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



Learning objectives

• Frameworks for valuation
• Special features of financial services 

company valuation
• Should fintechs be valued more like fin 

or tech? 
• Takeways from Lending Club’s journey 
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Valuation
• Frameworks

– Market structure and valuation

– Growth and returns and valuation

• 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



UNCERTAINTY 
& RISK

PAYMENTS

EQUITY & 
CREDIT

MARKETSPAYMENTSEconomist view-competition

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



UNCERTAINTY 
& RISK

PAYMENTS

EQUITY & 
CREDIT

MARKETSPAYMENTS
Economist view: competition with 
demand and scale

Structural 
monopoly/regulated or 

public good

Winner take all/network 
effects

Perfect competition Monopolistic competition

Exogenous demand Endogenous demand

High MES
(min efficient 

scale, or unit cost 
b/e point)

Low MES

Highly differentiatedHomogeneous 

Where are 
unicorns?

Presenter
Presentation Notes
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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UNCERTAINTY 
& RISK

PAYMENTS

EQUITY & 
CREDIT

MARKETSPAYMENTS
Where are financials? Where are 
fintechs? 

Structural 
monopoly/regulated or 

public good

Winner take all/network 
effects

Perfect competition Monopolistic competition 
(diff by brand or quality)

Exogenous demand Endogenous demand

High MES
(min efficient 

scale, or unit cost 
b/e point)

Low MES

Highly differentiatedHomogeneous 

Big 
banks?

Platform 
Fintechs? 

Presenter
Presentation Notes
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



Competitive advantage, returns 
and valuation? 
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Presenter
Presentation Notes
Public equities—should unicorns be immune from these rules?



Unifying quant and 
fundamental

Intuition about how company performance drives valuation (returns)?
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Market Structure: relationship between growth and 
valuation

PB ROE model (derive PE= slope)

Actual 
relationship is 

curved

“value” or 
lower PB 

stocks have 
higher 

volatility ROE  
(higher 

residuals)

“higher PB” 
stocks have 
more stable 

ROE

Presenter
Presentation Notes
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 for g
– g= ROE (1-k) 

• ROE a f of
– Sales/assets * assets/equity * pretax/assets * 

(1-tax rate)
• Higher ROE, higher valuation
• As long as ROE is not volatile
• Explains both growth and value stocks

4/30/2019 http://www.northinfo.com/docume
nts/29.pdf 10



Here’s how it looks
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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? 
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Presenter
Presentation Notes
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
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Market line for banks
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Technology price-to-book
Amazon: 23x, Facebook 7.5x
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Financials v. Tech
• More capital intensive
• More leverage
• Lower growth
• Lower returns
• More unpredictable returns
• Lower valuation

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

• DCF: no
• Multiples and Comps: yes
• Valuation and network effects: hmmm
• Private company securities and 

valuation: 
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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

• DCF not used for banks
• Comps and multiples-which ones

– PB the governing yardstick for mature 
financials
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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
• Low normalized returns across the 

cycle
• Secular earnings impairment post-crisis
4/30/2019 Kathleen DeRose 21



Valuation gap: tech or fin? 

• https://venturebeat.com/2016/11/05/fi
ntech-lenders-need-their-own-
valuation-metrics/
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Valuation gap, or performance 
gap?

JPM Morgan
• $2.3 trillion in assets
• $100 billion in revenue
• 4-5% ROA
• P/B 1.1x

OnDeck 2015
• $750 million in assets
• $200 million revenue
• 40-50% ROA
• P/B AT IPO 15.4x
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Are FinTechs so much more capital efficient that 
they justify premium valuations? 

Is this due to technology? Or another reason?



Valuation gap or performance 
gap? 

• Real differences
– Revenue Growth

• Earlier stage
• Better products

– Margin potential
• Lower costs
• Scalability and network effects

– Capital usage?
• Same rules? Or just more efficient?

• Risks? 
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VALUATION AND NETWORK 
EFFECTS
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Value of network effects = 
exponential
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Value of network effects on the 
business
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STARTUPS FROM OUR COURSE
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Pirate Booty

• Price
– 4.75 million GBP

• Valuation
– DCF valuation 9-18 million
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Trumid
• $82.2 million in funding since 2015
• 2017 rounds included Chinese Co. Credit Ease 

and Deutsche Boerse
• 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)
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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%)

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



How could gaps close?
• Public private gap
• Public public gap
• Performance gap
• Incumbents buy startups (does this 

make sense?)
• Startups fail
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LENDING CLUB
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Public fintechs

• Peer to peer lending (P2P) IPOs: 
Lending Club, OnDeck, and SoFi

• Lending Club story…
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Presenter
Presentation Notes
Talk about SoFi in unicorns section



OnDeck price chart
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OnDeck P/B
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Presenter
Presentation Notes
Valuation versus revenues, valuation versus orginations



P2P lending
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Lending Club CEO
https://www.youtube.com/watch?v=pji

5VLnevZY
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How it all goes wrong
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Over and under-
estimating valuation

Presenter
Presentation Notes
Compare even in public markets



The traditional way…
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Presenter
Presentation Notes
Play lemmings you tube



The platform way
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Amazon today
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Amazon January 2000Price: $84, Fair value $34
during the tech bubble
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Presenter
Presentation Notes
Even in public markets



Amazon January 2001Price $14, Fair value $21
after the tech bubble
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Amazon today
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LC operating performance
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At the time of the IPO
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December 2014 
IPO at $15 or $5.4 b 

valuation, 
immediately pops 
56% to $24.75 or $9 

billion



Attempts to value LC in 2014
versus originations (growth proxy)….what?
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Attempts to value LC in 2014
versus “peer” companies still looked expensive

4/30/2019
Kahttps://www.lendacademy.com/analysis-lending-club-

valuation/thleen DeRose 51

30x revenue 
> peers



Platform: sides
• Borrower

– Who are they?
• Investor

– Institutions: banks = 40%+, hedge funds, 
investment banks (securitize)

– Advisors 
– Retail 

• Lender
– Utah banks provide balance sheet
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Borrower 
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Borrower

• Debt 
consolidation 
loans = 79% for 
Lending Club
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Investor
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Investor benefits: retail 
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Investor benefits: institutional
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Investor benefits: securitization
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LC’s small bank partners
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LC operational partners
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LC business model
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LC’s loan rankings
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Presenter
Presentation Notes
Compare to credit ratings, check default risk



Lending Club
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How LC makes money
• One time fees

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

• Transactions fees = 94% revenue in 2015
– To lender: service fee of 1% of each 

payment borrower makes
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$5000
A3

6.99%
2% fee

36 months

$5000 $5000

Lending Club

$154.36

2% of $5000
1% of every $154.36

$154.36



Where does LC get the money 
to lend? (What is Web Bank?)
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WebBank
makes
loans

LC avoids 
regulation
s

WebBank
doesn’t 
hold loans

State 
chartered 
industrial 

bank

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
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Mix trends
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Who holds capital against loans? 
Who bears the credit risk?
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Bank capital requirements
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Core equity 
capital: risk 
weighted 
assets



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 ? 

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

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
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Presenter
Presentation Notes
Asset backed securities




Video #2 after the fall

https://www.youtube.com/watc
h?v=levhNdl76Aw
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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

– Retail 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?
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Lending Club today
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$3.37 
per 

share



LC what happened
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LC: what happened?
• Regulatory arbitrage

– Capital requirements
– Risk shifting-moral hazard (3 entities, securitizations)
– Utah bank (usury laws elsewhere)

• 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
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Conclusions

• Valuation frameworks still matter
• Fins and Techs are hetereogeneous, so 

is valuation
• Regulatory arbitrage won’t sustain 

valuation
• Platform winner take all features may 

sustain valuation
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