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Bank Valuation: Comparable Public Companies & Precedent Transactions 
 
Picking a set of comparable companies or precedent transactions for a bank is very similar to what you’d do 
for any other company – here are the differences: 
 

1. The set has to be more specific due to differing regulatory requirements for different countries and 
types of banks. For example, if you’re looking at large-cap commercial banks in the US, you should not 
include regional banks or insurance companies even if they’re also large-cap – nor should you include 
Credit Suisse or Deutsche Bank, because they’re not US-based. 

2. Rather than cutting the set by revenue or EBITDA, you use metrics like total assets or total deposits to 
determine the “size” of banks. 

3. Instead of traditional metrics like revenue and EBITDA, you list the metrics and multiples that are 
relevant to a bank: EPS, Return on Equity (ROE), Book Value (BV), P / E, P / BV, and so on. 

 
Operating Metric How to Calculate It What It Means 

Equity Value Shares Outstanding * Share Price How much are we worth? 
Book Value (BV) Shareholders’ Equity(1) How much are we worth 

according to our assets rather 
than the market? 

Common Book Value Common Shareholders’ Equity How much are we worth to 
everyone except preferred 
shareholders? 

Tangible Book Value 
(TBV)(3) 

Common Shareholders’ Equity – Goodwill 
– Non-MSR Intangibles(2) 

How much are we worth 
according to our income-
producing assets? 

Net Income Pre-Tax Income * (1 – Tax Rate) How much money do we make 
after taxes? 

Net Income to Common Net Income – Preferred Dividends How much money is left to pass 
on to common shareholders? 

EPS Net Income to Common / Shares 
Outstanding 

How much in dividends could 
we potentially issue to each 
common shareholder? 

BV Per Share Book Value / Shares Outstanding Does our market cap overvalue 
or undervalue us? 

TBV Per Share Tangible Book Value / Shares Outstanding Does our market cap overvalue 
or undervalue us relative to our 
income-producing assets? 

Return on Equity (ROE) Net Income / Shareholders’ Equity How much after-tax income are 
we generating with the capital 
we’ve raised? 

Return on Common Equity Net Income to Common / Common 
Shareholders’ Equity 

How much after-tax income are 
we generating for common 
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shareholders with the capital 
we’ve raised from them? 

Return on Tangible 
Common Equity 

Net Income to Common / (Common 
Shareholders’ Equity – Goodwill – Non-
MSR Intangibles(2)) 

How much after-tax income are 
we generating for common 
shareholders with the capital 
we’ve raised from them, minus 
the portion that corresponds to 
non-income producing assets? 

Return on Assets (ROA) Net Income / Total Assets How much after-tax income are 
we generating based on all the 
assets we’re using to do so? 

 
(1) Often, Book Value is the same as Common Book Value and research analysts exclude Preferred Stock 

by default – you have to look the calculation to see what they did. 
(2) To calculate Tangible Book Value or Tangible Common Equity, you could also look at the company’s 

Tier 1 Capital calculation in its filings and use the adjustments to Common Shareholders’ Equity there 
instead – that may be slightly more accurate. 

(3) “Tangible Book Value” implies “Tangible Common Book Value” in most cases; you have to be careful 
because some research analysts calculate it differently. When in doubt, double-check to see what they 
did. You could also call this one “Tangible Common Equity.” 

 
Many of these metrics such as ROE and BV can be calculated in different ways – so you need to be internally 
consistent. 
 
For example, if you use the entire Shareholders’ Equity number for the denominator in Return on Equity, you 
should also use the entire Shareholders’ Equity number to calculate Book Value. 
 
But if you’re looking at Return on Tangible Common Equity, you should use the Tangible Common Book 
Value and exclude Preferred Stock, Goodwill, and non-MSR Intangibles. 
 

Valuation Multiple How to Calculate It What It Means 
P / E Current Share Price / EPS; 

Equity Value / Net Income to Common 
How much are we worth relative 
to our earnings? 

P / BV Current Share Price / BV Per Share; 
Equity Value / Book Value 

How much are we worth relative 
to our assets / the capital we’ve 
raised? 

P / TBV Current Share Price / TBV Per Share; 
Equity Value / Tangible Book Value 

How much are we worth relative 
to our capital, minus the non-
income producing assets? 
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Book Value multiples are thought to be more reliable than P / E multiples because non-recurring and non-cash 
charges can affect earnings; also, Book Value multiples are linked closely to ROE, which is the key operating 
metric for a bank. 
 
This makes sense intuitively: if a company expects to earn a higher return on its capital (shareholders’ equity), 
it should be valued at a premium to that capital. But if it earns a lower or less-than-expected return on its 
capital, it should be valued at a discount to that capital. 
 
Dividend Discount & Residual Income Models 
 
Rather than the traditional DCF models you see with normal companies, you use 2 different types of intrinsic 
valuation for banks: dividend discount models (DDM) and residual income (excess returns) models. 
 
The setup and assumptions are similar for both models: 
 

Minimum Tier 1 Ratio: 10.0%

Starting Total Assets: 1,000$     
Starting Risk-Weighted Assets: 600           
Total Asset Growth: 5.0%
RWA % Total Assets: 60.0%

Return on Assets: 0.8%
Cost of Equity: 12.0%  

 
 

 

(1) Assume a number for ROA or ROE and use 
that to drive a bank’s net income based on its 
assets or shareholders’ equity (assets can be 
a % growth; SE should be linked to Tier 1 
Capital, which is also an assumption). 

(2) Assume a growth rate for Risk-Weighted 
Assets (and for Total Assets if you’re using 
ROA) so that you can calculate RWA and the 
capital ratios each year. 

(3) Then, project Net Income based on these ratios 
and work backwards to calculate Dividends. 
Dividends should be set such that Beginning 
Tier 1 Capital (or Shareholders’ Equity in a 
simplified model) plus Net Income plus Other 
Changes to SE minus Dividends equals the 
minimum Shareholders’ Equity required to 
meet the Required Tier 1 Ratio. 

 
So you get to projected Net Income, Dividends, Shareholders’ Equity, and the Tier 1 Ratio in exactly the same 
way for both models. 
 
The difference is that in a Dividend Discount Model, you use the present value of Dividends and the 
present value of the Terminal Value of Dividends to value a bank, but in a Residual Income Model you use 
the difference between ROE and Cost of Equity plus the current Book Value to value the bank. 
 
While the DDM is more common, the Residual Income Model is arguably more accurate because most of the 
value is coming from a real number on the Balance Sheet as opposed to projected numbers. 
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Dividend Discount Model Valuation 
 
In a normal DCF, you sum the present value of the unlevered or levered free cash flows and add that to the 
present value of the terminal value; in a dividend discount model, you sum the present value of the 
dividends and add that to the present value of the terminal value. 
 

 
 

 
 

 

(1) First, assign a discount period and then 
apply the same discount formula you’d 
use in a normal DCF, but with Cost of 
Equity rather than WACC. 

(2) Use P / E, P / BV, or P / TBV if you want 
to calculate the Terminal Value based on 
an exit multiple; book value multiples 
are preferred. 

(3) Either pick your own number based on 
the comps, or use the formula (ROE – 
Net Income Growth) / (Cost of Equity – 
Net Income Growth) for P / BV; the 
intuition there is “How much of our 
ROE is being allocated to grow 
dividends and how much does it cost?” 

(4) For the Gordon Growth method, use 
Year 5 Dividends * (1 + Net Income 
Growth) / (Cost of Equity – Net Income 
Growth). 

(5) Add the PV of Terminal Value to the PV 
of Dividends at the end to get the Equity 
Value. 

 
These are just the basics – you can always make a Dividend Discount Model more complicated: 
 

(1) Use multiple growth stages – for example, development, maturity, and long-term growth stages and 
use a different ROE or ROA and Cost of Equity for each one. 

(2) Use the real definition of Tier 1 Capital rather than assuming that it equals Shareholder’s Equity. 
(3) Include extra items in Shareholders’ Equity, like Stock Repurchases, Stock Issuances, Stock-Based 

Compensation, and so on. 
(4) Use average balances and include circular references; don’t forget about the mid-year discount and 

stub periods either. 
 
You would see these 4 added features in models used at a bank for real companies, but if you’re just preparing 
for interviews the overview above is fine. 
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Residual Income Model Valuation 
 
There are 2 flaws with the Dividend Discount Model: 
 

(1) What if the bank doesn’t issue dividends, or its dividend issuances are artificially reduced by stock 
repurchases or other factors? 

(2) Everything depends on future assumptions and what the bank looks like 5+ years into the future. 
 
The Residual Income Model addresses these flaws by basing most of the value on the bank’s current Book 
Value and then adding in the present value of “residual income” – defined as (ROE – Cost of Equity) * 
Shareholders’ Equity. 
 
Residual Income / Excess Returns: 0.8$          0.8$          0.9$          0.9$          1.0$          
Discount Period: 0.0 1.0 2.0 3.0 4.0 5.0
PV of Residual Income: 0.7$          0.7$          0.6$          0.6$          0.6$           
 

 
 

 
 

 

(1) Calculate Residual Income each year, 
defined as Net Income – Cost of Equity * 
Shareholders’ Equity (or Common 
Equity, or Tangible Common Equity 
depending on what you’re using). 

(2) Discount and sum up the Residual 
Income, using Cost of Equity. 

(3) To calculate Present Value, start with the 
bank’s current Book Value (“Common 
Equity” on the left) and then add in the 
sum of the PV of Residual Income. 

(4) To calculate the Residual Income 
Terminal Value, use (Year 6 Net Income 
– Year 6 Shareholders’ Equity * Cost of 
Equity) / (Cost of Equity * Terminal Net 
Income Growth); the intuition is “In the 
long-term, what is our residual income 
and how much does it cost to earn it?” 

(5) For the Terminal Net Income Growth, 
use Long-Term Return on Equity * (1 – 
Dividend Payout Ratio); the intuition is 
“Our Net Income grows by the Return 
on Equity times the growth in 
Shareholders’ Equity – and SE grows 
by how much in earnings we keep 
instead of paying out in dividends.” 

(6) Then, sum up everything to get the 
Present Value of Equity. 

 
A couple finer points to note on the Residual Income Model: 
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(1) Most of the time you assume that the Long-Term Return on Equity (after the projection period in the 
model) equals Cost of Equity – meaning that residual income drops to $0, so there is no Terminal 
Value; that’s why sometimes you don’t even see the Terminal Value calculation in models. 

(2) Although Dividends don’t directly contribute to the valuation as with a DDM, they do indirectly 
contribute because More Dividends = Lower Shareholders’ Equity = Lower Net Income. 

(3) You should use Return on Common Equity rather than ROA, normal ROE, or any other variant of ROE 
because the Common Book Value of the bank corresponds to its Equity Value. 

(4) As always, you can make the model more complicated by implementing any of the features mentioned 
above for the Dividend Discount Model. 


