FINANCIALEDGE!

1

FEI Investment Decisions:
Bank Valuation
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Equity Value - Value for Owners

Also known as market value or market
capitalization (traded company)

Traded Number Market
share of

. cap
price shares

FINANCIALEDGE!

© 2022 Financial Edge Training 1



FINANCIALEDGE!

1

Valuation Multiples in Banking

Value Value driver Compare to
must be comparable
Valuation multiple = consistent companies to
with value appraise valuation
Value driver number!
Earnings Balance sheet
multiples multiples
Tangible Net Asset
Value =
Shareholders’ equity -
intangible assets
P/ E ratio P/ BV ratio

P/ TNAV ratio FINANCTAL EDGE'
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Return on Equity

How much profit is the company generating for

each $1 equity invested in the company?

Net income is after
interest costs, so leverage
can distort this metric

Net income

Return on Equity (ROE) =
BV of Equity

If intangible assets are deducted

from equity, this metric becomes
Return on Tangible Equity (ROTE)
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Growth, Risk and Returns

The Gordon Growth Model for a
growth perpetuity explains the link between growth, risk and returns

If dividends increase, the
Dividendsy, +1 value of equity increases

Cost of equity —g

Equity value =

If risk (therefore cost of
equity) increases, the value of
the company decreases

If g increases, the value of

equity increases

What about returns?
First we need to understand the link between dividends and returns...
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Dividends and Returns

The financials for a company in 20X1 show the following:
I N

Opening shareholders’ equity

The company'’s

return on equity
is 20.0%

Net income 200
— The growth rate
Dividends of equity is
Closing shareholders’ equity $60/$1,000 =
6.0%
So dividends = net income - g * opening equity...
Net income x(l—i
ROE

Equity value =

Cost of equity —g
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Impact on Multiples

Beginning Shareholder’s Equity m Net Income
Growth in Shareholder’s Equity
Return on Equity 11.0%

Increase in SE
(needed for growth)

Cost of Equity 10.0%

Dividend

. . SExg NI - Increase in SE
n Beginning Shareholder’s Equity | 100:0 Ty — P E—
. . 0 = 5. U -5U=o0.
n Add Net Income
Gordon Growth Model :
H Subtract Dividends m Market Value of Equity
n Ending Shareholder’s Equity | 103.0 Di OSqugy el = NI/(Ke-g)
ividends n+1/ (Ke - g) 8.0/(10.0% - 3.0%) = 114.3
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Impact on Multiples

Beginning Shareholder’s Equity 100.0 Net Income

Growth in Shareholder’s Equity
Return on Equity 11.0%

Cost of Equity 10.0% Increase in SE Dividend

(needed for growth)

. ) SExg NI - Increase in SE
Beginning Shareholder’s Equity | 100.0
100.0 x 6.0% = 6.0 11.0-6.0=5.0

Gordon Growth Model Market Value of Equity

Subtract Dividends
Ending Shareholder’s Equity 106.0

. .Equity Value = NI/ (Ke - g)
Dividends n+1/ (Ke - g) 5.0/(10.0% - 6.0%) = 125.0

u Add Net Income
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Shareholders’

Higher
growth
produces
more value

Higher ROE

produces
more value

equity 100.0 100.0 100.0 100.0 100.0
ROE 11.0% 15.0% 11.0% 10.0% 10.0%
Cost of equity 10.0% 10.0% 10.0% 8.0% 10.0%
Growth 3.0% 3.0% 6.0% 6.0% 6.0%
CEquiyvalue 1143 1714 1250 2000 1000
Net income 11.0 15.0 11.0 10.0 10.0
P/E Multiple 10.4 x 11.4 x 11.4 x 20.0 x 10.0 x
P/BV Multiple 1.1 x 1.7 x 1.3 x 2.0 x 1.0 x

Lower cost Growth
of equity
produces
more value

irrelevant
because ROE =
cost of equity
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6.0% 8.0% 10.0% 12.0% 14.0%  16.0%

Bank____ [Market Cap__|Shareholder’s equity __ [Returnonequity [P/BV |
Lloyds Bank 3738001  11.%]  1.0x
Return on equity to Shareholder's equity Average RoE 9.8%
1.8x
1.6x [ ]

Return on equity drives value

How can banks increase RoE?
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Please do not redistribute these materials without the express
permission of Financial Edge Training.
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