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Recommendation:                                              Hold



Description and Summary:  
Commercial and residential lenders, banks, online banks, credit unions, investments banks and some financial service companies make up the banking industry.  
These institutions protect customers’ money and assets and provide loans, capital, credit, and payment services, such as checking accounts, EFTs, and cashier’s checks. Banks also may offer investment and insurance products.  
International Competitive Structure: 
There are two main categories of banks: Money centers and regional banks.  Money centers are located in major financial cities in their respective country and are often involved in international transactions. These companies compete with similar large institutions around the world as well as smaller regional banks. There are a few regulations and restrictions imposed on certain banks that limit who they can compete with. With advancements in technology and markets expanding, these regulations will become less of an issue.  

Regional banks are those with a focus that is geographically isolated.  They compete within a relatively small area and are generally more focused on particular products or services.  These banks still compete with larger banks for customers as well as other regional banks.  These banks are finding it harder to compete with larger more powerful banks.    
Strengths:

1. A once highly fragmented industry has experienced extreme levels of consolidation over recent years.  In 2007 the ten largest banks held 44% of the market.  This consolidation has expanded networks and diversified the number financial products.  This consolidation has improved efficiency and allows banks to withstand heated competition from other financial competitors.   As well, customers experience lower costs, an increase in products and greater convenience.      
Weaknesses:

1. Over the last few years sub-prime borrowers were allowed to access large amounts of capital during a growing economic time.  The default on these securities has increased to the point that nobody is willing to buy them.  This credit freeze has forced several large banks such as Lehman Brothers and Washington Mutual to file bankruptcy. Healthy Banks are unwilling to lend to each other for fear of default. This credit crisis has spread throughout the economy and more than 300,000 Americas have lost their jobs in 2008 YTD.  Layoffs are expected increase especially in the financial district.
2. As of December 2006 62% of all loans in the industry were collateralized with some form of real estate.  Currently there is an all time high of commercial real estate loans, particularly in the smaller banks.  Many commercial markets are starting to slow and this could turn into a huge problem if smaller banks do not keep a tab on these loans.  
Opportunities/Trends:

1.  Over the last seven years there has been a lot of innovation in the technology that banks utilize.  With increased security measures electronic transactions over the last seven years have doubled.  This creates opportunities for new products and services.       
2. All the recent turmoil and volatility in the industry has presented an opportunity for the strong banks to distance themselves from other weaker players in the industry.  The successful banks are those that have high-quality lending standards, expanded carefully, and attempted to diversify their revenue streams.   Many strong commercial banks are buying troubled investment banks at huge discounts.  Bear Sterns was sold in a fire-sale for $10 billion, only slightly higher than the market value of Bear Sterns building in Manhattan, NY.
Threats:

1.
The Federal Reserve and US Treasury have stepped in to prevent the failure of Bear Sterns, Merrell Lynch, and most recently AIG.  This interference in the financial market is both alarming and expensive.  It will also lead to more regulation of the industry, which may restrict the liquidity and profitability of banks and other financial institutions.  This development will change the playing field of the industry dramatically in the very near future.
2.  Many financial institutions have participated in Credit Default Swaps (CDOs) to avoid the risks associated with riskier lending.  Structured Investment Vehicles have also been used to sell off bad debt with good debt.  These two activities have made it very difficult to value the complex financial assets held by banks.  Many Banks don’t know the value of their balance sheet.  
Key Valuation Ratios to Watch:

Return on Assest (ROA), Return on Equity (ROE), Reserve for Loan Losses.  
Key Items to Watch:
GDP. Interest Rates.  CPI. Unemployment Rate. 
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