
Foulquier emphasize, the discount
factor for a private firm is going to
be much higher than for most states
and this sets up a fundamental pre-
sumption that any asset is likely to
worth more to a state that to a pri-
vate firm, an obviously more ques-
tionable proposition for reasons
described below. 

Investors in private firms take on
bankruptcy risk that is not shared
by most states or that is typically
much higher than the bankruptcy
risk of a state. Second, investors
face volatility in future values of pri-
vate assets so there is a risk premi-
um associated with the value of
their claims on assets, for which
they will also demand to be com-
pensated. Third, private firms are
not able to borrow all of the value of
the assets of their firms because
lenders demand that firms have
some “skin in the game” along with
the lenders investment in the firm.
This reduces the risk to lenders
that the firm’s owners will take
excessive risk with the assets of
the company and it increases the
collateral available to lenders
should the firm fail. Thus the cost of
capital includes higher cost equity
capital, a higher rate of return than
the interest cost of debt, as well as
the cost of debt, which, in turn, is
also higher for a private firm. For
both reasons, private firms must
earn a higher rate of return to
secure and hold capital than a state
would.

There is another key difference
that sets up a presumption that an
asset is worth more to a state. That
difference is taxation. A private firm
has to pay taxes so that even if it
earns the same net cash flow ignor-
ing taxes, R in the equation, it does
not receive all of it. Instead it
receives R (1 – t) where t is the tax
rate. If the tax rate is one-third, for
example the same stream of profit
for a private sector firm will be
worth one-third less to a private
firm because the owners of the pri-
vate firm lose one-third of the annu-
al value of the asset to the tax col-
lector. For a state that is exempt
from federal taxation, the same pro-

the annual toll revenue less the
costs of operating and maintaining
the road.2 Suppose that the net cash
from the asset grows at rate p annu-
ally reflecting a steady pace of gen-
eral price inflation in road costs and
other prices and a pace of increase
in the relative price of the toll to
keep road use in line with its capac-
ity from now on. The value of the
asset is the present value of all the
future net cash flow from the road.

To find the present value in this
case, one divides the initial net cash

could boost the annual return from
the toll roads, which is the major
exception (actually the rule in pri-
vatizations).

But their implicit case against
privatization does not hold up as a
generalization. To see why, we can
examine what a road or other asset
is worth to the state as compared
with its value to a private sector
firm to focus on the key determi-
nants of the value difference. 

To keep it simple, suppose that
there is an asset, in this case a road,
that has an initial net cash flow or
profit to the owner of $R per year
and the asset lasts forever. The
annual net cash flow in this case is

flow by the “discount rate” (d) less
the rate of growth of annual net
cash flow (p). A formula for the val-
ue of the asset (V) to the state is: 

V = R/(d – p) 

The formula shows the key fac-
tors that influence the value of an
asset and makes it easy to see why
the same asset might have different
value to another owner. 

What is the value of asset to the
private firm? The valuation process
is the same and the value would
also be the same if the inputs in the
equation are the same, but that is
not likely.3 First, as Amenc and

The state of Indiana passed leg-
islation in March 2006 that
allows the state to lease the

Indiana Toll Road across Northern
Indiana for $3.8 billion.

The lessee is Statewide Mobility
Partners, a joint venture of McQuar-
ie Infrastructure Group of Australia
and Cintra of Spain. As with any leg-
islation involving so much money,
arguments circulated from all sides
and thoroughly confused the discus-
sion with fallacious or specious
arguments about the benefits or
costs of the decision to privatize the
road. Few, if any, on either side dis-
cussed the key issue, what is a road
worth, and, in particular, is it worth
more or less to a private company
(at least $3.8 billion) than it is to the
state.

Did the state get a bargain? 
The economic case for privatiza-

tion of a road requires a comparison
of what the road is worth to the
state versus what the state gets if it
privatizes it. If the state receives
more for the asset than it is worth
to the state, then the state and its
taxpayers gain. If the reverse is
true, that is, the road is worth more
to the state than the payment by
the private firm, then the taxpayer
loses. And the payment by the pri-
vate firm is largely determined by
the value of the road to the firm.

Stephen Fidler (Financial Times,
March 7, 2006) points to a new
study that suggests that assets are
more likely to always be worth
more to the state that they are to
the private sector. The study of a
recent French sale of a 50.4 percent
interest in a franchise called ASF
that already managed French toll
roads was “absurd,” according to
the authors of the study, and
according to Fidler, called into ques-
tion “all privatizations by credit
worthy governments that are driv-
en by purely financial concerns.”1
The authors of the study note that
there are exceptions to the case
against privatization, but in their

view there are compelling reasons
why privatization is poor public policy.

In their particular case, the man-
agement and control of ASF was
already in private hands, so there
were no cost saving or revenue
increases that were likely that
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NOT WORTH $3.8 BILLION TO STATE
BY DR. JOHN A. TATOM
john.tatom@isunetworks.org

Many voters would bristle at the idea that there
is an inherent advantage of state ownership.
And usually there is not such an advantage,
because the powerful advantages of state

ownership are overwhelmed by inefficiencies
of ownership and management by state

bureaucrats. But tax differences and differences
in the cost of capital have huge effects on the

value of the same asset, depending on whether it
is owned by the state or by a private firm.

The lower cost of capital alone would suggest
that virtually all economic activity is cheaper and
if taken over by states that borrow to pay existing

market prices of private sector assets.



ject or asset is worth 50 per-
cent more than it would be to
a private investor, ignoring
other factors ($1 versus
$0.67, per dollar of before-
tax net cash flow R). In the
Indiana Toll Road case, the
tax in question is the feder-
al income tax, which is not
levied on the state’s income
from the toll road, but would
be levied on the income of a
private lessee. 

Thus the case against pri-
vatization rests on the fact
that the discount factor or
cost of capital (d) is higher
for a private firm than a
state and the net cash flow
of a private firm is lower
because of taxation of its
profits [(1 – t) R instead of R
in the equation above]. But
the other two terms in the
valuation equation are also
not likely to be the same for
a private firm and economic
theory suggests that the dif-
ferences in the net cash flow
and its growth rate will
favor private sector owner-
ship. Indeed it is the differ-
ence in net cash flow that
favors privatization. 

First, net cash flow is
likely to be higher for a pri-
vate firm than a state-
owned asset. The reason is
that a private firm will mini-
mize cost and will deter-
mine prices or output so as
to obtain the biggest excess
of gross revenue over cost.3

State-owned assets are
managed with other consid-
erations in mind, especially
increasing the reelection
chances of state officials.
Thus states tend to have
excessive costs in deliver-
ing services, especially
labor costs because of
excessive levels of employ-
ment and sometimes exces-
sive wage levels. States also
do not set prices at levels
that maximize the market
values of assets. Political
pressures, including con-
cerns for availability of state
services to low-income vot-
ers, and voter discontent
with the perception of high
prices of state services usu-
ally hold prices down and
slow the pace of price
increases. Thus costs are
higher, gross revenue is
lower and so net cash flow is
lower, as is its growth rate. 

Successful privatization

rests on improving the effi-
ciency of use of assets and
pricing services in accor-
dance with the value to
users. The popularity of pri-
vatization rests on deliver-
ing greater value at lower
cost to voters and other
consumers. And the gains in
net cash flow, R, and secon-
darily its growth rate, p, are
sufficiently large in many
cases to make the value of
an asset to a private firm
greater than it is to the gov-
ernment, notwithstanding
the tax and cost of capital
difference that private firms
must pay and earn, respec-
tively. As a result, the key
characteristic of market
transactions holds with pri-
vatizations: the buyer of the
asset gains, as does the sell-
er of the asset, the state and
citizens.  

Many voters would bris-
tle at the idea that there is
an inherent advantage of
state ownership. And usual-
ly there is not such an
advantage, because the
powerful advantages of
state ownership are over-
whelmed by inefficiencies of
ownership and management
by state bureaucrats. But
tax differences and differ-
ences in the cost of capital
have huge effects on the
value of the same asset,
depending on whether it is
owned by the state or by a
private firm. Indeed, the
lower cost of capital alone
would suggest that virtually
all economic activity is
cheaper if taken over by
states that borrow to pay
existing market prices of
private sector assets. Some
voters also benefit from the
inefficient use of state
assets, through obtaining
higher paying jobs than they
would have otherwise, or
obtaining services that
would be more expensive or
unaffordable if they were
not provided through the
use of state-owned assets.

At the end of the day,
however, these advantages
of state ownership typically
are dominated by the ability
of private firms to use the
same assets to generate
more value relative to cost.
The breakdown of socialist
states over the past 20
years and continuing shift of

state assets to the private
sector reflect the dominant
economic performance of
private enterprises and
actual realization, in many
cases of the bankruptcy of
state ownership.

The evaluation of particu-
lar state privatizations
depends on the facts in each
case. The Indiana Toll Road
privatization may or may
not have been a bargain for
the state. There is strong
evidence that the state did
not price the toll economi-
cally because the toll had
not changed in 20 years
despite a near 90 percent
rise in other prices over the
period. Costs were inflated
as well, as the state relied
on antiquated technology to
collect tolls and maintain
the road. Another possibility
is that the private sector
bidders for the road may
have made a mistake. In
particular, they may have
paid too much for the road,
that is, more than the road is
worth to their investors.
The bottom line is that
under a broad range of plau-
sible economic assumptions
about the future net cash
flow from the road under
continued state ownership,
the road was not worth $3.8
billion.

p Tatom is director of research
at Networks Financial Institute.

(1) See, Noel Amenc and Philippe Foulquier,
“The issue of the discount rate for motorway
franchise holders: the case of ASF,” Edhec Risk
Management Research Centre, March 2006,
Nice, France.

(2) In practice, the net cash flow is a measure
of economic profit that differs from taxable
profits because of differences in economic
depreciation from tax depreciation and other
accounting differences. Those differences are
ignored in the discussion.

(3) The discussion of the value to a private
company here assumes that the road is pur-
chased instead of a purchase of a 75-year
lease. There is little difference, however, in val-
uation and the purchase of the road is simpler
to value and simpler to compare to state own-
ership. For example, at a discount rate of 10
percent, the value of a given fixed annual cash
flow from the road that is owned outright is less
than 0.1 percent larger than if the lease is held
for 75years. On a $3.8 billion lease, that differ-
ence is about $3 million, or a rounding differ-
ence for customary reporting.

(4) If net cash flow in any period is dependent
on net cash flow in other periods then the deci-
sions required to make value (V) as large as
possible will be a little more complicated, but
the point is essentially the same.
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Two very different positions on
the issue of an optional federal
charter for the insurance

industry emerged during NFI’s third
annual Insurance Reform Summit in
March. One argument supports the
optional federal charter that puts the
federal government in the regulatory
driver’s seat. The other favors pas-
sage of the State Modernization and
Regulatory Transparency Act, which
would leave the primary power in
the hands of the state with the option
of deferral to the federal govern-
ment.

As the search for a regulatory
solution continues, optimists antici-
pated action by Congress this year
while others say it might take years.

The purpose of this year’s 3rd
Annual Insurance Summit in Wash-
ington D.C. on March 1, 2006 was to
review, discuss, and debate the cur-

rent regulatory system for the insur-
ance industry and plans for the
future. Currently, insurance is regu-
lated by individual states.  As Dr.
Scott Harrington, the Alan B. Miller
Professor, in the Health Care Sys-
tems and Insurance and Risk Man-
agement Departments in the Whar-
ton School of the University of Penn-
sylvania pointed out, this is causing
some major issues and inefficiencies
in the system.

For example, insurance compa-
nies must adhere to 50 different sets
of regulation if they want to sell
insurance in all 50 states, creating
confusion for the insurance company.
Dr. Harrington also pointed out there
are extra costs and delays in approval
of policies and forms with the cur-
rent state-based regulatory system.
Another important factor is there are
many underwriting and rate classifi-

cation restric-
tions placed
on companies
by the states.

The cur-
rent proposal
of an optional
federal char-
ter includes
leaving the
state regula-
tor system in place and adding a fed-
eral chartering and regulatory
regime so that insurance companies
can decide who their regulator will
be. This proposal would help elimi-
nate a lot of the extra costs and inef-
ficiencies associated with the current
state-based system. It would also
allow for a more open and competi-
tive market.  

However, Allesandro Iuppa, the
current Presidnet of the National
Association of Insurance Commis-
sioners, presented a different point of
view. He pointed out that if optional
federal charter were enacted, this
would add confusion for consumers.
For example, if a consumer buys life
insurance through a federally-char-

ter company and auto insurance
through a state-charter company,
they could get confused between the
different regulations.  Another prob-
lem is how would customer com-
plaints about a federally-chartered
insurer be handled? Since they are
currently handled by the state, would
new federally regulated agencies be
set up to handle complaints on feder-
ally charted insurance companies?
Iuppa and the NAIC feel that an
optional federal charter would create
problems and pitfalls for the system.
He believes that creating more uni-
form regulation at the state level, the
current aim of the NAIC, is a better
option to go with instead of federal
charter. Overall, I learned a great
deal from this summit. The most
important fact that I took away from
this summit is that almost everyone
agreed that there needs to be change
and modernization in the current
system. The argument is, what form
this change should take. Time will
tell and it will be interesting to watch
as the future of the insurance regula-
tory system evolves in the upcoming
years.
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The National Foundation for
Educational Research defines
financial literacy as the ability to

make informed judgments and to
take effective decisions regarding the
use and management of money.

Networks Financial Institute
views financial literacy as a “subset”
of literacy itself, a discrete skill set
that it is important for people to
become proficient in so that they
reach a level considered to be func-
tional in our society.

Other types of literacy that have
become better known include health
literacy, media literacy and technolog-
ical literacy.

Grover Whitehurst and Christo-
pher Lonigan allude to “changing
conceptualizations of what consti-
tutes literacy; . . . recent years have
seen the concept of literacy extended
to any situation in which an individu-
al negotiates the environment
through the use of a symbolic
system.” 1

By this definition of literacy, the
relationship of the individual to money

issues is most certainly part of the
rubric of literacy.

It has become widely recognized
that literacy, as the foundation for vir-
tually all other subject areas, needs to
be taught from the very earliest ages;
this focus on early childhood literacy
is known as emergent literacy. 

“Currently, emergent literacy has
superseded the concept of reading
readiness in early childhood educa-
tion. Emergent literacy is encour-
aged by the developmental theory of
Lev S. Vygotsky and indicates that
children do not learn to read immedi-
ately after they are believed to be
ready. Instead, the process of learning
to read develops and drags out loose-
ly over an extended duration as chil-
dren accumulate knowledge of and
experience with the spoken and writ-
ten language.”2

Ritchie and others also contend
that there is no clear distinction
between reading and non-reading in
the emergent literacy phase but that
the transition from being a non-read-
er to a reader happens on a develop-

mental continuum.3 Following this
premise, NFI contends that, similarly,
the core concepts that undergird
financial literacy (delayed gratifica-
tion, goal setting, philanthropic giv-
ing, earning, spending) also need to
be emphasized and supported from
the very earliest ages, if students are
to transition into financially literate
consumers. Addressing financial lit-
eracy as early as grades K-2 lays the
groundwork for more advanced stud-
ies of financial literacy that typically
appear in the later years of K12 edu-
cation, through the subjects of eco-
nomics, business education, family
and consumer sciences, and mathe-
matics. Research in emergent litera-
cy shows that “children need to learn
mainstay concepts . . . from which
more complex and elaborated under-
standings and motivations arise.” 4

As a subset of literacy, then, par-
ents, teachers, school districts,
boards and departments of education
and our entire nation must come to
terms with the fact that students can-
not afford to wait until middle or high
school to begin learning about finan-
cial literacy. “Educators need to adopt
and meaningfully apply the view of
consumer education as a lifelong pro-
cess, which should be initiated early
to ensure responsible consumer
behavior that will continue into adult-

hood.”5 NFI is preparing a position
paper advocating early financial liter-
acy education; it will debut at NFI’s
2006 Indiana Financial Literacy Con-
ference on April 10 in Indianapolis
and will subsequently be available on
NFI’s website.

For more about the conference,
visit NFI online: networksfinancial
institute.org.

p Godsted is director of outreach and
McCormick is research coordinator
at Networks Financial Institute.

(1) Whitehurst, Grover J. and Christopher J. Lonigan. “Emer-
gent Literacy: Development from Prereaders to Readers.” In
Neuman, Susan B. and David K. Dickinson, eds., Handbook
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T he banking sector plays a
very important role in the
state economy. In 2005,

there were a total of 35,580
employees (full-time equivalent)
working for both savings institu-
tions (5,039) and commercial
banks (30,541) in Indiana. Com-
mercial banks are the source of
most of the jobs in the industry.
Although the number of savings
institutions and commercial
banks declined over the past 10
years, total number of employees
working in the industry is higher
than what it used to be in 1995 by
3,180 jobs.  

Savings institutions and com-
mercial banks had total assets of
$15.9 and $85.8 billion, respec-
tively, in 2005. Total assets of
commercial banks peaked in
2002 with $114.1 billions. Com-
pared to 2005, this represents a
24.7% drop.

Savings institutions have seen
their total assets peak in 2000
with $16.9 billion. In the follow-
ing year, total assets dropped
sharply to $14 billion.

However, since 2001, it has
steadily increased.  

The number of commercial
banks in Indiana declined to 131
from 140 in 2005. In the same
period, the number of savings
institutions declined to 55 from
57.

Mostly due to consolidation in
the banking industry, the number
of commercial banks and savings
institutions dropped almost
every year beginning in 1995. 

Business lending by Commer-
cial Banks peaked in 2001 with
$12.7 billion. After 2001, busi-
ness lending by Commercial
Banks continued to decline until
2005. However, in 2005, it
increased by 7.43 percent to $9.5
billion.

In 2005, Savings Institutions
provided $801 million to the
business sector. Considering that
business lending by savings
institutions was only $330 mil-
lion in 1995, this represents a
significant increase.

Financial institutions per-
formed very poorly in 2005.
Except for 2000, when the nation
economy skidded into recession,

2005 was the worst year in over
a decade. Commercial banks
received the best return on the
equity investment in 2003 with
21.6%. It was the highest for
Savings Institutions in 1998 with
13.0% percent. For the last two
years, return on equity declined
for both Savings Institutions and
Commercial banks.

However, the percentage of
unprofitable institutions in the
industry also declined in 2005 to
7.27% and 2.29% respectively. In
2004, there were 7 unprofitable
commercial banks in Indiana. In
2005, the number declined to 3.
The number of unprofitable sav-
ings institutions has been declin-
ing since 2002. There were 4
unprofitable savings institutions
in 2005, down from nine in 2002.
Thus for both banks and savings
institutions, the decline in prof-
itability was very widespread.

Over the last 10 years, the
average percentage of unprof-
itable institutions in Indiana was
3.28% which is lower than
nation’s average of 6.04%. How-
ever, Savings and Loans Institu-
tions in Indiana performed poor-
ly compared to the nation with
8.01% vs. 7.05%.

Commercial banks in Indiana
had a higher average return on
equity over the past 10 year with
15.17% compared to nation’s
average of 14.23% for the same
period. Especially during 2003
and 2004, Indiana banks signifi-
cantly outperformed national
commercial banks in regards to
return on equity.

For the both these two years,
return on equity of Indiana banks
were over 20% compared to
national commercial banks return
on equity of 15.31% in 2003 and
13.74% in 2004. 

Although commercial banks in
Indiana were doing relatively
better than commercial banks in
the rest of the country, savings
and loans institutions were
behind both in terms of return on
equity and percentage of unprof-
itable institutions. Over the past
year, average return on equity of
Savings and Loans Institutions in
Indiana were 8.76% compared to
nation’s 11.13%.
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Source: Federal Deposit Insurance Corp. NFI

On the decline
The number of savings institutions and commercial banks in Indiana has declined
since 1995.

Source: Federal Deposit Insurance Corp. NFI

The percentage of unprofitable institutions
Over the last 10 years, the average of percentage of unprofitable institutions in 
Indiana was 3.28 percent lower than the national average of 6.04 percent.

Source: Federal Deposit Insurance Corp. NFI

Return on equity for commercial banks

Source: Federal Deposit Insurance Corp. NFI

Return on equity for savings institutions



F inancial literacy is becoming
widely recognized as a funda-
mental problem everywhere.

Up to 40 million Americans do not
use mainstream banking services.
According to a survey conducted by
FleetBoston in September 2003,
only 27 percent of U.S. adults feel
well-informed about managing
their own household finances.

NFI has organized a conference
focusing on issues surrounding
adult financial literacy.

The March conference in Indi-
anapolis will focus on the broad
issues of what constitutes adult
financial literacy, how it is assessed,
how it can be improved and why
adult financial literacy matters.

Among other topics, the confer-
ence will discuss what every adult
should know or be able to do to con-
sider himself or herself financially

literate and able to make sound
financial decisions; what con-
sumers know about the financial
requirements of daily life, financial
services opportunities and how to
make effective decisions; how stan-
dards are changing; what the role of
our educational institutions is in
making students and young adults
literate; and whether better regula-
tion is needed.

A panel of national experts on
finance and financial literacy at the
conference will include:
- Zvi Bodie, professor of finance
at Boston University, one of the
nation’s leading experts on finance
and a well-known author of the
leading textbook on investments;
- Lewis Mandell, professor of
finance at the State University of
New York at Buffalo, author of
numerous studies on financial

literacy and developer of a high
school test of financial literacy that
has been used for more than 10
years to assess the nation’s finan-
cial literacy;
- Annamaria Lusardi, professor
of finance at Dartmouth College
and a national expert on financial
literacy;
- Robert Lerman, professor of
finance at American University;
and
- John Caskey, a professor of
economics at Swarthmore
University.

Also at the conference, financial
researchers will take a look at the
financial service opportunities
available to low-income, often
financially illiterate consumers.

Professor Gregory Elliehausen
of the Credit Research Center at
Georgetown University will review
what is known about the customers
of sub-prime lenders, pawn shops,
payday lenders and other providers
of high-cost credit services.

Two other papers will provide a
more detailed look at the experi-
ence with payday lending, who bor-
rows, the growth of the industry, its

profitability, the extent to which it
may have excessive rates of return
and whether excessive returns are
related to highly-dependent repeat
customers.

Dr. Katherine Samolyk of the
Federal Deposit Insurance Corp.
will discuss her recent research
with Prof. Mark Flannery on pay-
day lending. 

And Prof. J. Ronnie Phillips will
present results of his ongoing
research with Dr. Robert DeYoung
of the Federal Deposit Insurance
Corp. on payday lending in the first
comprehensive look at payday
lending within one U.S. state —
Colorado.
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1 
National City Bank of
Indiana Indianapolis 26,271 12,585 

Bank of
Indianapolis Indianapolis 3,329 1,671 

2 Old National Bank Evansville 8,340 1,905 

Citizens
Financial
Bank Munster 1,241 347 

3 
Irwin Union Bank and 
Trust Company Columbus 6,180 2,202 

Mutual
Federal 
Savings Bank Muncie 970 257 

4 1st Source Bank South Bend 3,430 1,056 Lincoln Bank Plainfield 844 230 

5 
Integra Bank National
Association Evansville 2,701 843 

Peoples Bank
SB Munster 627 150 

6 
First Financial Bank,
National Association Terre Haute 2,045 725 

MFB Financial 
(The Savings
Bank) Mishawaka 530 163 

7 
First Indiana Bank,
National Association Indianapolis 1,963 542 

Irwin Union 
Bank,  F.S.B. Columbus 507 95 

8 Lake City Bank Warsaw 1,634 434 

Ameriana
Bank and 
Trust, SB New Castle 449 147 

9 Centier Bank Whiting 1,532 590 
First Harrison
Bank Corydon 438 132 

10 MainSource Bank Greensburg 1,447 425 
First Federal 
Savings Bank Rochester 413 125 

Source: Federal Deposit Insurance Corp. * As of December 2005      ** $ million NFI

The Top 10
The top 10 commercial banks and savings institutions in Indiana ranked by assets size in 2005.*  These banks made up about 70 percent of total employment and 65
percent of total assets of all commercial banks in the state. The top 10 savings institutions made up about 66 percent of total employment and 59 percent of total
assets of all savings institutions in the state.

Commercial banks

TOTAL **            
RANK NAME CITY ASSETS EMPLOYEES

Savings institutions

TOTAL **            
NAME CITY ASSETS EMPLOYEES

ADULT FINANCIAL LITERACY EVENT
TO FOCUS ON GROWING PROBLEM
BY DR. JOHN A. TATOM
john.tatom@isunetworks.org

REGISTRATION REQUIRED
Registration is required to attend NFI’s
Adult Financial Literacy Conference,
which starts at 8:30 a.m. March 28 at
the Columbia Club in Indianapolis.
Space is limited. To register, visit NFI
online at networksfinancialinstitute.org
or call 800.603.7113.


