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Updated November 20, 2018, with the addition of Damodaran Amazon debate


Learning objectives

e Frameworks for valuation

o Special features of financial services
company valuation

e Should fintechs be valued more like fin
or tech?

 Takeways from Lending Club’s journey
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Valuation

e Frameworks
— Market structure and valuation

— Growth and returns and valuation

e Methods
— Cash flow (DCF, NPV)

— Comps

* Private company valuation


Presenter
Presentation Notes
Basic principles of finance should hold, ie that growth and valuation are related.However we see that there are limits due to lack of live financial data, and we have also seen that VC is fundamentally an active path depndent process. So we see that some securities like convertibles reshape the payoff patterns for some investors at the expense of others (not like normal hedging in public markets). In fact, a VC investment can be seen as a portfolio of options with diffferent strike prices, expirtation dates, and implicit leverage. Like back half of Metricks book. This makes them subject to a different model, contingent claims analysis. All underlies black scholes
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Presenter
Presentation Notes
What criteria distinguish one firm from another? How do we differentiate quality of firms? Is every dollar of cash flow the same as every other dollar? (stability?)
What is firm value (FV = value of all equity + value of all debt). FV versus relative value (multiple) and cost of capital
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MES is minimum efficient scale, or unit cost b/e point. 
Exogenous is externally driven, or commodity, endogenous is can be differentiated
Orange would be like designer handbags
Oligopoly would be on the top between monopoly and winner take all—ie very difficult entry and exit-like Coke and Pepsi
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Where are financials? Where are

fintechs? , ’
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Competitive advantage, returns
and valuation?
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Public equities—should unicorns be immune from these rules?
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*Jarrod Wilcox, “The P/B-ROE Valuation Model.” Financial Analysts Journal. Jan-Feb 1984.
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Slope ie delta PB/delta ROE-line = PE, is not this a ddm? So it is all about the interaction between growth and valuation, with the market as an imperfect calibration machine


Link between growth and

valuation
« ROE a proxy forg
— g= ROE (1-k)
« ROE af of

— Sales/assets * assets/equity * pretax/assets *
(1-tax rate)

 Higher ROE, higher valuation
 Aslong as ROE is not volatile
 Explains both growth and value stocks

Exact Solution - 1 Exact Solution- 1l

http://www.northinfo.com/docume
nts/29.pdf




Here’s how It looks

Exhibit 5: ROE vs. price/book value relationship
30 2014 ROE still 16.3% and implies P/B in 2.5%-3.0x range
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Basic concepts

« Fundamental link between earnings
growth and valuation

 Market is efficient but imperfect, may
over and under-shoot fair value

« Market has a harder time valuing more
unpredictable cash flows

 Volatile ROE a proxy for low predictability

Do these relationships hold for private
securities too?

4/30/2019 Kathleen DeRose 12
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IE as an investor might look for residuals (below the fair value line)


VALUATION OF FINANCIAL
SERVICES COMPANIES
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Where are fintechs? More fin?
more tech?
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Banks price-to-book
1-1.5x%

W Bank of America Price to Book Value
JPMargan Chase Price to Book Value

B Goldman Sachs Group Price to Book Value

(" mWells Fargo Price to Book Value

2014

Sep 22 2017, 2:35PM EDT. Poweredby ¥ @ HARTS
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Market line for banks

ROIC Drives Valuation For Big Banks
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Technology price-to-book
Amazon: 23x, Facebook 7.5x

Amazon.com Price to Book Value Chart View Full Chart
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For advanced charting, view our full-featured Fundamental Chart 27.50

Facebook Price to Book Value Chart Wiew Full Chart
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For advanced charting, view cupfull-featured Fundamental Chart




FiInancials v. Tech

« More capital intensive

« More leverage

 Lower growth

 Lower returns

 More unpredictable returns
 Lower valuation

o Caution: both sectors are heterogenous
(BAC v. Visa, AMZN v HWP)
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Valuation: financials

e DCF: no
 Multiples and Comps: yes
 Valuation and network effects: hmmm

* Private company securities and
valuation:

4/30/2019 Kathleen DeRose 19



Financial stocks valuation

« Capital intensive versus capital light
financial services businesses

— Spread versus fees

* Balance sheet and income statement
ratios distorted by spread businesses with
credit cycle

— Loans are assets
e DCF not used for banks

« Comps and multiples-which ones

— PB the governing yardstick for mature
financials

4/30/2019 Kathleen DeRose 20



Why do banks have low
valuations?

 Mature business (GDP growth at best)

 Regulation caps growth and returns
(capital requirements)

 Credit cycle creates earnings volatility
* Losses erode book value

e Low normalized returns across the
cycle

e Secular earnings impairment post-crisis

4/30/2019 Kathleen DeRose 21



Valuation gap: tech or fin?

Fintech lenders need their own valuation metrics

e https://venturebeat.com/2016/11/05/1i
ntech-lenders-need-their-own-
valuation-metrics/

4/30/2019 Kathleen DeRose
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Valuation gap, or performance

gap”?
JPM Morgan OnDeck 2015
e $2.3 trillion in assets e $750 million in assets
e $100 billion in revenue e $200 million revenue
e 4-5% ROA e 40-50% ROA

« P/B1.1x  P/B ATIPO 15.4x

4/30/2019 Kathleen DeRose

23



Valuation gap or performance
gap?

e Real differences

— Revenue Growth
o Earlier stage
« Better products
— Margin potential
e Lower costs
« Scalability and network effects
— Capital usage?
o Same rules? Or just more efficient?

e Risks?

4/30/2019 Kathleen DeRose
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VALUATION AND NETWORK
EFFECTS
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Value of network effects =
exponential

s
-

Better product More data

k.ogJ

Smarter algorithms



Value of network effects on the
business

Profit
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STARTUPS FROM OUR COURSE
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Pirate Booty

e Price
—4.75 mililon GBP

 Valuation
— DCF valuation 9-18 million

4/30/2019 Kathleen DeRose
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Trumid

e $82.2 million in funding since 2015

e 2017 rounds included Chinese Co. Credit Ease
and

e Estimated valuation: $300-$500 million

« Compare to Market Axxess; breakeven
market share of 1% of corporate bond market
volume implies approximately $100 million of
revenue

« Platform strategy, at scale revenue will be
$300-500 million

Sources of information: Crunchbase, Angelist, Pitchbook (can be inconsistent)

4/30/2019 Kathleen DeRose 30



Betterment and Stash

why is Stash selling at a much higher valuation?

 Betterment
— $10 billion of AUM
— $750 million valuation
— $0.08 market value per $1.00 of AUM (8%)

e Stash

— 1.5 million users, avg. acct. $127 = $200 million
of AUM

— $240 million valuation
— $1.25 market value per $1.00 of AUM (125%)

4/30/2019 Kathleen DeRose 31
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Why are these two companies valued so differently? 


Betterment and Stash

why is Stash selling at a much higher valuation?

 Betterment
— $10 billion of AUM
— $750 million valuation
— $0.08 market value per $1.00 of AUM (8%)

e Stash

— 1.5 million users, avg. acct. $127 = $200 million
of AUM

— $240 million valuation
— $1.25 market value per $1.00 of AUM (125%)

4/30/2019 Kathleen DeRose 32


Presenter
Presentation Notes
Why are these two companies valued so differently? 


How could gaps close?
e Public private gap
 Public public gap
 Performance gap

 Incumbents buy startups (does this
make sense?)

e Startups fall

4/30/2019 Kathleen DeRose 33



LENDING CLUB
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Public fintechs

 Peer to peerlending (P2P) IPOs:
Lending Club, OnDeck, and SoFi

 Lending Club story...

4/30/2019 Kathleen DeRose
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Talk about SoFi in unicorns section


OnDeck price chart
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OnDeck P/B

Valuation History ONDK
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Valuation versus revenues, valuation versus orginations


P2P lending
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Lending Club CEO

https://www.youtube.com/watch?v=piji
S5VLnevZY
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How It all goes wrong

Over and under-
estimating valuation

4/30/2019 Kathleen DeRose
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Compare even in public markets


The traditional way...

Estimate global taxi market
« Estimate market share
« Est. risk adjusted cash flow
« Consider proprietary
methods, barriers to
competition

Value: $5.9 Billion

FOOY ST
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Play lemmings you tube


The platform way
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Amazon today

844.14 50 +1.44 (0.17%)

+0.08%

1 day 5 day 1 month 3 menths

Kathleen DeRose
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Amazon January 2000ece s rarveie s

during the tech bubble
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Even in public markets


AmaZOn January 2001Price$14,Fairvalue$21

after the tech bubble

= Hemnvestiment:
9b. Amazon in Jﬂﬂl—lﬂl’]l" 2001 Cap ex includes acquistions

TUirent T Orront Wiorking capital is 3% of revenees Slable Growihn

Revanue Blarggirn. - Stable Slalle

% 2 465 _;34_%:[;2{_. I 1 1 ;f'tl-d-u_!‘:‘ Cperating| OC-18.94%

ﬁalu:.—; OO | Compoeiiny | evenLc Margin: Feinvest 20 59
&

alic. 3.02 Srowih. 5% | o adheg bt EBIT(1-1)
| T
CVCIG ExpCcicd
[Srowth: Margin:
P5S.41% = 8.32%

J r _ [SETTRRTETY

] 7 = = .
Eovenus Al %, 17 S5 R11TTT 514142 $16,534 K18 540 520922 $22 504G },-1 326 Fra 012
EHIT Lt FIOT G147 i . R1A7R ORI G2 S| 014 RE0ORT 720 32,302
L XS fre 51017 $ers SN I e R Y LT T Y| 31,508
reinvestment &6 2 7 457 RO 578 7O BT SGET7 3554 374 4 I'I.E
EEC : g : . & 31 STUT 0 RIEY REIL RS8R RE07 R 057 1,064
op on I N KA L

Forewer

. I I I I I I I I
at L}Db!ﬂ . ] : IT2VR 2TITR ITITR IT27W 27.2THR MELR M20% 231E% 21.13E
of |:I7|Lllt‘_-,l' 3, A : 2.8 2 2.8 1.9 175 153 1.32

Equity Optians : Cust ol Equity 1E1% 13.81% AB1R 13.81% 12895% L209% 11.22% 10.26%

falue per share 5: : I et of ded { TN |nm< S T O N LN B HAM % YRR

= 12.77% 1277% 1299% 12.52% 11323% L002% UU8% D%

Cost of Debt Weights
5.5%+3.5%=10.0% Debt= 27.3%
lax rate = 0% -= 35%

Hiskfree Hate.

T. Bond rale =5 Amazon.com
- Rk Premiam |
Beia 4&_'3 e January 2001

+ | 218> 110 Stock price = %14

1
ENE JErating Lrrent I:i"I.SE' Lquny DN HIS
bl cVorage /e 37 5% Prermium rmiLm

4/30/2019 Kathleen DeRose




4/30/2019

Amazon today

844.14 50 +1.44 (0.17%)

+0.08%

1 day 5 day 1 month 3 menths

Kathleen DeRose

47



LC operating performance

Charts: LC’s operating performance pre-IPO

Data in the charts below were retrieved from LC's SEC filings
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At the time of the IPO

ary Lending Club nabs $9 billion valuation in IPO,...
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Attempts to value LC in 2014

versus originations (growth proxy)....what?

Table 2: LC’s Valuation/Originations over time

Valuation  Total Originations Price/

Date (Millions) (Millions) i
4/17/14 § 3,750 $ 4,052
11/12/13 2,300 2,817
5/1/13 1,550 1,685
6/6/12 570 671
8/3/11 275 326
4/14/10 80 104
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Attempts to value LC in 2014

versus “peer” companies still looked expensive

Table 4: LC’s executive peer group’s operating metrics and valuation multiples

at IPO

(click on the image below to view at full size)

Trubia, e
Finanaal Engnes, Inc

CoStar Gro bk Inc

30x revenue
EV/LTM EV/LTM > peerS

Ticker IPD Date

Min

Mlax

Mean
Median
Lending Clab

3,783.6
1,258.3

606.5
1,480.6

Somecer Data retrered froe CapitalIC) a3 of September 11, 3101

Note 1: LC LTM fgures based on the twebre month peood from Julr 1, 2013 to Jone 30, 2014
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Platform: sides

e Borrower
—Who are they?

e |[nvestor

— Institutions: banks = 40%+, hedge funds,
Investment banks (securitize)

— Advisors
— Retall

 Lender
— Utah banks provide balance sheet

4/30/2019 Kathleen DeRose
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Borrower

LendingClub BORROW * | INVEST ~ ABOUTUS  HELP  SIGNIN

Salely & P

How much do you need? Get a quote ”_] mlﬂUTES

Check r Rate

Ratings Application Process f_':] If_:,] o Facammenc
by Category Customer Servica I ST i Progunt

o0 e
“Quick and easy!”
The process was siraightforward and sasy. | am saving & lon by paying off all my credil cards and my manthly payment
% lowar. | was already making axlia payments Lo the GG companias 16 pay down my dabl bul thig is such a huges
advantaga! |'would recammend any one looking to consolicate GG debl to check out Lemding Club,

= Jphyill

State Mew Mexico
Laoan purposs Debt Consolidation

ATBAN E

“Very easy to use!”
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Borrower

What are P2P loans used for?
[
D e bt Major pgrchases Other  Debt consolidation

consolidation wgting
loans = 79% for |
Lending Club il

Household ~ ¢ T
gxpenses Home _
improvement Business use

CreditCards.co

Prosper says 51 percent of its

loans go to debt consolidation,
more than for any other
purpose. The same is true of
Lending Club loans, 79 percent o
which are used to pay off credit
card debt.
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INnvestor

=

saees Corrler 5

Invest
m AUTOMATED

$3 2"

Good morning, Charlie
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Investor benefits: retall

You can easily build a diversified portfolio that can offer these benefits

Solid Returns

lub Notes have

ical annual returns
between 5% and 7%. Each
MNote represents a fraction

of an underlying loan.’

Low Volatility

99% of investors who
invest in 100+ Notes of
relatively equal size have

.

seen positive returns.<

Monthly Cash Flow

Investors receive between
3-6% of their total
investment back in casn
payments as borrowers
make their monthly loan

payments.”




Investor benefits: institutional

Lending Club Solutions for Institutions

+ Seek attractive returns. ynal = available through Lending C
14

standard program have res N 4% to 10%:.'~ C

information on the standard program

4/30/2019 Kathleen DeRose
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Investor benefits: securitization

LendingClub Cerp | + Add te myFT

Jefferies closes Lending Club bonds sale

+wrun to rise on loans to the riskiest customers, casting

doubt on the prospects for the rest if the credit eycle begins to turn.

Morgan Stanley noted in a research report last month that four of 47
securitisations carried out by marketplace lenders had breached performance
triggers, diverting cash toward senior hondholders at the expense of junior

investors. Three of the four deals were arranged by Jefferies.

(1t Ben McLannahan in Mew Yok and Kadhim Shubber i London E 3 comments
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LC’s small bank partners

Going Big
Smaller banks” and thrifts’ share of the consumer-loan market have
steadily shrunk in recent decades.

Amount of consumer loans Percentage of consumer loans

BL25 rllion e 100%

Kathleen DeRose
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LC operational partners

LendingClub BORROW v | INVEST v ABOUTUS  HELP

Partners

Lending Club works closaly with industry leaders to offer a comprehansive person-to-parson lending platform.

BankServ.

ery is our financial services processor handling the submission and recaipt of our AGH transactions. BankServ supports over 400 banks in 52 countries and
s & PCl-compliant data center,

Union

Credit information is obtained through TransUnicn. TransUnion is a global leader in credit and information management with 50,000 customers on six continents,
supporting more than 500 million consumers worldwide.

WebBank

WiabBank iz a FDIC-insured, state-chartared Indusfrial Bank organized undar the laws of the State of Utah. Landing Club parinered with WebBank in order to
provide Landing Club installmeant loans on a consistent basis across all 50 states. Lending Club loans ara orginated by WebBank.
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LC provides value to both borrowers & investors

Traditional Lending
Bank Lenders Club

16.99%
O

i

12.73%
O

A
4.83% @ Borrowers' Rate
k4

O @ Investors' Rate
1.9%

1 AFraow oorm A coued cred sl Lo owarad) Sbirke) s o Mip 1
Heceic i gl & Age! G R IS derse P 3 A e
T Y 1ol E . 1L

LE“dI“gClUI:I Privileged and Confidenfia
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LC’s loan rankings

Reward / Risk

10.,62% 13.91%
Lower interest payments
Lower expected loan losses

Lower expected returns
Lower expected volatuliny

17.30%

2007% 23.81% 26.24%

Higher interest payments
HI'EEl'II_'-' expected loan losses

Higher expected returns

Higher expected volatility

Kathleen DeRose
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Presenter
Presentation Notes
Compare to credit ratings, check default risk


Lending Club

Katie used a personal loan through
ing Club to consolidate her debt.

2w

4/30/2019

Borrowers make
monthly payments

+i LendingClub

Investors can earn
a monthly return

Kathleen DeRose
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How LC makes money

e One time fees

— To borrower: origination fee of 1.11-5% of
the loan

e Transactions fees = 94% revenue in 2015

— To lender: service fee of 1% of each
payment borrower makes

2% of $5000
1% of every $154.36

4/30/2019 Kathleen DeRose 64
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Where does LC get the money
to lend? (What is Web Bank?)

WebBank

\‘ Bﬂﬂk Location foducts & Services Cardholder Agreements Careers Contact Us
. N Salt Lake City '

Total assets
$226m

Employees WebBank
38 =
Return on equity | ELGH

4 4':1..1: A T PR RN N T :I Y ':.I.I | IO ans

=111

A program w1th WebBank can help yo ?ggﬁﬁa‘ilﬂi
expand your business model. >

WebBank

State pricred in Salt Lake City, Utah, and is an FDIC-insured, state-chartered industrial bank d oesn ’t
it commercial linancing solutions on a nationwide basis. WebBank i3 a leading provi
Chartered | and bank card financing programs. h0|d |Oans

industrial
bank
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Presenter
Presentation Notes
Subject to UTAH rules but not to the FED, FDIC insured, correspondent bank that does not hold the loans
No usury law in Utah that caps rates on loans, so Web can export its interest rates


Returns by grade

4/30/2019 Kathleen DeRose




Mix trends
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Who holds capital against loans?
Who bears the credit risk?

4/30/2019 Kathleen DeRose 68



Bank capital reguirements

Core equity
capital: risk
weighted
assets

4/30/2019

Bank Capital Requirements

Global Systemically Institutions Not
Important Considered
Financial Systemically
Institutions (SIFls) Important

0, 0,
4.5% 4.5%
New Tier 1 capital New Tier 1 capital
common equity ratio common equity ratio

2.5% 2.5%

Capital buffer required Capital buffer required
under Basel || under Basel llI

1%-2 -5 % Total
Additional capital 7%

surcharge proposed by the
Financial Stability Board

Total

8%-9.5%

Kathleen DeRose
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Recent announcements

 Concerns about credit quality
 Lower return forecasts to 4-6%

« Grades F and G no longer available to
Investors
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What happened to Lending
Club #1: credit quality ?

] d that there were cracks starting to show in the world of P2P lending, and more specifically
inability to assess credit risk of its borrowers that wer ing the company perience higher write-off rates than

it Febrruary post, here is a chart that was used in 5 0 off the company was in
i it was evident then that th

thae time:

L sound
! of {ue tally st oo ‘ ! ; ! ’ ; : ), it's dowble the fow-end
internal estimare.

That's bad. In other words, we said, the algorithms LendingClub uses to assess credit risk aren't warking. Plain and
simple,

And now courtesy of Reuters, we fearm of a oritical blind spot In the world of online fendimg. The ris
igh credit checks have not been de ]
o ked” loans, rmeaning thi
loan, sometim g
nificanthy understated.



Presenter
Presentation Notes
Way mis-estimated credit quality—charge off s more than twice forecasted. Missed the idea that people can re-lever up with their cards and therefore drop the cquality of the unsecured loan. 


What happened to Lending
Club #2: CEO resignation

P2P Bubble Bursts? LendingClub Stock Plummets 25% After CEO
Resigns On Internal Loan Review



Presenter
Presentation Notes
P2P loan volume reached $76 billion, driver of the boom is demand from investment banks who underwrote securitization of loans originated on P2P platforms, repackaging them for institutional investors. Lending Club mis estimated the credit quality and was also accused of misrepresenting the underlying in the securitizations, causing the board to fire the CEO


What happened to Lending
Club #3 loan packages

FINANCE

FINAMNCE BAMEK INVESTING WALL STREET HEDGE FUND3 ME& A

Does this sound familiar? Peer
lenders are packaging loans
and selllng them to Wall Street

I e ff El.h.t...'_.lrl
t | PME l Feb 2017 | Updated 4:50 PM ET Thu, 9 Feb 2
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Presenter
Presentation Notes
Asset backed securities



Video #2 after the fall

https.//www.youtube.com/watc
h?v=levhNdI76 Aw

4/30/2019 Kathleen DeRose



P2P versus bank lending

Borrow Mix is riskier

— P2P more credit card consolidation loans
Spreads are narrower

— P2P spreads < credit card spreads

Investor/Lenders mix is different
— Retall small investors

— Institutions seeking returns and securitization fees
(small banks, hedge funds, brokers)

Still need capital to lend, from partner bank

Credit risk is not borne by platform
— Moral hazard?

4/30/2019 Kathleen DeRose
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Lending Club today

B LendingClub Price % Change :
S&P 500 Level % Change 10.00%

Y
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I'If"r"ll .-"III
/\,

\A
ﬂl.l / uﬂlll'-ﬁ_,l"".
\

Ilu"" ,--
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IIIU/\—/\_/—JJH" j\m/\,f- 75.7%
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LC what happened

After Firing Its CEO, Lending Club Is Facing a Crisis

Here's what you need to know about the |atest developments in the scandal involving the peer-to-peer lender.

By Oscar Williams-Grut Susiness Insider

sy |
n m D Ju # WRITE A COMMENT

-

Lendine
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LC: what happened?

 Regulatory arbitrage
— Capital requirements
— Risk shifting-moral hazard (3 entities, securitizations)
— Utah bank (usury laws elsewhere)
e Valuation
— Unicorn multiples
— Valued like “tech” really like “fin”
« Fundamentals
— Rapid growth -underlying credit risk

— Truth in advertising (contents of securitizations) and
control

— CEO conflicts of interest

4/30/2019 Kathleen DeRose
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Conclusions

e Valuation frameworks still matter

* Fins and Techs are hetereogeneous, so
IS valuation

 Regulatory arbitrage won’t sustain
valuation

o Platform winner take all features may
sustain valuation
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