm before the merger. If, in any way, the resultant risk profile is unacceptable, the acquiring

firm should have a plan to achieve an acceptable risk profile. Moreover, if the acquisition results in a major

adjustment to the risk tolerance of the newly formed entity, its management should be prepared to explain the

reasons for this adjustment. Throughout the due diligence process, the acquiring firm's management is expected to

refine its view of the risk profile and make adjustments as needed. However, we view unfavorably continual

adjustment of the risk tolerance as more information becomes available about the acquired firm. An especially

important aspect of the risk profile during this phase is developing a full awareness of any risks that were not fully

disclosed or understood during the negotiation phase. Standard & Poor's looks for the acquiring firm to have an

aggressive approach to search for such items that would include, for example, off-balance sheet risks such as

litigation risks.

Implementation Phase

Integration project risk management

Standard & Poor's expects to talk to a firm at least once or more times during the implementation phase. The

optimal time for these discussions are close to major milestones that were identified during the due diligence phase.

Because we do not expect that acquiring firm will have anticipated all contingencies during the due diligence phase,

there should be discussions about the manner in which the acquiring firm handles unexpected findings and steps

that were more difficult than expected. Financial services firms that are able to execute their plans in a timely

manner and make immediate adjustments to plans to resolve new problems are viewed favorably. Financial services

firms that find their implementation dragging for extended periods of time and plans that keep adding significant

deferred items are viewed negatively. During this phase, important implementation issues to discuss include which

key employees should be retained and the degree to which the newly created firm is able to add staff or to streamline

operations for which there are overlaps without creating operational holes.

Standard & Poor's pays particular attention to whether the acquiring firm is keeping control of the newly acquired

businesses or whether it plans to transition from one control system to another, in which there may be periods

during which there are no controls. This is a particular concern if the acquired business has risks to which the

acquiring firm is not familiar. There have been many instances of newly acquired businesses that have mandates to

grow by a new owner that does not understand the risks that they have acquired or because of physical or

organizational distances does not exercise adequate risk controls. We are especially concerned if there is any

evidence of this type of situation. In addition, concern is heighten if there is more turnover among the risk
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management staff immediately before or after the acquisition.

Risk profile

Standard & Poor's looks for prompt implementation of any changes in the retained risks that are identified during

the due diligence phase. Indefinitely deferred implementation of plans to modify the risk profile after the merger are

viewed negatively.

Specific Concerns For Financial Services Firms

Examples of specific areas of concern for mergers and acquisitions of financial services firms include:

• Inadequate assessment of asset quality including investments and reinsurance receivables;

• Quality of underwriting portfolio management and underwriting expertise not assessed;

• Inability to articulate clearly a combined risk appetite;

• Inadequate assessment of credit and counterparty exposure;

• Failure to assess fully market risks;

• Failure to assess regulatory and political risk, including mandatory approvals and requirements;

• No assessment of economic conditions or foreign exchange exposures;

• Back office and internal control weaknesses not identified;

• Failure to meet strategic goals and projected cost savings; (This may arise if businesses are incompatible or a loss

of management focus on the core business.)

• Goodwill or intangible assets overvalued, making return hurdles difficult;

• Excess optimism in evaluating future business growth prospects that could drive excessive risk taking to achieve

unrealistic growth goals;

• Failure to retain key staff in operating and risk management positions and sales staff; and

• Excess focus on short-term earnings accretion rather than long-term value.

Specific Concerns By Business Sector

Insurance

• Outstanding claims, contingent liabilities, and unexpired risks not accurately quantified;

• Failure to determine the impact on group exposures and aggregates especially in terms of high-risk coverage;

• Failure to migrate to a more favorable distribution system or provider network if this was part of the rationale for

acquisition; and

• Inability to integrate different types of sales channels, such as brokerage and career forces.

Financial Institutions

• Lack of timely and robust aggregation of market and credit risk exposures across the combined entity;

• Lack of a clear understanding of the degree of stickiness of deposits of the acquired institution;

• Failure to assess accurately the quality of the loan portfolio of the acquired institution;

• Inability to integrate a consistent valuation methodology across the combined entity and to reconcile accurately

valuation discrepancies for complex structured transactions on the traded portfolio; and

• Failure to integrate and leverage fully the distribution network and footprint of the acquired institution.

Other concerns about acquisitions that do not relate directly to ERM exist, especially the price paid for the new
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business compared with the expected value from acquiring the firm. Standard & Poor's continues to evaluate the

success that financial services firms have in acquiring new firms so that they increase a firm's value.

www.standardandpoors.com/ratingsdirect 5

Standard & Poor's. All rights reserved. No reprint or dissemination without S&P's permission. See Terms of Use/Disclaimer on the last page. 707839 | 300129047

Criteria | Financial Institutions | General: Using Enterprise Risk Management To Evaluate Mergers & Acquisitions
Of Financial Services Firms



Copyright © 1994-2009 Standard & Poors, a division of The McGraw-Hill Companies. All Rights Reserved.

Any Passwords/user IDs issued by S&P to users are single user-dedicated and may ONLY be used by the individual to whom they have been assigned. No sharing of
passwords/user IDs and no simultaneous access via the same password/user ID is permitted. To reprint, translate, or use the data or information other than as provided
herein, contact Client Services, 55 Water Street, New York, NY 10041; (1)212.438.7280 or by e-mail to: research_request@standardandpoors.com.

Ratings Services receives compensation for its ratings. Such compensation is normally paid either by the issuers of such securities or third parties participating in marketing
the securities. While Standard & Poor's reserves the right to disseminate the rating, it receives no payment for doing so, except for subscriptions to its publications.
Additional information about our ratings fees is available at www.standardandpoors.com/usratingsfees.

Analytic services provided by Standard & Poor's Ratings Services (Ratings Services) are the result of separate activities designed to preserve the independence and objectivity
of ratings opinions. The credit ratings and observations contained herein are solely statements of opinion and not statements of fact or recommendations to purchase, hold, or
sell any securities or make any other investment decisions. Accordingly, any user of the information contained herein should not rely on any credit rating or other opinion
contained herein in making any investment decision. Ratings are based on information received by Ratings Services. Other divisions of Standard & Poor's may have
information that is not available to Ratings Services. Standard & Poor's has established policies and procedures to maintain the confidentiality of non-public information
received during the ratings process.

Copyright © 2009, Standard & Poors, a division of The McGraw-Hill Companies, Inc. (S&P). S&P and/or its third party licensors have exclusive proprietary rights in the data or
information provided herein. This data/information may only be used internally for business purposes and shall not be used for any unlawful or unauthorized purposes.
Dissemination, distribution or reproduction of this data/information in any form is strictly prohibited except with the prior written permission of S&P. Because of the
possibility of human or mechanical error by S&P, its affiliates or its third party licensors, S&P, its affiliates and its third party licensors do not guarantee the accuracy,
adequacy, completeness or availability of any information and is not responsible for any errors or omissions or for the results obtained from the use of such information. S&P
GIVES NO EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY WARRANTIES OF MERCHANTABILITY OR FITNESS FOR A PARTICULAR PURPOSE
OR USE. In no event shall S&P, its affiliates and its third party licensors be liable for any direct, indirect, special or consequential damages in connection with subscribers or
others use of the data/information contained herein. Access to the data or information contained herein is subject to termination in the event any agreement with a third-
party of information or software is terminated.

Standard & Poor’s RatingsDirect  |  November 3, 2006 6

707839 | 300129047


	Research:
	Due Diligence Phase 
	Integration project risk management 
	Risk profile and appetite 

	Implementation Phase
	Integration project risk management
	Risk profile 

	Specific Concerns For Financial Services Firms
	Specific Concerns By Business Sector
	Insurance
	Financial Institutions



