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FCMB Making Equity
Choices to be National or International
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Issue Date: As one of Nigeria's older Tier 2 banks listed on the NGX, FCMB
Wednesday, August 07, 2024 (seeking to raise 150 billion via a public offering through
15,197,289,219 ordinary shares of #0.50K each at N7.30k/share,
an offer currently in the market), faces a critical decision
regarding the adoption of either a national or international
license, considering the current recapitalisation
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Introduction.

Mid-sized banks can be grand or grounded depending on
their governance, capital, and personnel approaches. FCMB
started as a capital market specialist financier from its early
days as a stockbroking operation, but over a few decades, it
has turned into a financial lender still moored to its
investment banking beginnings despite its commercial
banking license.
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In a recapitalisation era, where Nigerian banks
must have core Tier 1 capital of N200bn for a
national license and N500bn for an international
license, the bank's shareholders have asked: What
should we do? The answer is not easy (see table ).

Table 1:
NIGERIAN BANKS REVISED MINIMUM CAPITAL REQUIREMENT.
Minimum

Type of Bank Authorisation Capital (N'bn)
v v v

Commercial International 500
National 200
Regicnal ={s]

Merchant National 50

Non-interest National 20

Regicnal 10

FCMB has been a resilient mid-sized bank with
mid-sized banking opportunities and
considerations. With the Central Bank of Nigeria
(CBN) order for banks to raise their Tier 1 capital
(excluding retained earnings), mid-sized banks
will have a few hills and hillocks to cross; of
particular importance is whether they should
aspire to raise equity to N200bn on a national
license or go for the economies of size on a
N500bn international banking license. Proshare
analysts argue that FCMB needs to evaluate its
international license's incremental cost and
benefit and act to accelerate the increase in
shareholder value (the bank has a free equity float
of 65.69% as of the year ended December 31, 2023).
Analysts maintain that if it opts to maintain the
present international bank status, it must be
deliberate in its international operations and
market strategy to justify the additional N300Obn in
equity capital needed to retain the license and
status.

FCMB holds an international banking license,
which requires a minimum capital adequacy ratio
(CAR) of 15%. If the bank revised its license to a
national license, it would need a minimum CAR of
10%. A further consideration is that the bank has
held an additional 5% capital against risk-
weighted assets for decades because of a single
offshore United Kingdom (UK) subsidiary.

This would ordinarily not be an issue if the
subsidiary were a key driver of the group's
performance in FY 2022 and FY 2023; indeed, as of
FY 2022,the UK subsidiary contributed 3.4%to pre-
tax profit. Besides, 88% of the UK deposits were
from deposit aggregators, the Central Bank, and
the parent company, while 57% of the total loan
exposure was to Nigerian customers. This was
roughly double the combined 30% exposure of the
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remaining sixteen (16) countries outside the UK.
While international exposure is helpful to the
growth aspirations of lenders, it comes with
challenges that require clever navigation (see
illustration ).

[llustration 1:

BANK LICENSE TYPE AND BUSINESS OUTCOMES.

License Type

International National

© High gross earnings will lead
to improved business
sustainability.

© Single country risk could
‘concentrate market /
increases. lending risk.
© Provides opportunity to © Provide opportunity to diversify
and hedge industry risk.

— hedge country risk.

\ Gross
\_Earnings © Low market share and slow
~ P regional growth would hurt
earnings.
© Low gross earnings would
reduce return on asset and
equity.
@ Investors may decide to take
early profits.

The Cost and Benefits of Growing Bigger.

From a cost-benefit analysis perspective, the bank
is paying more in shareholder capital to maintain
the license for international operations than
benefitting from it. By implication, because of the
'prestige’ associated with international operations,
FCMB is sacrificing the opportunity to expand its
earning assets by five to seven times the
incremental capital it holds over a 10% capital
adequacy ratio (CAR) level without raising
additional capital.

This becomes of more important concern
considering the capital constraints it faces. The
bank operated a16% CAR in 2022 butslipped to15%
in H1 2023, despite raising additional Tier 1 (AT1)
capital and benefitting from foreign exchange
(FX) recapitalisation gains in Q2 2023 while
generating gross earnings of 84% of FY2022 levels.
Market observers believe that the more the bank
pursues deposits to create further risk assets or
loans and advances, the more capital it needs to
raise to support balance sheet growth. The loan-
to-deposit ratio (LDR) of the bank (as distinct from
the group) was 59.73% in H1 2023, which was
higher than the revised statutory ratio of 50%
(down from the previous 65% under the
immediate past CBN Governor, Godwin Emefiele).
In H1 2024, the ratio scaled up again to 62.72%.
Against the background of the recent
recapitalisation template of the CBN, FCMB would
be comfortable sustaining a strong CAR by raising
additional equity of N28,02bn if it opted for a
national license and N328.02bn if it chooses to
retain aninternational license
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FCMB FUNDING GAP SCENARIOS

Retains International
License

Current Copital

(N328.02bn
Funding Gap
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Current Capital
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Still, within what analysts consider to be a matured
growth phase with headroom for increased
market share and stronger operating cash flows,
FCMB will need to devise a growth plan that
nudges the bank along a transitional curve that
strengthens gross earnings, business diversity,
and technology adoption and adaptation. The
growth stages of the listed tier 2 banks were
gleaned from analysis of their respective
operating and free cash flows and gross earnings
(seeillustration 3).

NIGERIA'S NGX-LISTED TIER 2 BANKS BY GROWTH STAGES.

Gross Earnings

J/Cashflow -
Cashflow

“aGross
Earnings

Maturity

Tweaking the Debt-to-Equity Balance

FCMB's ability to maintain deposit growth without
further adverse consequences on its loan-to-
funding guideline and the use of the N300bn Debt
Issuance Programme is strongly linked to the
adequacy of its capital base. Therefore, the size of
FCMB's equity capital raise programme would be
significant in managing the outcomes of its debt
issuance and leverage. Analysts have noted that
thereis a limit to the extent of debt leverage it can
accumulate by way of AT1 capital. Also, the cost of
funds on the Additional Tier 1 capital with the
average yield on earning assets shows the
potential dampening effect on the bank's net
interest margin. This could imply a sub-optimal
strategy for capital management compared to
increasing its core Tier 1 capital. In this context, its
capital raise programme supports its fiscal
stability.
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The alternatives to managing its balance sheet
without raising core equity capital would have
been unsustainable and expensive. Therefore, the
current recapitalisation effort is a timely corporate
and regulatory intervention. However, analysts
believe that the bank may have escaped the trap
of the need to moderate deposit growth to
improve business outcomes, which would hurt its
market competitiveness. A successful capital
raise would enable the bank to increase loans and
advances without worrying about the necessary
deposit base to support the growth, at least in the
shortrun.

Leaning into New Realities

FCMB's share price movements in the last year
have symbolised investors' cautiousness and
recent relief. In Q1 2023, investors were
apprehensive of the bank's growth, and its share
price movement was mainly bearish. By Q2 2023,
investors were more positive with the bank's
investors trading along what technical traders call
a mild bullish flag or a slight but sustained upward
glideinitsshare price.

With consideration of a rise in the bank's equity
based on the Central Bank of Nigeria (CBN)
recapitalisation announcement in Q1 2024, the
banksaw a spike initsshare price before a cooling-
off sentiment took over by the end of the first
quarter. From the second quarter (Q2 2024), the
banking group's share price has seen strong
variability along a bearish channel as investors
soak in the consequence of a larger number of
outstanding shares and a likely fall in earnings per
share (eps) after the new equity issue (seechart1).
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That said, most brokerage firms remain optimistic
about banking sector stocks despite major global
equity market selloffs, mainly driven by
expectations of U.S. federal rate cuts and the
aftermath of the windfall taxannouncement.

while being more

cautious about other sectors, where they suggest
a"Hold/Sell"approach (seetable2).
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Table 2:
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A COMPENDIUM OF BROKER'S STOCK RECOMMENDATION
FROM AUGUST 6-9, 2024
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Closing Thoughts.

FCMB's board and shareholders must decide
whether big is beautiful or if playing the mid-size
game isjust where they want to be. After all, being
a whale in shallow waters is just as dangerous as
being a mackerel in a shark-infested river. The
equity stakeholders in the FCMB Group must
decide whether to take on an international or
national banking license; their choice will have
consequences for the financial lender's long-term
corporate sustainability. The word 'Glocal'
(thinking global and acting local) used to be an
interesting catchword, but now it comes with a
pricetag.
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Click Here to

to our Market Intelligence notes
for updates.

Thank you
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time. The PDF version was created on August 07, 2024.
For comments, feedback, and updates, kindly send us
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