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• With Merger activity completed, focus is 
now on organic growth to sustain record 
earnings. 
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Company Overview 
 
 In 1998, a merger between California-based BankAmerica and North Carolina 
based NationsBank formed Bank of America, and created the first truly coast-to-coast 
nationwide bank.  Bank of America, headquartered in Charlotte, North Carolina, today 
has a footprint in 29 states and the District of Columbia with 5,885 banking centers, has 
offices in 43 foreign countries, and has over 176,000 employees worldwide.   
 
 Bank of America provides a diversified range of financial services through four 
main business segments, which were recently renamed to better align with company 
goals and objectives.  The current segments are Global Consumer and Small Business 
Banking, Global Business and Financial Services, Global Capital Markets and 
Investment Banking, and Global Wealth and Investment Management.  As you can see in 
the exhibit below, Global Consumer and Small Business Banking contributes almost half 
of the earnings of the bank, and is therefore the most important driver for the business.  
We will touch on the major drivers of each of these business segments throughout the 
report.    
 
Exhibit 1 

BANK OF AMERICA CORP         
Segment Performance Overview        

  2004 
        

(Dollars in millions)  
Total 

Revenue 
% of 
Total     

Net 
Income 

% of 
Total 

             
Global Consumer and Small Business Banking $ 26,857 54%   $ 6,548 46% 
Global Business and Financial Services   6,722 14%     2,833 20% 
Global Capital Markets and Investment 
Banking   9,049 18%     1,950 14% 
Global Wealth and Investment Management   5,918 12%     1,584 11% 
All Other   1,064 2%     1,228 9% 

               
Total   49,610       14,143  

               
Source: Company reports        

 
 
 The company has continued to grow recently through acquisitions.  On April 1, 
2004, Bank of America acquired FleetBoston Financial Corporation in order to increase 
its presence in the Northeast region of the U.S.  This merger has boosted Bank of 
America to the 2nd or 3rd largest U.S. banking institution depending on either 2004 
Earnings, Assets, Equity, or Market Cap, and has created the 9th largest corporation (not 
just commercial banks) worldwide in Market Cap and 5th in worldwide Earnings.1  The 
company�s planned merger integration has continued on schedule according to 
management and all FleetBoston retail locations have successfully been re-branded.  The 
remaining steps left for full integration are just a few system conversions which have 

                                                
1 Company Reports.  
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already commenced, and therefore we believe any more merger and restructuring costs 
relating to this acquisition should be minimized in 2005 (below $100MM).     
 
 In October 2004, Bank of America made another acquisition of National 
Processing Inc. (NPC), creating the second largest merchant processor in the United 
States which will continue to improve their credit card business.   
 
 Although we do not foresee any major merger or acquisition activity from the 
company in the near future, we do feel that their current strong national presence has 
positioned Bank of America for competitive organic growth (7.82% annual five-year 
earnings growth).  With the addition of FleetBoston in 2004, Bank of America had record 
earnings of over $14 Billion, and we believe they will continue to be one of the most 
profitable companies in the world through their �higher standards� values in all aspects of 
their business.     

 

 

Interest Rates and Exposure 
 
 In our report on the Commercial Banking Industry, we explored the relationship, 
or actually the lack of a relationship between the Treasury spread and stock performance.  
Defining the Treasury spread as the difference between the 10-year Treasury Note and 
the 3-month Treasury Bill, we showed very little correlation between both the level of 
this spread, as well as the absolute change in the spread and the returns of the 
Commercial Banking Index. 
 
 Since there is still a fair amount of belief that the spread has predictive power 
with individual bank securities, we applied the same methodology to just the returns of 
Bank of America.  To make sure we fully incorporated all possibilities, we used the 
returns of Bank of America without dividends, and also an adjusted return number which 
includes the impact of dividends. 
 
 The below plots show no visible correlation between the spread and returns, and 
the following correlation plots and regression output confirm this belief. 
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Data Source: Company Reports & Yahoo Finance 
 
 
 
 
 
 
 
  
Exhibit 3 

  Spread Level    Spread Level 
Spread Level  Spread Level 
% Change in BAC -0.00526  % Change in Adj. BAC 0.009912
     

  
Abs. Change in 

Spread    
Abs. Change in 

Spread 
Abs. Change in Spread  Abs. Change in Spread 
% Change in BAC 0.006966  % Change in Adj. BAC -0.00292

Data Source: Company Reports & Yahoo Finance 
 
 
 
 
 
 
 
 
 

Plot of Spread Level vs. % Change in BAC
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Exhibit 4 
SUMMARY OUTPUT   SUMMARY OUTPUT 
Spread Level vs. % Change in BAC Spread Level vs. % Change in Adj. BAC 

Regression Statistics   Regression Statistics 
Multiple R 0.005255   Multiple R 0.009912
R Square 2.76E-05   R Square 9.82E-05
Adjusted R 
Square -0.00446   Adjusted R Square -0.00439
Standard Error 0.090469   Standard Error 0.096717
Observations 225   Observations 225
      

Abs. Change in Spread vs. % Change in BAC 
Abs. Change in Spread vs. % Change in Adj. 
BAC 

Regression Statistics   Regression Statistics 
Multiple R 0.006966   Multiple R 0.002921
R Square 4.85E-05   R Square 8.53E-06
Adjusted R 
Square -0.00444   Adjusted R Square -0.00448
Standard Error 0.090468   Standard Error 0.096721
Observations 225   Observations 225

Data Source: Company Reports & Yahoo Finance 
 
 Further exploring the impact of interest rate changes on the profitability of Bank 
of America, we look at the stability of Net Interest Income.  Their Balance Sheet 
Management group maintains a Net Interest Income forecast utilizing different rate 
scenarios based on the forward market curve.  Through the use of various instruments, 
securities, loans and borrowings, B of A is positioned for stable Net Interest Income 
growth to the extent implied from the forward curve. 
 
 According to Bank of America management, for unanticipated deviations from 
the forward curve, a 100 basis point gradual parallel increase in rates would decrease Net 
Interest Income by 1.5%, where a 100 basis point gradual parallel decrease in rates would 
raise Net Interest Income by .5%.  These sensitivities also assume that management 
would not make any other changes while the rates were changing.  A chart of the current 
forward curve is presented below. 
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Exhibit 5 

 
Source: Bloomberg 
  
 This forward curve is used as our basis for the valuation of Net Interest Income at 
the end of this report. 
 
 

Consumer Demand and Growth Prospects 
 

Given the somewhat commoditized business of lending, Bank of America has 
chosen to focus on customer satisfaction.  With the majority of 2004 Net Interest Income 
growth coming from consumer loans and leases, and almost a third coming from card 
services, Bank of America�s customer satisfaction is very important. 

 
The 2004 J.D. Power survey of home mortgage providers2 shows that compared 

to the other large commercial banks, Bank of America is better when combining all the 
factors of satisfaction, which include Overall Service Experience, Origination 
Experience, Day-to-Day Account Administration, and Contact Experience.  Given their 
high ratings, Bank of America is likely to keep its ranks of 6th in Mortgage Servicing, and 
5th in First Mortgage Production (across all mortgage provides, not limited to commercial 
banks)3. 

 
Our industry report detailed why we feel given a stable long-term rate and an 

improving economy, that loan demand should remain strong.  Additionally, even if there 
is a housing bubble which can be difficult to predict, there is little sign of any potential 
burst given that housing prices are still rising with strength, and thus the value of 
                                                
2 http://www.jdpower.com/cc/homes/mortgage_ratings/index.jsp 
3 Bank of America Fourth Quarter Investor Fact Book 
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mortgages will continue to increase.  Somewhat mitigating this is the fact that fixed-rate 
mortgages (which are tied to the 10-year rate) only make up 64% of mortgages compared 
to 80% in 2003.  Thus, we expect an increase in loan growth, but only moderate 
increases. 

 
Regarding card services, Bank of America is already 1st in organic consumer card 

growth, expense ratio of non-interest expenses per average outstanding balances, and 
debit card issuance.  They are also the second largest acquirer and processor of merchant 
services.  Thus, their strategy is just to continue growing their card accounts at the 
roughly 5% annual rate of the past through a focus on customer services.  With credit 
cards having low switching costs, a focus on the customer will help Bank of America 
keep below industry attrition rates.  Additionally, with the large network of debit cards 
(80% of Bank of America depositors have a debit card) there are circular retention 
benefits with deposits.  One area of growth for card services is in the U.S. Hispanic 
population, which is addressed later in this section. 

  
An alternative area of growth is in Bank of America�s foreign operations, and 

domestic focus on Hispanics.  As for foreign operations, only 6% of revenues were 
generated from foreign sources.  Within the foreign segment as can be seen below, 
Europe makes up 69% of exposure, with Latin America and Asia both representing about 
12%.   

 
 
 
 
Exhibit 6 

 
Source:  Bank of America 2004 10-K   
 
  
 With only 6% of revenues coming from foreign sources, this is obviously an area 
of growth for the company.  While 2004 growth in Europe was strong due to the banking 
sector across Western Europe, with the economies in Europe still struggling management 
does not see a large growth opportunity here for 2005 and we see little reason to disagree.  
However, with Latin American economies improving, this could be a good growth 
opportunity for Bank of America.  The recent acquisition of FleetBoston substantially 
improved their presence in Latin America, and caused a slightly negative organic growth 
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within the legacy Bank of America due to the merger integration.  Bank of America 
should be poised to compete with Citigroup in Brazil (where Bank of America also has 
its largest book of business) in the credit card business, and continue their loan growth 
through their largest Latin American branch network in Argentina.  Bank of America 
mitigates their foreign risks by securitizing a majority of their loans.  Thus, the growth 
opportunity we see for Latin America is reflected in our valuation assumptions by 
contributing to growth in the Non-Interest Income segment. 
 
 A final growth opportunity for Bank of America is in their focus on the U.S. 
Hispanic population.  With the Hispanic population growth rate five times that of the 
general population, and Hispanic Disposable income growing at twice that of the general 
population, Bank of America sees this consumer segment as an important part of their 
growth strategy.  At Bank of America, 46% of all new hires are bi-lingual with 66% of 
those speaking Spanish.  They are currently the market leader for the Hispanic 
population, serving 44% of Hispanic households.  There is tremendous room for growth 
within this segment as 93% of Hispanic households are covered by the Bank of America 
footprint, and currently 40% of Hispanic deposits are not banked.  Additionally, Bank of 
America only represents 14% of the �credit wallet� of Hispanic households, which 
represents loans and credit cards.  Thus, we have taken into account for our valuation the 
growth of this segment in terms of growth in deposits (and fees on deposits) as well as 
growth in Loans (Net Interest Income) and Credit Cards (Net Interest Income and Non-
Interest Income from fees). 
 
 

Commercial Demand  
 
 As you saw in the company overview section, commercial activities within Bank 
of America are the most profitable business segment according to profit margin (42%).  
Making up about 20% of the whole company�s Net Income, commercial banking is the 
second biggest earnings driver for the bank.   
 
 We believe that the economy will continue to be strong and in line with 
economists estimates, and therefore we foresee a pickup in commercial loan demand and 
in the overall commercial banking business.  Corporate credit quality improved in 2004 
as Provisions for credit losses (0.48% of Commercial Loans) declined just under 
$700MM and net charge-offs decreased about 59 percent, and we predict this improved 
credit quality in the corporate loan world to continue with the strong economy.    This 
will help the commercial segment continue to contribute nicely to the bottom line.   
 
 Commercial banking is also a very efficient business for Bank of America, and 
this trend should continue in the future as the company is committed to expense control.  
Their efficiency ratio in this segment is 36.84% (non-interest expense / total revenues) 
versus an overall company efficiency ratio just over 51%.    
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 Management of Bank of America predicts around a 5% increase in commercial 
loans in 2005 due to an increase in commercial lending.  However, reflected in our 
valuation we expect a slightly higher growth rate due to our slightly more positive 
outlook, including economical conditions, improved credit quality and stable long term 
rates as we discussed in our industry report on commercial banks.   
 

Investment Banking and Capital Markets 
 
 The largest portion of revenue in the Global Capital Markets and Investment 
Banking segment was from trading related revenues which totaled just over $3B in 2004.  
Fixed Income revenues made up about half of that number, but we expect this portion to 
decrease in coming years due to the increased focus on equities within capital markets.  
People are getting back into the stock markets after several years of favoring bonds, 
especially with bond prices poised to decrease with the increasing interest rates.  We 
expect the money in trading to shift focus from fixed income to equities.   
  
 Total revenue from Bank of America�s Investment Banking activity was about 
$1.9B in 2004, which makes up about 20% of this segments revenue and 3.5% of the 
company�s total revenue numbers.  In our commercial banking industry report, we 
predicted that overall M&A activity would increase in the next few years as the economy 
continues to improve and consolidation becomes a main driver again in many industries, 
especially high-growth ones.  This should bode well for the investment banking industry 
as a whole, and we foresee an increase in income for Bank of America along these lines 
as well for a couple of reasons. 
 
 First, as the industry rises so will Bank of America.  Second, many top tier 
investment banks have been targeted in litigation suits, such as the Worldcom settlement 
recently, that we feel will hurt the top investment banks� reputations more than Bank of 
America�s.  Although Bank of America is in the top 15 rankings for Global M&A 
Transactions and Global Underwriting in 20044, the Goldmans and JPMorgan Chase�s of 
the world are taking on much more of the risk and also settlements in these cases.  We 
believe there is a possibility of losing interest in these top banks which would lead to an 
increase in activity for Bank of America.  Offsetting this will be that because of the risks 
associated with these cases, we don�t expect Bank of America to aggressively push for 
increased investment banking activities, at least not in the short term.  As you can see 
from the following chart, Bank of America�s U.S. rank and share have remained largely 
unchanged over the past year, and we expect this trend to continue for the above reasons.    
 

                                                
4 Investment Dealer�s Digest 2004 Global League Tables 
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Exhibit 7 

 
Source: Bank of America Fourth Quarter Investor Factbook 
 
 
 A side note to this argument is that Bank of America does have to pay a 
$460.5MM fine in the Worldcom settlement, but it will be taken out of their reserves that 
they have set aside and will therefore not hurt earnings.  Another litigation that Bank of 
America is named in is the Parmalat case which has the potential to be a substantial 
amount (latest figure was a general $10B over all companies named in suit).  However, 
it�s our view that management has good controls set in place for these types of 
settlements.     
 
 These beliefs were all taken into account in our revenue growth projections in 
valuation, which we will discuss more in the valuation section.   

 

Investment Management 
 
 Bank of America moved the Wealth and Asset Management headquarters to 
Boston, MA, showing the importance of the FleetBoston merger in this segment.  As you 
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can see in Exhibit 8 below, the merger greatly increased total client assets for the bank, 
and since the integration client asset levels have remained pretty strong even though 
skeptic analysts predicted a shift of legacy Fleet customers away from Bank of America.   
 
Exhibit 8 

 
Source: Bank of America Fourth Quarter Investor Factbook 

  
 In 2004, expenses grew slightly more than revenues (about 1% more) for this 
segment most likely due to the increased employee incentives.  This led to an efficiency 
ratio over 58%, but we do not predict this trend to continue as management continues to 
drive down the overall efficiency of the bank.   
 
 As you can see from the breakout of the segments within investment management 
in the following exhibit, Premier Banking makes up about 30% of the overall revenues 
and Private Banking makes up 32%.   
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Exhibit 9 

 
Source: Bank of America Fourth Quarter Investor Factbook 
  
 Obviously, this segment�s revenues are very dependent upon the outlook of the 
market in general to get private investors.  As we see a turnaround in the market and an 
increased interest in personal retirement accounts and savings, we expect this to increase 
revenues in this segment, which was taken into account in our valuation.   
 

Competition 
 
Given the nature of Bank of America�s diversified business model, they really 

only face their competition from the other large diversified commercial banks.  These 
competitors would include JPMorgan Chase, Citigroup, Wells Fargo and Wachovia.   

 
 In our industry report, we concluded that the largest companies will have the 
greatest benefits from their economies of scale.  In this group, all companies represent 
some of the top companies in the world, however only Citigroup stands with Bank of 
America in the top ten in the world in terms of market capitalization and earnings.   
 

What Bank of America has done to separate itself in this category is to become a 
truly national bank.  With the recent acquisition of FleetBoston, Bank of America now 
has a large presence all across the country.  Thus, the biggest threat to their currently 
strong position would be another large merger. 

 
Given that there is not currently any merger talks in place, and Citigroup has 

actually been barred from acquisitions by the Federal Reserve recently, we have not 



Yale School of Management � Bank of America Company Report                                  March 21, 2005 

  Page 14 

considered any immediate dilution of potential earnings, but consider any earnings 
dilution from competition only for the terminal forecast. 

 
 

Valuation 
 
 Risks to estimation.  Before beginning our discussion of our valuation process, we 
wanted to first address some of the risks that might cause a shift in our valuation.  Our 
target price may change if there is an unexpected change in interest rates, or any 
unexpected turn in the economy.  Although we feel that management is efficient, there is 
also a possibility that expenses might not be kept as low as we (and the company) 
assumed.  Legal battles that we briefly touched upon in one of the above sections are also 
a huge unknown, even though we assume them not to be material.  We believe that 
management is good at estimating these risks, so unless it is unexpected our valuation 
should not deviate greatly.   
 
 
 Valuation.  We used a DCF analysis for our short term valuation and have an 
estimated fair value for Bank of America stock of $50.55, which implies about 12.5% 
upside potential over Friday, March 18, 2005 closing price of $44.94.  Our projections 
imply a 6% annualized 5 year Revenue Growth translating into a 7.82% 5 year 
annualized growth in net income. 
 
 We list out here our assumptions according to our discussion in the previous 
sections of this report that draw the basis for the underlying growth rates and projections.  
Please see detailed valuation tables and historical financial statements in the exhibits after 
this discussion.  As you will see in our historical financials, we drew historical averages 
and ratios back from 1996 through the present.    
 

• Our WACC of 6.2% was based off of the Cost of Debt from Bloomberg and cost 
of equity utilizing the CAPM.   

 
• Net Interest Income grows dependent upon both the Net Interest Yield between 

the rates on loans and deposits, and also the growth in loans and deposits.  
Initially our model takes into account the flattening of the yield curve and is based 
on the implied forward curve, and Bank of America�s hedges on the short rate 
during this flattening.  In the medium term, we anticipate the yield curve returning 
to a traditional upward slope.  Finally, we anticipate in the long run competition 
will force a contraction of the interest margin.  In line with our discussion above, 
we predict Net Interest Income to continue to slightly rise despite a flattening 
yield environment.    

 
• We kept Provision for loan losses at historical averages since this is a 

management decision and target rate, whereas the real provision and loss will 
depend on specific rates at that time.     
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• With the tightening of the yield curve, we predict Bank of America to increase 

their non-interest income more in the next few years particularly from deposit 
growth since we predict Investment Banking to remain pretty stable.  This would 
therefore bring the gap between net interest and non-interest income closer to 50-
50.  However, in the long run, when we predict rates to increase again, we foresee 
a rise in the portion of net interest income.  

 
• Management expects expenses to remain pretty stable in 2005, but we anticipate 

an increase in line with historical averages continuing into the future.  Since 
expenses are primarily tied to labor, management has some flexibility to expand 
or contract as needed.   

 
• We assumed a 32% effective tax rate based on historical averages.  

 
• We expect moderate consumer and commercial loan growth as detailed earlier 

with fairly consistent reserve for loan losses given the high proportion of 
securitization of loans. 

 
• We expect deposit growth pretty stable over the next few years with a slight 

increase due to rising rates in the mid-term but tailoring back to a more stable 
long term rate.   

 
• Short term borrowings are consistently around 20% of assets.   

 
• Other Liabilities was grown consistent with historical averages.     

 
• We tied Other Assets and Short Term Investments as percentage of revenue based 

upon historical averages and our predicted focus on more fee generating activities 
flowing through Marketable Securities in the long run. 

 
• Our Growth rate for the final year of our projections is 4.4%, and while we 

believe this rate could be sustained for a substantial time period, our Terminal 
Growth projection of 3.25% is used to better match estimated GDP growth.  
Sensitivities to this Terminal rate are shown in Exhibit 13. 

 
  

 Long Term.  For our long term outlook, we used a dividend discount model to 
project an implied long term annual return of 8.29% based upon the following 
assumptions. 
 

• Current EPS of $3.44 according to 2004 Net Income divided by Year End 2004 
common shares outstanding. 

 
• Annualized 5 year growth rate of earnings of 7.82% according to our income 

projections.  
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• Terminal growth rate of 3.25% as discussed above.  

 
• Dividend Payout ratio of 45%. 
 

 
 
 
 
 
Exhibit 10 

DDM Valuation  
Current P/E Ratio 13.05
Current Earnings (ttm) 3.44
Dividend Payout 45.00%
Growth over next 5 years 7.82%
Growth starting at year 11 3.25%
Implied Long Term Return 8.29%
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REPORTS, AND EXPRESSLY DISCLAIM RESPONSIBIITY FOR ANY LOSS 
OR DAMAGE, DIRECT OR INDIRECT, CAUSED BY USE OF OR RELIANCE 
ON THESE REPORTS. 

 


