
Diversified Financials (40-20)
United States
Industry Type (1/7/09):                                     Cyclical
Key Indices:                                                       S5DIVF
Recommendation:                                                  Hold
Description and Summary:

The diversified financial industry consists of asset management, investment banking, private equity, venture capital, credit businesses, and consumer-related finance operations.  Main revenue streams include investment management, financial advisory (including M&A and debt structuring), venture capital, private equity, arbitrage trading, trading services, and financing operations. 
Recently, almost all of the companies in the diversified financial services industry have been forced to seek emergency government aid.  These circumstances were mostly created from large write-downs and an incredible lack of trust between companies.  The consequences of Lehman Brothers bankruptcy have been harsh.  Financial institutions no longer know who to trust, what the government will do next, and how to proceed in the future.  This has led to a lack of funding and liquidity for almost all financial institutions.  In the midst of many failing financial institutions, look to those firms that have a strong capital structure and strong competitive advantage in fee-generating services.  If the company can make it through this crisis, there is a good chance that it is a good buy.  
International Competitive Structure:

Consolidation and globalization have been the main focus of financial firms. Since the Gramm-Leach-Blily Act of 1999 allowed investment banks, insurance companies, and commercial banks to enter into each other’s business, institutions have worked to establish themselves as financial “one-stops” for all financial needs. Consequently, lines between insurance, asset management, investment banking firms, etc. have become less defined, which results in less transparency as well. Name recognition and reputation offer a relative advantage in the industry. 
Further, many financial firms have sought to strengthen their presence in Europe, Latin America, Asia, and many other developing parts of the world. Increasing strength among many foreign firms has increased global financial competition. 
Strengths:

1. Though recent economic conditions have not been favorable for many financial institutions, they still employ many of the world’s best and brightest business minds. These companies are very innovative and will certainly make a come-back in the future. 
2. The government seems very willing to “bail-out” companies in this sector that are “too big to fail.”  This is a positive sign for investors, since most of the companies in this industry fall would seemingly fall under the category of “too big to fail.”  Because of the consequences of Lehman Brothers collapse, and the bailouts that have happened thus far, it is highly likely that the government will continue to bailout these companies when the needs arise.
Weaknesses:
1. There is severe deleveraging throughout the industry.  This is obviously caused by overleveraging when the economy promised large returns to these companies.  Deleveraging will continue to have a negative impact on these companies, but as history shows from the crash in the 80s, the companies in this industry will most likely have the opportunity to expand rapidly again in the future.  As for now, deleveraging will have an extremely negative impact on these companies 
2. Lack of financial statement transparency. Valuing many financial firms is extremely difficult because much of the firm’s value is derived from complex financial instruments that are not clearly explained in financial statements. This makes it difficult to know the quality and true value of many firms’ assets.  
3. There is a strong lack of trust between these companies.  As Lehman Brothers made apparent, trust is extremely important for the diversified financial industry.  Until there is more trust, there will most likely continue to be severely negative consequences. 
Opportunities/Trends:

1.  Look for companies that have a strong capital structure.  If the company has plenty of capital, it will most likely survive through the crisis and again become a financial powerhouse.  These companies will make great opportunities.  
2. Much of the US population is approaching retirement age. The baby boom generation will start to turn 65 in 2011. Possible privatization of social security and focus on retirement products are key trends.  
Threats:

1. Recent government intervention has produced some good opportunities, but also raises doubt for the future. Government intervention may be positive in the short term, but will likely cause trouble in the long-term. 
2. Legal proceedings have historically plagued the industry. With many of the current crises that many financial institutions are experiencing, these firms may again fall into heavy public legal scrutiny.
Key Valuation Ratios to Watch:

Operating Margins, Price/Earnings, Price/Book, and Tier 1 capital ratio (tier 1 capital/risk-weighted assets).

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

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

Sources: Hoovers, Value Line, NetAdvantage, Bloomberg

	03	04	 05	06	   07          08


S5DIVF	42.2	8.0	9.6	23.5	-18.16	-35.64


SPX	26.4	9.0	3.0	13.6	3.5	-38.5


Excess	13.4	-3.1	4.2	7.1	-24.3	-21.6


GDP	2.5	    3.6	2.9	2.8	2.0	1.1
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