Bank & Financial Institution Modeling:
– Certification Quiz Questions
Module 3 – Bank Valuation
1. You are valuing a regional, U.S.-based bank. The set of comparable public companies, the
screening criteria, and the valuation multiples are shown below:
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Which of the following statements represents a potential PROBLEM with the selection
criteria for these companies?
a. The screen is too narrow – given the Total Assets of these companies, you should
expand the set to include money-center banks as well.
b. In addition to Total Assets, you should add profitability criteria, such as a required
ROE, ROA, or Net Income.
c. In addition to Total Assets, you should also screen by P / E or P / TBV multiples to get
more consistent figures.
d. $20 billion to $150 billion in Total Assets may be too wide a range, so you may want
to narrow it.

2. Based on the screenshot above, which of the following conclusions might you draw about
First Niagara’s current market valuation?
a. First Niagara is almost certainly overvalued based on its P / E multiple, but may not
be overvalued based on its P / TBV multiple.
b. First Niagara is operating a riskier business than many of these other banks, but it is
not achieving superior financial results.
c. If we were advising First Niagara, we might recommend that the company raise
additional Equity soon.
d. First Niagara is more of a pure-play commercial bank than many of its comparable
public companies.
e. All of the above.

3. You have selected a set of comparable public companies, but several companies in the set
have very different CET 1 Ratios. As a result, you want to adjust each company in the set
for Excess or Deficit Capital based on a Targeted CET 1 Ratio of 12%.
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One bank’s Equity Value is $2,000, its Tangible Book Value is $1,000, its CET 1 is $1,100,
and its Net Income to Common is $100. This bank also has Risk-Weighted Assets of
$8,000.
What would this bank’s P / E and P / TBV multiples be AFTER you adjust for Excess
Capital? Assume a 40% tax rate and 2% rate of return on the Excess Capital.
a. Adjusted P / TBV = 2.2x; Adjusted P / E = 18.9x.
b. Adjusted P / TBV = 2.3x; Adjusted P / E = 20.3x.
c. Adjusted P / TBV = 1.9x; Adjusted P / E = 21.0x.
d. Adjusted P / TBV = 2.2x; Adjusted P / E = 18.8x.
e. Adjusted P / TBV = 2.3x; Adjusted P / E = 20.2x.

4. You are now selecting a set of Precedent Transactions for this same valuation. Which of
the following statements describes one of the PRIMARY differences vs. Public Comps
when selecting and interpreting Precedent Transactions for a bank?
a. Often, you use stricter screening criteria for the Precedent Transactions to prevent
irrelevant deals from entering the set.
b. You tend to focus on P / E multiples rather than P / BV or P / TBV multiples to get
more consistent output.
c. You’re less likely to adjust for Excess or Deficit Capital because the acquired banks in
a set of Precedent Transactions may differ from each other significantly.
d. You’re more likely to use a broader geographic screen, such as acquired North
American banks rather than acquired U.S.-based banks.
e. Due to the lack of data, you can include minority-stake deals, majority-stake deals,
and 100% acquisitions together in any set of Precedent Transactions.
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5. You are valuing a U.K.-based bank, and have set up a multi-stage Dividend Discount
Model over 15 projected years, as shown in the screenshots below:
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The Total Asset Growth Rate and ROTCE in each projected year also differ based on the
scenario (Base, Upside, or Downside). Which of the following statements describes a
potential PROBLEM with this model?
a. Excess / (Deficit) Capital appears to be hard-coded to 0 in the Implied Equity Value
calculations, which is inconsistent with the company’s Targeted CET 1 Ratio.
b. The Final Year ROTCE and Asset Growth Rates may not be far enough apart in the
different cases (data from comparable companies would be helpful).
c. By Year 20, metrics such as the Dividend Payout Ratio, ROTCE, and Net Income
Growth have not yet stabilized sufficiently.
d. You should never include Stock Issuances in a DDM.
e. Since the company is not currently issuing Dividends, a multi-stage DDM is
inappropriate because it’s too speculative.
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6. Which of the following represents a CORRECT statement about Stock Issuances, Stock
Repurchases, and Stock-Based Compensation in the type of Dividend Discount Model
shown above?
Statement #1: One valid approach is to set all these items to 0 in the projected years so
that you do not have to adjust the company’s share count at all.
Statement #2: Stock Issuances and Stock-Based Compensation tend to increase a bank’s
Implied Equity Value because they increase its Tangible Book Value, while Stock
Repurchases have the opposite effect.
Statement #3: If you do include these items, you must adjust the bank’s current share
count by adding (Present Value of Future Shares Issued – Present Value of Future Shares
Repurchased) / Bank’s Current Share Price.
Statement #4: These items only impact a public bank’s valuation because you only
calculate implied per-share values for public companies, not private ones.
a. All four of these statements are correct.
b. Only #1, #2, and #3 are correct.
c. Only #1 and #3 are correct.
d. Only #2, #3, and #4 are correct.
e. Only #1, #3, and #4 are correct.
f. Only #2 and #4 are correct.

7. In this same Dividend Discount Model, you calculated the Present Value of Terminal Value
with Terminal Value / ((1 + Final Year Cost of Equity) ^ Discount Period with Stub Period
Included). For example, $1,762.8 / ((1 + 11%) ^ 14.28) = $397.
This formula produces an answer that is roughly correct, but it’s not *exactly* right.
What’s the problem with this calculation?
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a. Since the Discount Rate changes over time, you should use a Cumulative Discount
Factor instead, and divide the Terminal Value by that Factor.
b. You can’t use the Cumulative Discount Factor shown in this model because it
includes the Mid-Year Convention; you should use a Factor that reflects the Stub
Period in Year 6 but NOT the Mid-Year Convention.
c. You don’t necessarily have to ignore the Mid-Year Convention when calculating the
PV of Terminal Value, but if you do, then you must ensure that the Terminal Value
represents the company’s PV from the *end* of Year 20 onward.
d. All of the above.

8. Your co-worker reviews your Dividend Discount Model and says that it would be much
easier to set up for a private bank since you don’t need to value private banks on a pershare basis. Is this co-worker correct?
a. Not necessarily – you do need to value private banks on a per-share basis if Stock
Issuances/Repurchases or Stock-Based Compensation change the share count in the
projected period.
b. Yes – private companies do not issue or repurchase stock or issue Stock-Based
Compensation, so some of the complexity goes away.
c. Not necessarily – the items above could still affect a private company’s share count,
but you’re more likely to set them to 0 in the projected years when valuing a private
bank.
d. Only if the private bank has no plans to go public in the future, as an IPO would
change its share count.

9. You need to calculate the Cost of Equity for a regional bank. However, the bank’s
comparable public companies have all gone public within the past 1-2 years, and there is
not enough data to calculate Levered Beta for each one.

7 of 10

http://breakingintowallstreet.com

Normally, you would calculate this bank’s Cost of Equity with Risk-Free Rate + Equity Risk
Premium * Median Levered Beta from the Public Comps. What is the MOST reasonable
alternative calculation in this case?
a. The premise of the question is incorrect because you must un-lever and re-lever
Beta from the Public Comps to account for capital structure differences.
b. Expand the set of Public Comps to include older and more established banks, or
calculate Cost of Equity based on Dividend Yield + Dividend Growth Rate instead.
c. Calculate the Return on Equity for each Public Comp, and use the median figure for
this bank’s Cost of Equity.
d. Calculate the median annualized return to equity investors (including share price
appreciation and Dividends) for this set of Public Comps, and use that for the
company’s cost of Equity.

10. For which of the following banks would a Residual Income (Excess Returns) Model make
the MOST sense as a supplemental analysis to the traditional Dividend Discount Model?
a. A mid-sized regional bank in a developed country that has maintained a 50%
Dividend Payout Ratio for the past decade.
b. A mid-sized regional bank that has significant Excess Capital (e.g., 15% CET 1 vs. 10%
for the peer companies) with no plans to increase Dividends or repurchase stock.
c. A small, high-growth bank that is not currently issuing Dividends but which has an
extremely high ROE (e.g., 2-3x its Cost of Equity).
d. A diversified money-center bank that is expected to grow its Loan portfolio in-line
with GDP growth and keep issuing Dividends at a steady Payout Ratio in the future.

11. Since ROTCE and P / TBV tend to be closely correlated for commercial banks, you have
created a Regression Analysis based on both metrics for a set of 15 U.K.-based banks. The
screenshot below shows the analysis:
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Which of the following conclusions can you draw from this Regression?
a. This analysis is not valid because a set of 15 banks is too large to be useful; you
should narrow the set based on Total Assets, Net Income, or other financial criteria.
b. There’s a fairly strong correlation, but the predictive function for P / TBV is not likely
to be helpful since you’re using projected figures rather than historical ones.
c. The fact that there’s at least one outlier – PFG – reduces the usefulness of the
analysis; you should remove this outlier to get a stronger correlation.
d. This Regression won’t be especially useful for valuation purposes unless the
company’s Implied P / TBV is dramatically far off from its current multiple.

12. Which of the following statements BEST describe(s) how Excess or Deficit Capital would
affect all the valuation methodologies for a commercial bank?
Statement #1: You may have to adjust the Public Comps by increasing or reducing each
company’s Equity Value, Book Value, Tangible Book Value, and Net Income.
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Statement #2: You’re less likely to adjust the Precedent Transactions and Regression
Analysis because the banks in these sets may target very different capital levels.
Statement #3: You need to adjust the subject company’s Current Book Value, Dividends,
and ROE in both the Dividend Discount Model and Residual Income Model.
a. All three of these statements are correct.
b. Only statements #1 and #2 are correct.
c. Only statements #2 and #3 are correct.
d. Only statements #1 and #3 are correct.
e. Only statement #1 is correct.
f. Only statement #2 is correct.
g. Only statement #3 is correct.
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