Banks for Beginners

A Case Study using Commerce Bank
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A Note From the Author: I'm not a financial analyst or CFA. I'm an investor and a volunteer NAIC educator. Neither knowledgeable nor confident in bank stock analysis, I felt there were some good investment opportunities passing me by. 
With this motivation to learn more about analyzing banks, I did some research and put together a program on how to analyze bank stocks for the Southeastern Michigan NAIC Computer Group. My goal was to make analyzing banks understandable for the average NAIC investor and to present an analysis process that would be easy for most investors to follow. This article presents a "simplified" view of bank analysis from an investor's point of view. 

Bank stocks are often avoided by NAIC investors because they don't feel confident with the analysis process. Until recently I fell into this category. 

But many banks qualify as high-quality growth companies, and I believe most investors should have a bank stock or two in a well-diversified portfolio. Unfortunately, many NAIC investors shy away from financial stocks because they just don't understand how to analyze them.

Financial stock analysis isn't really difficult -- just different. And it's really not all that different. I find more similarities than differences when comparing the analysis of a financial firm with that of a manufacturing company. 

How a Bank Makes Money

To understand the banking industry, it's helpful to understand how a bank makes money. The banking industry uses a somewhat different language from that of manufacturing or industrial companies, so it's necessary to learn a few new terms. 

A bank's main product is money. Banks borrow money from their depositors, paying them the lowest possible interest rate that competition and current market conditions will allow. This is an example of what bankers call interest expense. 

Banks also loan money to customers, charging them the highest possible interest rate that competition and current market conditions will allow. This is an example of interest income. Interest income minus interest expense is known as the net interest income, and this tends to make up the majority of net earnings for most banks. 

The difference between the interest rates that a bank charges its loan customers and the interest rate that a bank pays its depositors is known as the interest rate spread, or net interest margin. It's this "spread" that generates much of a bank's income, and banks with the highest spread are generally the most profitable. 

Banks also make money from collecting all kinds of fees from customers. As banks offer more and more services, they have more opportunities to charge fees, such as for ATM usage, online bill payment, and trust and brokerage services. Any income that's not related to lending is known as noninterest income. 

Noninterest income can also include gains or losses on a bank's investments. In the banking industry noninterest income has been growing faster than net interest income has, so this component has become quite important to the future growth of many banks.

A bank's operating expenses include personnel, occupancy, equipment and marketing costs. All expenses not related to interest paid to depositors and for other borrowed funds are known as non-interest expenses.

Think Like a Banker

When I started learning about bank stocks, I was getting confused about what were assets and what were liabilities. The source of my confusion was that I was considering these terms from the bank customer's point of view, rather than from the bank's perspective. 

A bank customer might consider deposits "assets," but to a bank deposits are liabilities -- debt that needs to be serviced and, eventually, repaid. Conversely, to a customer a loan is debt or a liability. But on the other side of the table, the loan is considered an asset (similar to accounts receivable), and that asset is used to generate interest income for the bank.

Loans Gone Bad

A manufacturing company may sell goods to a customer that goes out of business; consequently, any receivables due from the bankrupt company will likely go uncollected. A manufacturing firm also may misjudge demand for a particular product and as a result end up with more inventory than can be sold. Both of these situations result in the manufacturer taking some kind of charge to account for the lost value of these assets.

Similarly, some of the loans made by banks will end up being uncollected. Instead of taking a charge after the fact, financial companies set aside an amount they believe is sufficient to cover these bad debts. The money is set aside in an account known as the loan loss reserve. If a loan is deemed uncollectible, the loan loss reserve is reduced by the amount of the bad loan. 

Every quarter banks add to the loan loss reserve. This amount is known as the loan loss provision, or provision for loan loss, and is reported on the income statement.
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	Investors who are studying a banking firm should consider entries on the income statement (Commerce Bancorp's shown) such as total interest income, total interest expense, net interest income, provision for loan losses, total noninterest income and total noninterest expenses.

	
	


It's often helpful to see new terms and concepts put in context. A sample income statement for Commerce Bancorp is shown (right), and several of the data items that have been described are accompanied by arrows. A bank's income statement looks a little different from that of a manufacturing company, but now that some of the terms have been explained, it should be a little easier to understand.

Bank Revenue

One of the biggest sources of confusion comes from trying to define a bank's "revenue." Banks don't have a line for revenue or sales on their income statements. But we need this data to complete a Stock Selection Guide. 

The solution is to use a substitute, or proxy, for revenue. In my bank analysis study I found several proxies for bank revenue. I feel that the lack of a definitive standard for calculating bank revenue is the cause of much investor uncertainty and confusion.

The table below describes two proxies for bank revenues: NAIC recommended and OPS (Online Premium Services) data. The first column lists the various revenue "components." The next two columns indicated whether a component should be added (+), subtracted (-), or isn't used (shaded) in the associated revenue calculation. For example, the revenue calculation used in the OPS data files is interest income plus non-interest income.
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A Note About TEA: The "pure" form of the NAIC recommended method adds TEA (Tax Equivalent Adjustment) to the formula. This is because some of a bank's interest income will come from tax-exempt sources. The TEA adjusts the bank's tax-exempt interest income to equivalent "pre-tax" dollars. The TEA is typically a small number (less than 1 or 2 percent of revenue).
I found that TEA is a confusing component of an already confusing calculation. For most bank stocks, it has little effect on the results of the analysis. For this introduction to analyzing bank stocks we will disregard TEA and leave it for future advanced study.
The NAIC recommended method uses net interest income for calculating a bank's revenue. Using net interest income tends to smooth out increases or decreases because of changes in the interest rates. As interest rates rise, both interest income and interest expense tend to go up. 

OPS uses gross interest income (not net) to calculate bank revenue. This method results in revenue numbers that are more heavily influenced by changes in interest rates. In times of rising rates, the calculated revenue may be skewed higher, and in times of decreasing rates, lower. 

NAIC (Using Value Line Data) vs. OPS

Each revenue proxy has its advantages and disadvantages. The advantages of OPS are that it's relatively easy to use -- SSG data is imported directly into any of the NAIC stock analysis computer programs -- and includes up to 10 years of annual data and 20 quarters of revenues, earnings per share, pre-tax profits and tax data. Its disadvantage is that the revenue calculation employs gross, as opposed to net, interest income.

The advantages of the NAIC method, assuming Value Line data is used, are that you'll have all the data needed to calculate annual revenue by this method, and you'll have access to the Value Line analyst's projections for the next three to five years. The disadvantages of this method are that you'll have to calculate the revenue, obtain quarterly revenue from another source and enter the data manually.

When I started this study, I had hoped to conclude that OPS data could indeed be used to analyze bank stocks. While many NAIC investors have no qualms about setting up spreadsheets to do special calculations, the majority just don't have the time or inclination to do this. Using OPS data is fast and easy and is a giant leap in helping to bring effective stock analysis to all investors. To study how OPS presents bank revenues, I did side-by-side comparisons of SSGs for Commerce Bancorp (CBH) using the two methods. The results are shown below.
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The two SSG graphs illustrate the differences and similarities of calculating bank revenue by using the OPS data vs. using Value Line data and NAIC recommended methodology. The first thing I noticed was how similar the two graphs appear. The trends on both graphs look quite good, and the resulting 10-year growth rates are pretty close. 

I went through the same exercise for five other bank stocks that were being analyzed at the Computer Group meeting in January. The following table summarizes the historical sales growth rates when computed using OPS data and when using Value Line data combined with the NAIC recommended method.
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In all six examples the resulting sales growth rates were close enough to not cause concern. The OPS data resulted in generally lower historical sales growth rates, but this is likely because of the current low interest rate environment. The OPS sales growth rates would likely be higher in a high interest rate climate. 

Again, the important concept here is not that one growth rate is higher or lower than another, but rather that the historical sales growth rates were pretty close regardless of which proxy for sales was used. The SSG paints a picture with a pretty broad brush, and it's up to each of us to apply a generous dose of judgment. 

As always, it's important to pick one data source to complete an SSG and stick with that data source when updating the guide. You should always avoid mixing data sources. Also, when comparing two or more banks, it would probably be best to use the same revenue calculation for each one. 

No matter what revenue method or data you use, remember that it's a Stock Selection Guide, and in all cases you must apply judgment. 

Estimating Future EPS

As with any type of company, there are several methods for estimating future earnings. These include evaluating historical trends, considering analyst projections and using the Preferred Procedure to generate a revenue-based earnings projection. In addition to these, my research uncovered two additional techniques: the "Ralph Seger" method and projecting future earnings based on total assets. Again, I went through an exercise that involved estimating future earnings by using each method.

Revenue-Based EPS: I started by calculating a revenue-based EPS (Preferred Procedure) for Commerce Bancorp, using the NAIC recommended method of calculating bank revenue and data from Value Line. I find it helpful to reference Value Line's estimates for the next three to five years, especially when I'm beginning to study a company with which I'm not familiar. I use these estimates as guidelines only; they provide one more data point to consider in my analysis.

The historical "sales" growth of CBH has been strong at 29 percent, with no indication of a slowdown. Based on this strong historical growth and my personal cap, I estimated future sales growth to be 20 percent, or $2.14 billion in 2007. I compared this to Value Line's estimate for operating revenue: net interest income of $1.72 billion - loan loss provision of $75 million + non-interest income of $680 million, which came out to $2.325 billion. My estimated sales was close to the Value Line estimate, and this gave me confidence that I was in the ballpark. (Editor's note: The report used here was dated Nov. 28, 2003 -- to see it, go to the Stock to Study for March 2004 and click the VL Company Report headline in the Related Files section.)
Next I considered the trend of the pre-tax profit margin. I observed that it was down and that VL was projecting 25.9 percent for PTPM: net profit of $400 million divided by operating revenue of $2.325 billion, which is then divided by the result of 1 - income tax rate (0.335) and multiplied by 100. Based on these two observations, I estimated the future pre-tax profit margin to be 25.5 percent. 

Note: Many analysts who are much more educated and experienced in this area than I am feel that pre-tax profit margin is not a valuable measure for bank stocks. But old habits die hard, and I figure that PTPM for a bank will provide at least a small indication of how costs are being managed. So I continue to consider this measure as presented on the SSG a useful part of my analysis.
For the projected tax rate, I used Value Line's figure of 33.5 percent.

Next, I observed that CBH has been in the habit of issuing new shares at a fairly high rate. Value Line projected 85 million diluted shares in '06 - '08: projected net profit (400 million) divided by projected diluted EPS (4.70) = about 85 million. I used 85 million, as that seemed to verify the trend I saw in the numbers.

This all resulted in a future EPS of $4.27, or a 13.7-percent earnings growth rate (see graphic below).
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The Ralph Seger Method

In a "Repair Shop" column in BI's July 1987 issue that discussed analyzing bank stocks, Ralph Seger wrote, "I forecast the growth of future earnings per share at the rate of growth of earnings per share, book value, or dividends, whichever is the lowest." In this same article he recommended plotting book value per share and dividends per share on the front of the SSG. So I did. Using Toolkit, I simply put the book value data in the column marked Sales and the dividend data in the column marked EPS.

Toolkit calculated the 10-year growth rates for book value to be 13.9 percent and for dividends to be 18.2 percent (see graphic below). Comparing these numbers with the historical earnings growth rate of 14.1 percent indicates that a future growth rate of 14 percent may be reasonable (actually, 13.9 percent -- I rounded up a little).
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Prepare an SSG Using Total Assets Instead of Sales

Another method I discovered in my research suggests preparing an SSG based on total assets instead of sales. The logic here is that asset growth is critical to any bank, since assets (like loans to customers) generate earnings. Return on assets (ROA) is considered an important measure of a bank's performance and profitability. In Toolkit's annual data entry screen, substitute total assets (found on Value Line) in the data column marked Sales. This will result in an SSG that measures asset growth on the front and reports ROA (pre-tax ROA) in Section 2A instead of pre-tax profit on sales (see graphics below).
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Toolkit plotted the data for total assets and reported that the historical rate of growth has been 26.6 percent. I found it interesting (and somewhat comforting) that Commerce's assets have been growing at nearly the same rate as operating revenues.

Flipping to the back, I noted that 2A indicates a downward trend in return on assets.

Next, I thought I would try to use the Preferred Procedure to come up with an earnings estimate based on asset growth. Using much of the same logic that I used for the "sales-based" earnings projection, I projected future asset growth at 20 percent and completed the Preferred Procedure. The resulting EPS projection was $4.35, or 14.3 percent (see graphic, below).
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EPS Summary

The following table presents a summary of several estimates for future earnings.
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The first two are analysts' estimates, included for reference. The last four summarize the estimates I made using four methods. All came very close to 14 percent.

Based on this study, I would be confident that a projected EPS growth rate of 14 percent is reasonable.

At this point I'm not able to draw any conclusion about method might be the best. I don't know whether these results are typical. I plan to go through this same process with several more bank stocks and continue to learn.

Complete the SSG

The valuation portion of a bank stock SSG is the same as any other. Two judgments that still need to be made are for projected high and low P/Es. During the course of my research, I learned that P/Es for financial stocks tend to have an inverse relationship with the outlook for interest rates. P/Es tend to rise when interest rates are anticipated to go down, and P/Es tend to fall when interest rates are expected to rise.

Since I feel that interest rates are likely to go up in the next five years, I lowered the projected P/Es to an average high of 22 and average low of 13, or near the lowest values from the past five years. 

For the estimated low price, I selected the estimated low price calculated in Section 4Ba. My resulting buy zone was $32.10 to $47.80, with CBH currently priced in the hold zone.

Conclusion

I learned that bank stocks weren't really that difficult to analyze -- just a little different from others. 

In a perfect world OPS data would calculate bank "revenues" following the NAIC recommended method, and let's hope this will be true soon. Meanwhile, some NAIC practitioners say the OPS data is "wrong" and choose not to use OPS data for any bank stock analysis. 

I think it's important to understand what OPS is presenting as bank revenue and decide for yourself whether to use this data for any part of your bank stock analysis. Personally, I'll continue to use OPS data to prepare an initial Stock Selection Guide. Using OPS allows me to quickly screen for quality bank stocks because the data is highly accessible and because OPS makes short work of the data entry process. Once I find a viable bank stock candidate, I plan to complete several additional SSGs on the same company following the steps outlined in this article.

To summarize, when preparing a bank stock analysis, I'll follow these steps:

1. Prepare a Stock Selection Guide using OPS data. If the trends and growth rates look good, continue to the next step.

2. Prepare a second SSG using Value Line data and the NAIC recommended method to calculate the bank's revenues.

3. Plot book value and dividends on the SSG graph to measure the historical growth of these two parameters.

4. Prepare another SSG, substituting total assets in place of sales.

5. Evaluate all the data and consolidate the judgments in a "final" SSG, using the NAIC recommended method of calculating bank revenue and data from Value Line.

This may seem like a lot of work, but using one of NAIC's stock analysis computer programs makes SSG preparation a fairly quick process.

There are lots more financial ratios to calculate and consider when analyzing bank stocks, and the more you read, the more you'll learn. It was my goal to keep the analysis of bank stocks fairly simple, so I decided to present all the methods within the context of the SSG. 

And I believe that the majority of what an investor needs to know can be found on the SSG (or multiple SSGs, as demonstrated in this article). 

Finally, I would encourage all interested investors to continue to research and learn about analyzing bank stocks. There are lots of resources out there. Here's a list of some of them, many of which I referenced:

Available at the Web Site:

Better Investing: 
"Repair Shop," Ralph Seger, BI, July 1987. 

"Learning More About Bank Stocks," BI, February 1994.

"Stock to Study: Commerce Bancorp, Inc.," BI, March 2004 (includes Value Line report and partially completed SSG).

BITS:
"A Common Sense Approach to Analyzing Bank Stocks," adapted from a Miami Computer Group Workshop, BITS, Winter 1995.

"Analyzing Finova Group and Other Financial Stocks ," Amy B. Crane, BITS, February 2000. 

"Studying a Bank's Revenues and Expenses," Scott D. Horsburgh, BITS, October 2001. 

"Doral Corporation: Finding Possible Gold in Unfamiliar Territory", Part 1 and Part 2 Cy Lynch, BITS, June 2002. 

Other Web Resources:

"Analyzing Bank Stocks," Joe Smith, 2004. This PowerPoint presentation is available at the NAIC Forum on CompuServe in File Section 8 (http://forums.compuserve.com/vlforums/default.asp?SRV=NAIC). 

You'll need to log in either by using your AOL screen name or by signing up for a free ID and password. The spreadsheet used by Joe Smith to track bank stocks is also available at the NAIC CompuServe Forum.

Bob Adams' spreadsheet to analyze bank stocks, complete with example data.

A spreadsheet developed by Paul Schneider and Dan Hess that allows side-by-side comparison of many financial ratios from several different banks.

Other Resources:

Standard & Poor's industry survey for banking companies is updated twice a year. These reports are available at many libraries.

Ann Cuneaz is Vice President and Education Chair of the BetterInvesting Southeastern Michigan Chapter, and founding partner and current President of the Cash22 Investment Club. Her professional experience includes more than 20 years developing computerized test systems for the automotive industry. In addition to computers and investing, her other passion is sailing. Ann's investment goals include a 40 foot sailboat, and the time and money to sail extensively in tropical waters. She can be reached at anncuneaz@comcast.net. 

