
Diversified Financials

United States

Industry Type                                   (1/10/07) Stalwart

Key Indices:      S&P Diversified Financials  (S5DIVF)
Recommendation:                                                  Hold



Description and Summary:

The Diversified Financials Industry consists of investment banking, venture capital funding, and mutual funds. Their main lines of business are investment management, underwriting services, financial advisory services (including M&A and restructuring), venture capital funding and private equity.  Diversified financials also includes Consumer Finance firms specializing in prime and prime plus lending.

Due to a strong economy, many companies have experienced record profits in recent quarters. Firms have been able to capture higher trading margins and produce a larger volume of transactions because of favorable economic conditions.  Some consolidation in the industry may be possible though activity in this area is limited by government regulation. Changes in regulations and laws continue to shape the structure of the industry.

International Competitive Structure:

International consolidation has taken place across the industry. Many firms are vying to become financial super-centers through acquiring smaller institutions. They are also penetrating into new markets and increasing their presence in Europe and East Asia. The top companies have succeeded because of name quality and strength of their balance sheet.

Strengths:

1.  Revenues have increased for companies within Diversified Financials industry in recent quarters.  Increased revenues can be attributed to higher trading revenue.  Reputable firms such as Goldman Sachs (GS), Bear Stearns (BSC), and Citigroup (C) have reported record profits from trading supplementing weakness in M&A and public offering revenue.  

2.  Continual innovation have led long standing leaders in the industry.  By creating new financial products they also create new and continuing revenue streams.  This has been a strength to many firms and will continue to be.  

3.  Credit Card usage is not going away.  With the move toward general usage credit cards, more transactions will continue to be performed with credit cards. Firms earn interest on outstanding consumer balances as well as fees as a percentage of purchases to merchants.  With the increased ease of use of credit cards we should continue to see an ongoing revenue stream from this portion of the business.   

Weaknesses:

1. The industry is sensitive to market conditions.  While these firms strike it big while the economy is hot, they are hit just as hard during a downturn or recession.  With mixed macro economic signals in our midst many questions have arisen about the current strength of the economy and where inflation and interest rates will be in the coming year.

2. Legal fees damage profits and increase public scrutiny. In this decade there have been a number of highly publicized scandals in the financial industry. From accounting firms, to mutual funds and investment banks, all have been involved in a number of legal troubles. These scandals have led to greater public distrust and have chipped away at earnings.

Opportunities/Trends:

1.  The diversified financials index hit a 52 week high on September 20, 2006.  This is due to recent quarterly earnings releases beating analyst’s estimates and showing continued strength in the industry.  With revenues on the rise we should see overall industry growth continue.

2. ‘One-stop’ financial services center are proliferating. While many companies serve a specific product or geographical niche, the industry is moving more towards larger companies that provide a number of financial services.  Thus, by offering insurance, commercial banking, wealth management, etc., institutions offer investors a firm where all their financial dealings can be taken care of.

3. The population in the US is approaching retirement age. The baby boom generation will start to turn 65 in 2011. Many companies have already started focusing on investment, savings, and retirement products.  With this focus, along with the possible privatization of social security great opportunity lies within the baby boomer generation.

Threats:

1. Interest rates are holding steady for now. The fed has chosen to hold the fed funds target at 5 ¼.  Inflationary pressure remains, however. The extent and timing of any additional fed funds rate firming will depend on future outlook for both inflation and economic growth.  Currently the yield curve remains flat leaving financial services firm little margin between long and short-term rates.  

2. Government regulations are changing. Sarbanes-Oxley has created an effectual ‘Chinese wall’ between the investment banking and research divisions of major firms. Continued regulations from government could lead to higher operating costs and decreases net income.

Key Valuation Ratios to Watch:

Operating Margins, Price/Earnings, and Price/Book.

Key Items to Watch:
General economic conditions, interest rates, and the stock market.

Return Performance versus the S&P 500 (in %):

Sources: Yahoo Finance, MSN Money, NetAdvantage, Bloomberg

	02	03	 04	05	   06      07YTD


S5DIVF	-21.7	42.2	8.0	9.6	23.5	-0.4


SPX	-22.0	28.4	10.7	4.8	14.1	-0.6


Excess	-0.3	13.8	-2.7	4.8	11.4	0.2


GDP	1.9	2.7	4.2	3.5	2.9	3.0est
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