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Calculate maximum Understand how equity Calculate equity
dividends payable value is derived from the value using a dividend
using a bank model present value of future discount model

maximum dividends

O
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()
Apply sense checks to a Apply cross checks to
terminal value calculation the overall valuation

using PE & price to book
value multiples
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Dividend Discount Model
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AAN

Bank valuation

Methodology:
Dividend discount model

Standard discounted cash
flow can’t be used for banks

AAN

Calculate the maximum
dividends ‘available’
1 based on an assumed

Company valuation Banks can’t pay out all their cash flows:

[—[_—- They must keep a s "
Methodology: ‘{‘\‘ regulatory minimum level capital ratio

Discounted cash flow &= ? of shareholders’ equity

Discount ‘available’
2 dividends over and

above equity capital

requirements

They can’t pay out
006 dividends unless they meet
a@@» these capital requirements

Many banks hold more
capital than the minimum

S= 3

The present value will
give us the equity value

Calculate the maximum
dividends ‘available’
based on an assumed
capital ratio

Discount ‘available’
dividends over and
above equity capital
requirements

The present value will
give us the equity value

FINANCIALEDGE!
V / \ \
. . Discounted ":
Bank valuation . qullqble using the cost
Net income dividends of equity
Methodology: for the year —
Dividend discount model
Equity value :
72\ % quity :

+

Beginning

capital

Ending
capital

(calculated as
a % of forecast
risk weighted
assets)
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Maximum Dividends
Calculation

FINANCIALEDGE!

Build a two-statement
model for the bank
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e

Banks are
balance sheet
driven

r

R

Balance [/
Sheet el g

Step1
4
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Build a two-statement
model for the bank

Y

Banks are

balance sheet
driven

I

N\

Balance AT /N
Sheet 'J_'

Shareholders’
equity

Step1

Interest income and
interest expense driven

L off balance sheet assets

4 )
Income
Statement =52

Net income
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Build a two-statement

model for the bank

Banks are

balance sheet
driven

Balance i A
Sheet J_

Shareholders’
equity

4 )

Step1

Interest income and
interest expense driven

off balance sheet assets

I

Y

Income
Statement =52

Net income

\ O

A commercial minimum
that the bank will want
to operate at

" —
Calculations [
DDD

Minimum regulatory capital

l—) Based on a Tier 1 capital ratio
assumption, multiplied by a
risk weighted assets calculation

= ( Maximum dividends pqyuble)
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Calculate maximum
dividends payable

Step 2

A B | c |

I 1 Tier 1 capital ratio 12.0% O""""E Make an ussumption about

2 Risk weighted assets 200.0 : the long-term capital ratio

3 H

4 Beginning equity 220 T Known as Shareholders’ equity

5 |Net income 6.0 the tier one P  excluding goodwill

6 Regulatory capital 24.0 =B1*B2 capital ratio and other intangibles

7 |Surplus capital / dividends 4.0 =B4+B5-B6

2

FINANCIALEDGE!

Calculate maximum
dividends payable

Step 2

Calculate risk weighted assets
A B | c | .
Using Basel Ill regulatory framework

1 Tier 1 capital ratio 12.0% 9 9 Y
| 2 [Risk weighted assets 200.0 [@ SETTTPITN

T : 1 2 3

4 Beginning equity 220 . .

Sl Netincoms 6.0 C:Zilt Ope:%tlional Mﬂ;l;et
I 6 Regulatory capital 24.0 =B1*B2 l

7 |Surplus capital / dividends 4.0 =B4+B5-B6 cumr) cumr) cumr)

" M M [m

_ —_— __/
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Calculate maximum
dividends payable

(" Calculate available dividends )
+ - =
3 S (22 + 6) - 24 - (EERID
1 |Tier 1 capital ratio 12.0% Net Available
2 Risk weighted assets 200.0 e dividends
= income (a)
- T . (®)
4 Beginning equity 22.0 H I~
5 |Net income 6.0 : +
6 | Regulatory capital 24.0 =B1*B2 H Endin
I 7 Surplus capital / dividends 4.0 =B4+B5-Bb6 o- ------- : Beginning i itc?l
Q capital (,f )
(22)
FINANCIAL EDGE!
Discounting the Dividends
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Calculate the terminal
equity value

Step 3

Terminal value based on
Multi-year dividend forecast Gordon growth model

0
i ) 1 . _ (final dividend,, * (1 + g)
T | Terminal value, = Ke—g)
Valuation Final |
date year g = long — term growth in dividends
Dividends fall in the middle of the year Ke = cost of equity
(private organization)
FINANCIALEDGE"

Calculate the terminal
equity value

Step 3

( Ensuring your terminal value is in the \
same year as your last dividend forecast
. (final dividend,, * (1 + g)
Terminal value,, =
(Ke —g)

Ls The Gordon growth model discounts the first
dividend you give it ——
g = long — term growth in dividends
Ls Take the final dividend and growitby (1 + g)
Ke = cost of equity
Ls This makes it the year after the final year

k‘—) Ensuring the terminal value is in the final yey
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Discount the

dividends and the ) A
terminal value e

Ke = cost of equity ( . \
(only discounting dividends) Cross check your valuation

s Take an implied P/E multiple and an

DIV, DIV, DIV, DIV, DIVs implied price-to-book value multiple
You should see these decline if your
L hould see these decline if y
0 0.5 1 15 2 25 3 35 4 45 5 growth rate declines as you reach
n B n B [ B x ' ' ' " your terminal value
] ] ] ] L] L] . . .
1 1 1 1 1 Ls vou will end up with an equity value

(1+Ke)*5 (1+Ke)S (1+Ke)*S (1+Ke)*> (1+Ke)*s

\l—) Giving you the value of the bank j
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[ Dividends fall in the middle of the year ]
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Please do not redistribute these materials without the
express permission of Financial Edge Training.
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