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Secure Trust Bank

Momentum maintained

Secure Trust Bank (STB) reported H119 adjusted pre-tax earnings up 14%
y-0-y driven by volume growth and lower impairment rates. With a
diversified lending model it has shown the ability to shift asset allocation
significantly, de-risking and avoiding price pressures prevailing in some
lending asset classes. By putting the brakes on early, STB is now reaping
the rewards, with good profitability and the flexibility to adjust to macro
and political changes.

Operating PBT* EPS* DPS PIE Yield
Year end income (Em) (Em) (p) (p) (x) (%)
12117 129.5 27.0 116.4 79.0 1.3 6.0
12118 151.6 36.7 162.0 83.0 8.1 6.3
12/19 167.8 420 183.7 87.2 74 6.6
12/20e 185.0 52.2 225.1 915 5.8 6.9
12121e 203.5 60.1 254.9 92.6 5.1 7.0

Note: *PBT and EPS are normalised, excluding amortisation of acquired intangibles,
exceptional items and share-based payments.

Earnings on track

Although cautious on the macro and political environment, STB has pressed ahead
in the segments where the price-risk proposition remained attractive. The loan book
grew 24% y-o-y; retail point of sale (+32% y-0-y) and real estate business lending
(still biased towards investment lending and with average LTV of 58%) were the
main highlights. STB has completed the first stage of the transformation of its motor
lending business and its auction stock lending platform is now live. The de-risking
has compressed margins as expected (NIM fell from 7.3% a year ago to 6.5%) but
this was offset by lower impairment charge rates and volume growth. The bank
reported an adjusted £18.8m in pre-tax profits and an ROE of 12.8%. STB seems
to be on track to meet our FY19 forecasts of PBT of £42m and ROE of 14.4%.

Healthy, flexible balance sheet

Although STB has used some of its capital for this growth, its CET1 of 12.8% still
shows good headroom for a continued robust expansion rate. Liquidity remains
good (loan to deposit ratio of 114bp) and we note that the launch of new cash ISA
products in April was a success. The loan book duration is now only 1.9 years and
this contributes to STB’s ability to profitably respond to changes in the macro and
political outlook, particularly with Brexit looming ahead.

Valuation: Unchanged at 2,428p per share

We have not made changes to our forecasts or our DDM-derived fair value (2,428p
per share). We forecast STB to continue to deliver returns considerably above its
10% COE. We see ROE reaching 18.7% by 2021. As such, a significant premium
to the current trading P/BV of 1.0x seems justified in our opinion. Our DDM fair
value is equivalent to a 2019 P/NAV of 1.8x. STB is paying an attractive current
year dividend yield of 6.6%, which is set to continue to grow.
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De-risking is delivering

STB’s 2019 interims show the company maintaining its momentum while keeping a firm hand on
risk. The reported pre-tax profits rose 20% y-o-y. Adjusted for one-offs it rose 14% to £18.8m, in line
with our £18.6m forecast. The bank seems well on track to meet our £42m FY19 PBT forecast and
we are leaving our estimates unchanged. The effective tax rate was higher this period and so the
adjusted earnings grew only 10% y-o0-y to £14.4m and the adjusted ROE was 12.5%.

STB’s diversified lending model and its willingness to reallocate capital proactively has allowed it to
deliver on its de-risking strategy and side-step the price pressures in some lending asset classes.
By putting the brakes on early, STB is now reaping the benefits, with good profitability and the
flexibility to adjust to further macro and political changes.

The de-risking has resulted in the net interest margin (NIM) dropping from 7.3% a year ago to 6.5%
in H119. Again, this was in line with our expectations at 6.7% (see Exhibit 1 below). The tighter NIM
was offset by lower impairment charges as well as the volume growth. As a percentage of average
net loans, impairments fell from 186bp in H118 to 164bp in H119. These were slightly higher than
our forecast 144bp due to the motor finance division, which was affected by a 14% drop in used car
prices during the period.

Despite balance sheet expansion, STB’s capital ratios allow for further robust growth (CET1 is
12.6%, already factoring future interim dividend payment). Liquidity is good as well and the loan to
deposit ratio is 114%. The introduction of the new Cash ISA products in April this year has been
successful. This is a relevant development since the Bank of England’s Term Funding Scheme
(TFS) has been closed down since February 2018, and is now expected to wind down. STB’s
drawings (total of £263m) mature in May 2021 and February 2022, and so good access to retail
funding is very helpful.

STB also reported a relatively short average duration for its loan book at only 1.9 years. This
reflects their lending mix including the increased retail point of sales lending. This enhances STB'’s
ability to respond to events in the coming months, and specifically to the type of Brexit that might
occur. This has been a guiding concern for STB during the last couple of years and was reiterated
in the management statements and reviews in the interim accounts.
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Exhibit 1: Interims results vs forecasts

Year end 31 December (Em) H118 H119 Y-0-y % H119e Actvs exp.
Net interest income 63.7 70.5 10.7% 719 -2.0%
Net fees & commissions 8.8 10.9 23.9% 9.1 19.8%
Total operating income 72.5 814 12.3% 81.0 0.4%
Operating expenses (41.1) (45.5) 10.7% (47.0) -3.2%
Operating profit pre impairments & exceptionals 31.4 35.9 14.3% 34.0 5.5%
Impairment charges on loans (16.3) (17.8) 9.2% (15.5) 15.1%
Profit before tax 15.1 18.1 19.9% 18.6 -2.5%
Adjusted profit before tax 16.5 18.8 13.9% 18.6 1.2%
Tax (2.4) (3.5) 45.8% (3.2)

Tax rate 15.9% 19.3% 21.6% 17.0%

Bank surcharge tax (0.2) (0.5)

Attributable net income 12.7 14.4 13.4% 14.9 -3.5%
Basic EPS (p) 75.1 81.0 13.4% 80.8

Underlying EPS (p) 74.7 82.3 10.2% 80.8

Dividend per share (p) 19.0 20.0 200

Ratios (%)

Cost income ratio 56.4% 55.9% 58.0%

NIM (Nll/average loans) 7.3% 6.5% 6.7%

Impairment charge % average loans 1.86% 1.64% 1.44%

Underlying ROE 12.1% 12.1% 12.5%

Underlying ROTE 12.7% 12.6% 13.1%

Source: Secure Trust Bank, Edison Investment Research

H119 loan growth of 24% y-o-y

STB’s loan book increased 23.9% y-o0-y during the first half of 2019, matching our expectations.
There was no great surprise in the shape of the growth in the various segments. The book now
stands roughly 50-50 between retail lending and commercial lending.

In the retail segment it is worth highlighting the particularly strong growth in the retail point of sale
finance segment (+32.2% y-0-y). STB’s attraction to this segment is driven not only by its current
asset quality (helped by low unemployment), but also by its short duration profile in the current
context of macro and political uncertainty. All three of the largest sub-segments in this business
(sports and leisure, furniture and jewellery) contributed to the strong growth. Growth was also
boosted by the exit of a major competitor within the football season ticket sector in March 2019.

STB completed the first stage of its transformation programme in the motor finance division as part
of its strategic shift from sub-prime to prime and near-prime lending. The first two stages involve
creating dealer stocking finance and the next two a wider proposition for consumers. In this first
phase STB has launched the V12 Vehicle Finance brand with auction stock funding in June 2019.
This is being done in partnership with Aston Barclay, a leading UK vehicle auction house. This
online platform allows short-term bridge finance (typically 60 days) to be quickly arranged in a one-
stop solution.

Although the mortgage book did grow 204% y-o0-y, new business in this segment has been
temporarily paused by management since January due to concerns over price pressure and risk in
this segment. Newsflow from several other competitors in recent months seems to have vindicated
STB’s decision.

STB’s business finance segment also seems to be well on track to meet expectations. Real estate
lending grew 25% y-o0-y, with the bank maintaining its conservative stance on lending (average LTV
58%) and its bias towards investment lending. The asset finance segment continues to be run-off.
The commercial finance segment (overdraft lending) grew 17.7%, benefiting from the geographic
expansion of the business.
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Exhibit 2: Loan book split

£m H118 H218 H119 Y-0-y % H119e
Motor vehicles 272.0 276.4 299.8 10.2% 298.2
Retail finance 508.0 597.0 671.7 32.2% 638.5
Debt management 28.3 32.3 423 49.5% 38.7
Mortgage lending 373 84.7 113.2 203.5% 82.6
Total retail lending 845.6 990.4 1,127.0 33.3% 1,057.9
Real estate finance 704.8 769.8 879.0 24.7% 884.9
Asset finance 87.9 62.8 42.7 -51.4% 314
Commercial finance 187.5 194.7 220.7 17.7% 2424
Total commercial lending 980.2 1,027.3 1,142.4 16.5% 1,158.7
Other 13.3 11.2 8.9 -33.1% 12.1
Total lending 1,839.1 2,028.9 2,278.3 23.9% 2,228.7
Ratios (%)
Common Equity tier 1 ratio 13.6% 12.8% 13.8%
Leverage ratio 10.4% 10.0% 9.5%

Source: Secure Trust Bank, Edison Investment Research

Improving asset quality

STB reported impairments of £17.8m (164bp of average loans), slightly higher than our forecast of
£15.5m (144bp). The miss was driven by the £8m impairment in the motor finance division (we
expected £4.7m; it was £4.9m in the second half of 2018). This was driven by used car values,
which dropped by an unusually large amount (-14%) during the first half of 2019. The company
reports that aside from this impact, underlying credit impairment trends were improving, reflecting
the trends towards better-quality clients.

The retail point of sale lending is the other segment we expect to contribute most of STB’s
impairments charges. Here the impairments were better than our forecast (£9.1m vs estimated
£10.6m).

We do note that although there are some signs of slowdown in the economy, the current low
interest rate and record low unemployment environment helps support asset quality. This of course
could change, especially with a disorderly Brexit.

Exhibits 3 and 4 show STB’s lending yield and impairment rate progression. It is clear that there is
some offset of the lower yields by the lower impairments, as would be expected. At the same time,
we note that the lending yield net of loan loss charges (LLC) has been trending down. It fell from
7.6% in the second half of 2018 to 6.9% during the first six months of 2019. To some extent, this is
the price of de-risking as well as current trading conditions. In our estimates, we expect to see
another 30bp reduction — the gross yield contracting 50bp and the impairments improving by 20bp

in 2020.
Exhibit 3: Gross lending yield and LLC rate (%) Exhibit 4: Gross lending yield net of LLC rate (%)
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Outlook

We are keeping our forecasts unchanged after this set of numbers. We continue to expect STB to
keep up a strong pace of balance sheet expansion: 20% loan growth in 2019, followed by 17% and
14.4% in 2020 and 2021, with both retail and commercial lending growing robustly.

No doubt macro and political uncertainty will probably continue to weigh on investor loan demand.
Indeed, the Bank of England lending conditions survey earlier this year clearly showed these
concerns and market expectations. So we do see some risk to our growth forecasts, especially if
there is a disorderly Brexit as mentioned.

Assuming no dramatic adverse events, we believe that STB is well on track to meet our normalised
ROE forecast for this year (14.4%) and we expect this to increase to 18.7% by 2021. The higher
ROE will partially be achieved by greater usage of capital. We expect that by 2021, the bank’s
CET1 will have dropped to 11%. This is an acceptable level of capital, but means that growth
beyond 2021 will be funded by self-generated capital. STB'’s reported adjusted pre-tax profit of
£18.8m in H119 seems to indicate it is on track to meet our forecast (E42m underlying, £40m
reported) for the full year. We are forecasting pre-tax earnings to grow 20% to £50m in 2020 and
then to £60m in 2021.

We continue to expect to see gains in operating leverage as the bank grows and after the current
investment cycle (eg motor lending transformation, geographic expansion in commercial finance).
As such we forecast the cost to income ratio to come down to 56% in 2020 after the increase in
2019. We then expect this to decline further to 53% in 2021.

STB’s stance regarding selective acquisitions seems to be unchanged. The areas of interest are
invoice finance, retail finance and motor. The bank also has the flexibility to step into opportunities
created by non-bank lenders having difficulties in obtaining or renewing credit lines; an example of
this was the season ticket lending in H119.

Exhibit 5: Loan book estimates

£m 2017 2018 2019 2020e 2021e
Motor vehicles 275 276 320 390 470
Retail finance 452 597 680 770 850
Debt management 0 32 45 60 80
Mortgage lending 17 85 80 76 73
Retail lending 744 990 1,125 1,290 1,470
Real estate finance 581 770 1,000 1,150 1,280
Asset finance 17 63 0 0 0
Commercial finance 127 195 290 380 480
Commercial finance 824 1,027 1,290 1,530 1,760
Other 31 11 13 15 17
Total lending 1,598 2,029 2,428 2,841 3,250
Retail lending growth (y-0-y%) 29.3 20.2 14.5 16.0 13.8
Commercial finance (y-0-y%) 30.6 247 25.6 18.6 15.0
Total lending growth (y-0-y%) 273 26.9 19.7 17.0 14.4

Source: Secure Trust Bank, Edison Investment Research

Valuation

UK financial stocks have not been performing well in recent months. Even if we exclude struggling
Metrobank, our sample of STB peers have on average dropped 13% ytd and 29% in the last 12
months. STB significantly outperformed the sector: it is up 13% ytd and only down 18% in last 12
months (Exhibit 7).
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Despite this outperformance STB is still trading at relatively undemanding market multiples in our
view. STB currently trades on a 2019 P/BV of only 1.0x, yet we forecast ROE of 14.4% already for
this year and almost 19% by 2021. We also note that the peers in our sample have an average last
reported ROE of (coincidentally) 14.4% and trade on a P/BV of 1.2x.

STB also trades at a 2019e P/E of 7.4x, which after its recent outperformance is now at a 7%
premium to its peers. However, STB has a good prospective earnings growth profile and is
delivering on its strategy. Furthermore, STB'’s flexibility to adapt to both opportunities as well as
adverse developments that could arise in the current uncertain macro and political environment is a
big plus in our view. We also note that STB’s FY18 dividend yield of 6.2% is about twice as high as
the average of its peers.

Ultimately, we use DDM and not market multiples to value STB. The FV has remained at 2,428p per
share and this is equivalent to a 2019e P/NAV of 1.8x. The premium to NAV is justified by the
forecast returns that are well above the COE of 10%.

Exhibit 6: Challenger/specialist lender comparative table

Price Market cap P/E (x) PIE (x) Dividend ROE (%) last P/BV (x) last

(p) (Em) CY0e CY1e yield (%) reported reported

Secure Trust Bank 1,320.0 243.9 8.1 74 6.2 9.8 1.02
1PM 26.5 23.2 39 42 25 13.0 1.00
Close Brothers 1,281.0 1,939.4 9.5 9.5 49 16.3 1.44
CYBG 149.9 2,148.2 5.8 6.1 2.1 10.6 0.42
Metrobank 305.0 525.9 7.3 18.6 0.0 29 0.21
OneSavings Bank 3324 815.1 6.1 5.5 44 22.3 1.19
Paragon 391.8 1,021.7 8.1 7.7 5.0 10.3 1.01
PCF Group 29.3 73.2 13.7 9.7 1.0 11.0 1.46
S&U 2,080.0 250.9 5.8 52 32 176 1.61
Average 7.5 8.3 29 13.0 1.04
Average ex-Metro 7.6 6.8 3.3 14.4 1.2
STB vs average ex-Metro 8% 8% 88% -32% -12%

Source: Refinitiv, Edison Investment Research. Note: Priced at 8 August 2019.

Exhibit 7: Recent share price performance in the peer group context, %

One month Three months One year Ytd  From 12m high
Secure Trust Bank -8.8 -10.7 -18.3 12.6 -25.6
1PM 6.2 -37.6 -51.6 -35.4 -57.8
Close Brothers -12.0 -17.8 -17.9 -11.0 -23.8
CYBG -26.8 27.0 -57.0 -17.3 -59.2
Metrobank -44.0 52.2 -89.6 -82.0 -90.1
OneSavings Bank -8.0 234 -23.0 -5.0 -27.6
Paragon -12.8 -15.0 -20.8 1.5 -22.6
PCF Group 4.1 114 -19.7 -19.0 -31.8
S&U -12.6 4.1 -14.6 2.3 -21.8
Average -15.8 -23.6 -36.8 21.3 -41.8
Average ex-Metro -11.8 -19.5 -29.2 12.7 -34.9

Source: Refinitiv, Edison Investment Research. Note: Priced at 6 August 2019.
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Exhibit 8: Financial summary

Year end December 2016 2017 2018 2019e 2020e 2021e
£m except where stated
Profit and loss

Net interest income 92.5 114.6 133.7 148.5 162.1 177.8
Net commission income 14.5 14.9 17.9 19.3 22.8 25.7
Total operating income 107.0 129.5 151.6 167.8 185.0 203.5
Total G&A expenses (exc non-recurring items below) (64.3) (71.3) (84.5) (97.3) (103.5) (110.9)
Operating profit pre impairments & exceptionals 427 58.2 67.1 70.5 81.5 92.7
Impairment charges on loans (23.3) (33.5) (32.4) (30.3) (31.2) (32.5)
Other income 0.0 0.3 0.0 0.0 0.0 0.0
Operating profit post impairments 19.4 25.0 34.7 40.2 50.3 60.1
Non-recurring items 0.0 0.0 0.0 0.0 0.0 0.0
Pre-tax profit - continuing basis 19.4 25.0 34.7 40.2 50.3 60.1
Corporation Tax (5.2) (5.1) (6.4) (6.8) (8.5) (10.2)
Tax rate 26.8% 20.4% 18.4% 17.0% 17.0% 17.0%
Bank tax surcharge 0.0 0.0 0.0 (1.2) (2.0) (2.8)
Profit after tax - continuing basis 14.2 19.9 28.3 321 39.7 471
Discontinued business 123.3 3.9 0.0 0.0 0.0 0.0
(Loss)/profit for year 1375 238 28.3 321 39.7 471
Minority interests 0.0 0.0 0.0 0.0 0.0 0.0
Net income attributable to equity shareholders 1375 238 28.3 321 39.7 471
Company reported pre-tax earnings adjustments 7.9 2.0 2.0 1.8 19 0.0
Reported underlying pre-tax earnings (ex discontinued 2015/16) 273 27.0 36.7 42.0 52.2 60.1
Reported underlying earnings after tax 20.6 215 29.9 33.9 41.6 471
Average basic number of shares in issue (m) 18.5 18.5 18.5 185 18.5 185
Average diluted number of shares in issue (m) 18.6 18.6 18.6 18.6 18.6 18.6
Reported diluted EPS (p) 77.3 107.0 152.2 172.9 2136 2534
Underlying diluted EPS (p) 113.0 116.4 162.0 183.7 2251 254.9
Ordinary DPS (p) 75.0 79.0 83.0 87.2 91.5 92.6
Special DPS (p) 165.0 0.0 0.0 0.0 0.0 0.0
Net interest/average loans 8.15% 7.72% 7.37% 6.67% 6.15% 5.84%
Impairments/average loans 2.04% 2.30% 1.79% 1.36% 1.18% 1.07%
Cost income ratio 60.1% 55.1% 55.7% 58.0% 56.0% 54.5%
Balance sheet

Net customer loans 1,321.0 1,598.3 2,028.9 24285 2,8414 3,249.6
Other assets 189.0 2933 4154 4286 4435 4856
Total assets 1,510.0 1,891.6 24443 2,857.0 3,284.9 3,735.2
Total customer deposits 1,151.8 1,483.2 1,847.7 2,248.6 2,583.1 3,008.9
Other liabilities 122.2 159.3 359.5 354.7 4246 417
Total liabilities 1,274.0 1,642.5 2,207.2 2,603.3 3,007.7 3,420.6
Net assets 236.0 2491 23741 2537 2772 314.6
Minorities 0.0 0.0 0.0 0.0 0.0 0.0
Shareholders' equity 236.0 2491 23741 2537 2772 314.6
Reconciliation of movement in equity

Opening shareholders' equity 1412 236.0 2491 2371 253.7 277.2
Profit in period 1375 23.8 28.1 321 39.7 54.5
Other comprehensive income (1.8) 29 (25.8) 0.0 0.0 0.0
Ordinary dividends (13.1) (14.0) (14.8) (15.5) (16.3) (17.1)
Special dividend (30.0) 0.0 0.0 0.0 0.0 0.0
Share based payments 0.2 04 0.5 0.0 0.0 0.0
Issue of shares 2.0 0.0 0.0 0.0 0.0 0.0
Share issuance costs 0.0 0.0 0.0 0.0 0.0 0.0
Closing shareholders' equity 236.0 2491 2371 253.7 277.2 3146
Other selected data and ratios

Period end shares in issue (m) 18.5 18.5 18.5 18.5 18.5 18.5
NAV per share (p) 1,277 1,348 1,283 1,373 1,500 1,703
Tangible NAV per share (p) 1,229 1,292 1,230 1,298 1,425 1,638
Return on average equity 72.9% 9.8% 11.6% 13.1% 15.0% 15.9%
Normalised return on average equity 9.9% 8.9% 12.8% 14.4% 17.1% 18.7%
Return on average TNAV 10.3% 9.3% 13.4% 15.1% 18.0% 19.8%
Average loans 1,134.6 1,484.6 1,863.7 2,228.7 2,430.1 2,635.0
Average deposits 1,067.5 1,321.7 1,655.4 2,085.3 2,264.9 24278
Loans/deposits 14.7% 107.8% 109.8% 108.0% 110.0% 108.0%
Risk exposure 1,264.0 1,446.1 1,824.6 2,175.8 2,522.0 2,878.9
Common equity tier 1 ratio 18.0% 16.5% 13.8% 12.0% 11.1% 11.0%

Source: Edison Investment Research, company data
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