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8.8	Costs	and	Earnings	related	to	Active	Transactions	

Only costs and earnings regarding existing contracts are considered as the 

Treasury model calculates a liquidation value. This is to ensure consistency in the 

model (Reuse, 2011).  

 

8.8.1	PV	of	Costs	of	Existing	Contracts	

Costs should be divided into several categories to define whether they belong to 

existing transactions or future deals (Reuse, 2011). Sales and marketing services 

are considered to be related to generating new contracts. Cost regarding sales and 

marketing do not generate additional value for the bank concerning existing deals. 

Thus, they have not been considered when discounting costs of existing 

transactions. Table 69 presents the costs that have been identified as costs relating 

to existing contracts for SR-BANK.  

 
Table 69 - Costs of existing contracts 

 
 

The maturity analysis from chapter 8.1.2 has been applied to calculate the 

development in the existing costs. Lastly, the cash flows have been discounted 

with ZDFs. Hence, the present value of costs of existing contracts amounts to 

NOK -12.450 million and is presented in table 70. 

 
Table 70 - PV of costs of existing contracts

 

 
8.8.2	PV	of	Earnings	of	Existing	Contracts	

Earnings of existing contracts that have not been captured by the yield book has to 

be added to the value of the bank. The procedure is the same as for the costs 

(Reuse, 2011). For SR-BANK, commissions, other operating income and net 
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income from financial investments are identified to belong to existing contracts as 

presented in table 71.  

 
Table 71 - Earnings of existing contracts 

 

The maturity analysis in chapter 8.1.2 has been applied to calculate the 

development in existing earnings. Lastly, the cash flows have been discounted 

with ZDFs. Hence, the present value of earnings of existing contracts amounts to 

NOK 19.043 million and is presented in table 72. 

 
Table 72 - Present value of earnings of existing contracts

 

 

8.8.3	Tax	Effect	

To quantify the effect of taxes, a tax rate must be estimated. If no historical data is 

available, the standard tax rate that fits to the tax legislation of the bank’s main 

headquarters must be chosen (Reus, 2011). SR-BANK’s tax expenses of NOK 

524 million as of 31.12.2017 are used. Furthermore, the maturity analysis from 

chapter 8.1.2 has been used to calculate the development in the tax expenses. The 

cash flows regarding taxes are then discounted using ZDFs. Hence, the PV effect 

of taxes amount to NOK -4.461 million and is presented in table 73. 
 

Table 73 – Present value of taxes

 

 
8.8.4	Treasury,	Trading	and	Future	Deals		

Treasury, trading and future deals must be identified to see whether these 

positions will bring additional earnings (Reuse, 2011). Reuse (2011) argues that 

positioning in a maturity transformation structure does not generate additional 
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value. The maturity transformation can be duplicated by going long a long-term 

bond, and short a shorter-term bond. As everyone who has access to the capital 

market would be able to duplicate the maturity transformation portfolio of a bank, 

the expected earnings do not increase the value of the bank. Thus, this argument 

implies that both the treasury and trading sectors can be replicated, and should not 

bring any additional value to the bank.  

 

Regarding future deals with customers, Reuse (2011) argues that new loans and 

new savings will generate an additional interest margin in the future. However, 

they also generate new cash flows of costs, which is not considered in the model. 

This is not an individual advantage of a bank and should not generate additional 

value. Thus, future deals with customers does not add additional value and can be 

neglected. 

 

Hence, treasury, trading and future deals with customers does not generate 

additional value for SR-BANK and will not be incorporated in the model.  

 

8.9	Result	of	the	Treasury	Model	

The treasury model has divided SR-BANK into several value centers where only 

existing contracted transfers are considered. Table 74 presents the value centers 

that sums up to the present value of SR-BANK by using the Treasury model. The 

table indicates that the liquidation value of SR-BANK amounts to NOK 22.453 

million. Thus, the share price of SR-BANK amounts to NOK 88 as of 31.12.2017.   
 

Table 74 - Result of the Treasury model
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8.10	Criticism	of	the	Assumptions	

The Treasury model calculates the liquidation value of SR-BANK and is applied 

with only external information. The bank’s annual report in conjuncture with 

assumptions from the strategic analysis in chapter 5 are used to arrive at the banks 

value. Hence, the assumptions applied determines the quality of the model.    

 

Optimally, each position in SR-BANK`s yield book should be calculated with its 

actual yield and maturity. However, with no internal information, assumptions 

regarding yield and maturity of the banks positions must be conducted. Regarding 

SR-BANK`s maturity, the maturity analysis from the bank’s annual report was 

used as a reference for the creation of a new comprehensive maturity analysis that 

tries to replicate the actual maturity of the banks existing positions (table 56). A 

central assumption in the maturity analysis is that SR-BANK’s longest positions 

ceases to exist in the year 2047. This is based on an examination of the maturities 

of positions for Norwegian banks in general. This assumption will heavily 

influence the result of the model as a longer (shorter) time horizon would reduce 

the present value of each position that is positive (negative). 

 

Moreover, assumptions regarding each cash flow`s yield have been conducted. 

SR-BANK`s annual report identifies yields for specific positions. When actual 

yields are not identified, findings from the strategic analysis (e.g. growth in the 

economy, inflation and interest rates expectations) have been applied as 

assumptions for yields. To highlight how these assumptions will affect the value 

of SR-BANK, a sensitivity analysis has been conducted. Table 75 highlights how 

changes in 3 mth NIBOR and the long-term funding rate applied in SR-BANK`s 

yield book will affect the share price calculated for SR-BANK.  

 
Table 75 – Sensitivity analysis of 3 mth NIBOR and long-term funding rate 
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The identified share price of NOK 88 for SR-BANK consists of a 3 mth NIBOR 

of 1,87 % and a long-term funding rate of 2,00 % + 3 mth NIBOR. The 3 mth 

NIBOR range is set based on Norges Bank upper and lower 30 % projections.  

The table indicates that by changing 3 mth NIBOR and the long-term funding rate 

the share price can fluctuate between NOK 75 and NOK 117. Hence, the value of 

SR-BANK is sensitive to changes in these assumptions.  

 

Furthermore, to calculate the present value of expected losses, the loan-loss 

provision (LLP) analysis from chapter 7.2.3 have been applied. It was identified 

that SR-BANK`s expected average loss was 0,23 %. Furthermore, the strategic 

analysis was applied to find the expected losses of SR-BANK`s bond portfolio. 

Thus, a probability of default (PD) of 0,25 % have been used as an assumption for 

the credit risk in the bond portfolio. These assumptions will influence the result of 

the model as a higher (lower) expected loss average or PD would reduce 

(increase) the value of the bank.  

 

Hence, the result of the Treasury model is highly affected by the quality of the 

assumptions in the model if not internal information has been applied.  
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9.0	How	the	Models	Incorporates	the	Problematics	with	Bank	

Valuation	

This chapter presents an analysis of how the FCFE model and the Treasury model 

have incorporated the problematics with bank valuation, identified in chapter 2.  

 

The first part of literature review in chapter 2 identified four main aspects that 

complicates bank valuation. These four aspects are presented in figure 31. 

Moreover, the figure presents how the FCFE model and the Treasury model 

applied to SR-BANK have incorporated the identified problematics with bank 

valuation. Further in this section, each of the identified aspects that complicates 

bank valuation will be discussed.  

 
Figure 31 – How the FCFE model and the Treasury model incorporates the problematics 
with bank valuation. 

 
 

 
9.1.1	Regulatory	Constraints	

Banks operate under strict regulations, which constrain the pace of growth, the 

capacity for earnings and dividends. Hence, when valuing banks, the regulatory 

constraints must be considered in order to project growth. 
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The FCFE model incorporates the problematics with bank regulations by 

implementing current regulations in the forecasted financial statements. Hence, all 

important regulatory restrictions that SR-BANK is currently facing are 

incorporated throughout the forecasting period. Furthermore, possible regulatory 

changes that are identified in the strategic analysis, can be incorporated in the 

forecasted financial statements. The most important regulatory restrictions that 

SR-BANK is currently facing is the CET1 capital requirement. This ratio has been 

fixed at 15 % in order to meet the banks future restrictions. As the CET1 capital 

ratio consist of Risk-Weighted Assets (RWA) and CET1 capital (table 76), these 

items must be projected. However, projecting RWA is challenging as it is based 

on internal information.  

 
Table 76 - CET1 ratio

  

 

Hence, the FCFE model is flexible and incorporates regulatory restrictions which 

captures the effects the regulatory restrictions have on the value of SR-BANK.  

 

The Treasury model does not consider regulatory restrictions as it calculates a 

liquidation value of SR-BANK. Only existing transactions are considered and 

thus growth is not incorporated in the model. This is considered one of the 

advantages of the model.  

 
9.1.2	Maturity	Transformation	

Banks create value through maturity transformation. Value is created by 

transforming short-term debt into long-term debt. This leads to a separation issue 

between operation debt and financial debt. Moreover, it complicates the 

separation of equity and WACC estimation is problematic.  

 

In the FCFE model, the FCFE is discounted with the CAPM. Thus, the model 

avoids the usage of WACC. However, the calculated CAPM is based solely on 

assumptions, and small changes in the assumptions will heavily affect the value of 

SR-BANK as indicated by the sensitivity analysis in chapter 7.6. Furthermore, 

instead of having to separate the equity value of the company from the corporate 
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value, the model values the equity in the company directly. Thus, the model 

avoids the separation issue between operational debt and financial debt.  

 

In the Treasury model, all cash flows originate from existing contracts. Therefore, 

all cash flows are certain and risk-free rates as discount factors can be applied. 

The Treasury model applies ZDFs which increases the quality of the model as 

these discount factors are the actual maturity specific risk-free rates that is traded 

in the market (Table 77). Hence, WACC is avoided. Further, the Treasury model 

calculates the equity value of SR-BANK directly and avoids the separation issue 

of debt.  

 
Table 77 - ZDFs

 

 

9.1.3	Risk	Transformation	

Banks create value through risk transformation. This means that liabilities in form 

of customer savings, are transformed into loans and other financial products. 

However, credit may be lost due to default risk, and must be incorporated in the 

valuation model. 

 

The FCFE model incorporates credit risk in the loan portfolio by applying the 

normalized LLPs identified from the strategic analysis. Therefore, the net income 

will be reduced by the normalized LLPs.  

 
Table 78 - LLPs

 

Hence, the FCFE model incorporates credit risk and more accurate estimations of 

net profits and retention ratios will be attained. Thus, the accuracy of the 

calculated value increases.  

 

The Treasury model incorporates credit risk in the loan portfolio by subtracting 

the PV of credit expected losses from the bank`s value. The PV of credit risk in 
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the Treasury models is quantified in two steps. Firstly, the bank’s credit exposure 

is defined from the strategic analysis. Secondly, the identified credit exposure is 

multiplied with the normalized LLPs in order to identify cash flows from expected 

losses in the loan portfolio (Table 79).  

 
Table 79 - PV of credit expected losses

 

 

Furthermore, the Treasury model incorporates the credit risk in the bond portfolio. 

Firstly, the probability of default (PD) in the bond portfolio is identified by 

applying the internal credit analysis from the strategic analysis. Secondly, the PD 

is multiplied by the book value of the bond portfolio to arrive at the cash flow 

from expected losses in the bond portfolio (Table 80).  

 
Table 80 - PV of bond portfolio 

 

 

Hence, the Treasury model quantify the cost of credit risk and this increases the 

accuracy of the calculated value of SR-BANK.  

 

9.1.4	Integrated	Operating,	Investing	and	Financial	Activities	

Banks have integrated operating, investing and financial activities. This leads to 

difficulties defining working capital and capex. Hence, cash flow estimation is 

problematic.  

 

In the FCFE model, the cash flow to shareholders must be calculated. However, as 

net working capital and capex is undefinable, net income (NI) less reinvestment in 

regulatory capital is used as a proxy for the cash flows to shareholders (table 81). 

This simplification reduces the accuracy of the model.  
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Table 81 - FCFE

 

 

In the Treasury model, only existing contracts are considered. Bank`s capex 

mainly consists of investments in human capital, IT-solution and branding. Thus, 

these costs relate to future contracts and can be neglected. However, cost of 

existing contracts must be defined, and this is difficult with external information. 

Assumptions have been used to define what costs belong to existing and new 

contracts (table 82). These assumptions reduce the quality of the model.  

 
Table 82 - Costs of existing contracts 

 
 

Furthermore, the Treasury model avoids the definition of working capital. This is 

done by calculating separate cash flows from operating, investing and financial 

activities. Hence, the Treasury model avoids the problems with identifying WC 

and capex.  
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10.0	Conclusion	

The first purpose of this thesis is to identify why bank valuation is problematic 

and which approaches the literature recommends for bank valuation. Four main 

aspects that complicates bank valuation have been identified. Firstly, banks are 

highly regulated. This constrains the pace of growth, the capacity for earnings and 

dividend. Secondly, banks perform maturity transformation. This leads to a 

separation issue between debt and equity. Thus, WACC estimation is problematic. 

Thirdly, banks create value through risk transformation. This leads to credit risk. 

Thus, it adds a new risk dimension and may lead to incorrect estimations of 

retention ratios and net profits. Lastly, banks have integrated financing, operating 

and investment activities. This leads to difficulties defining working capital and 

capex. Thus, cash flow estimation is problematic.  

 

The literature review on bank valuation indicated that there has been a stream of 

academic contributions to bank valuation the last decade. However, most of the 

contributions tries to evolve existing valuation models instead of developing 

bank-specific models. From the existing valuation models, there is a general 

agreement that the FCFE model, with bank-specific adjustments, is the 

recommended model for bank valuation. Further, the literature review indicated 

that banks-specific models e.g. the Treasury model by Svend Reuse (2007), The 

Fundamental Valuation approach by Dermine (2009) and the Risk Neutral 

Valuation model by Adams and Rudolf (2010) have been developed. The authors 

of these models indicate that their models are constructed to handle all bank 

specific implications. However, after having assessed the bank-specific models, 

the Treasury model seems to be the most practical model to apply for bank 

valuation.  

 

The second purpose of the thesis is to find the value of SR-BANK. The strategic 

analysis identified SR-BANK`s location as a competitive advantage and that SR-

BANK has embraced the technological development and positioned itself for the 

change in customer behavior. However, the products and services that SR-BANK 

offer is characterized by a high degree of comparability and low differentiation. 

This leads to increased mobility and reduced switching costs for the customers. 

Moreover, the internal competition in SR-BANK`s area is characterized by a high 

degree of rivalry which puts pressure on margins. Furthermore, the financial 
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statements analysis indicated that SR-BANK has strong profitability, liquidity and 

solidity in the analysis period. Moreover, the internal credit rating indicated that 

the bank`s loan related assets have a low PD overall and thus a high internal credit 

rating. 

 

In conjuncture with the strategic analysis and the financial statements analysis, the 

FCFE model and the Treasury model have been applied to SR-BANK. Hence, the 

FCFE model identified the value of SR-BANK`s equity to be NOK 26.894 

million (NOK 105 per share) as of 31.12.2017. The Treasury model identified the 

liquidation value of SR-BANK to be NOK 22.453 million (NOK 88 per share). 

The results are presented in figure 32.  

 
Figure 32 – SR-BANK`s price per share as of 31.12.2017

 

 

The last purpose of the thesis is to identify how the applied models incorporates 

the problematics with bank valuation. The FCFE model incorporates the problems 

arising from regulations, maturity transformation and risk transformation. 

However, the cash flow estimation in the model remains a problem. The bank-

specific Treasury model incorporates all four aspects that complicates bank 

valuation. However, this is mainly solved by separating the value centres and by 

calculating a liquidation value. Further, the valuation relies heavily on 

assumptions if not internal information is used. Moreover, as the Treasury model 

identifies the liquidation value, it is not directly comparable to the market value of 

SR-BANK as it leaves out growth. A further extension to the Treasury model 

could be to incorporate growth as it would further increase the model’s relevance 

in the banking industry.  
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