
Diversified Financials (40-20)
United States
Industry Type (1/04/10):                                        Cyclical
Key Indices:                                                           S5DIVF
Recommendation:                                                       Hold
Description and Summary:

The diversified financial industry consists of a collection of companies that offer a wide range of products and services. A few examples include portfolio management, investment banking, private equity, venture capital, credit businesses, insurance banking, tax preparation, 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.  These issues combined with the likelihood of increased regulation have led to a lack of funding and liquidity for almost all financial institutions.  In the midst of many failing financial institutions, firms that have a strong capital structure and strong competitive advantage in fee-generating services are the most poised for growth during economic recovery.  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 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, leading to less transparency.
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. Governmental action has saved many of the companies in this sector from bankruptcy. The industry has experienced a dark episode over the past year with huge losses and declining stock prices due to fears of total economic collapse. However, many of these companies have made significant gains since the lows in early 2009. Capital injected by the government has been largely responsible for the rebound as this strategy has helped to keep these institutions solvent and open for business.
Weaknesses:
1. Recent economic changes have been marked large write-downs and capital pressures at many diversified financial services companies. The difficulties in the subprime market have spread to cause problems in other areas including credit card loans, auto loans, CDOs, and asset-backed commercial paper. The rising unemployment rate will continue to bring defaults into numerous loan categories including less risky prime loans. Diversified financial companies all have some form of exposure to the deteriorated subprime market due to their far-reaching nature. Many of these companies will likely continue to preserve cash and look toward new strategies to improve liquidity.
2. Uncertainty due to the 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.  The industry is also in a transition phase furthering the difficulty of determining which companies will have a recovery and sustained profitability in the long term.
Opportunities/Trends:

1.  Companies with a strong capital structures are in the most favorable position.  If the company has a large amount of capital, it will most likely survive through the crisis and again become a financial powerhouse after macroeconomic recovery.  These companies will make the best investment opportunities among this sector.
2. The industry has continued to trend toward the securitization of financial receivables. These securities have helped financial services companies, the biggest issuers of asset-backed securities, to have an improved ability to manage their funding needs. Currently, securitized loans are off the balance sheet and therefore do not affect net interest margin calculations. 
Threats:

1. Government intervention has created opportunities for companies but brings with increased regulation.  Credit card companies in particular are under intense pressure to revise their late-fee and interest-rate policies. Emerging legislation seeks to eliminate double-bill cycling as well as the ambiguity of card terms arguing that these practices are deceptive to the average consumer. Insurance companies, student loan providers, and banks are being forced to reform as well.
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 tangible common equity (TCE). Tier 1 capital ratio is less relevant than in the past since governmental aid has made it difficult to distinguish weaker banks from stronger banks.
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
	05	 06	07	   08          09	     10YTD


S5DIVF	9.6	23.5	-18.1	      -35.6      33.8      32.3


SPX	3.0	13.6	3.5	  -38.5	         15.4      16.4


Excess	-4.2	7.1	-24.3	     -21.6	        18.4     15.9


GDP	    2.9	2.8	2.0	1.1	          1.9	        N/A
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