SUMMARY OF DIVERSIFIED FINANCIAL SERVICES INDUSTRY STUDY
(Notes make from the S&P Industry Survey Guide, February, 2003.  This can be found in our Member’s Only File.)
CURRENT ENVIRONMENT:

1990s =  

Strong economic growth; 

Low unemployment rates; 

Robust consumer spending patterns; 

Low inflation; and 

Favorable interest rates.

First half of 2002, global card purchases up 11% to $1.3 trillion.

Visa led in 2001 with a worldwide market share of 57.7% 

MasterCard’s market share in 2001 was 27.2%

American Express at 12.3% 

JCB at 1.4% 

Diners Club, 1.4% 

2001 transactions – 19.86 billion

Inflation rates:


2.8% in 2001

1.6% in 2002

2.3% - S&P estimate for 2003

Unemployment rates:

4.0% in 2000 

4.8% in 2001 

5.8% in 2002 (estimate)

6.2% in 2003 (estimate).

Personal consumption growth rates:

2.5% in 2001

3.1% in 2002 

2.7% in 2003 (estimate)

Bankruptcies at record levels for 2001 & 2002

Projected to break records in 2003 

Driven by continued economic weakness;

increased unemployment; 

high consumer debt levels; 

expected changes in the bankruptcy law;

divorce rates; 

lack of medical insurance;

the relative ease with which individuals can declare bankruptcy; 

the fairly forgiving bankruptcy laws currently in place;

sometimes lax underwriting standards being practiced by some financial services companies.

Bankruptcy reform legislation expected during the first part of 2003.

Long-term: Noticeable impact on industry’s charge-offs

Short-term: Increase in bankruptcies ahead of the law changes

Bankruptcies will eventually decline. 

Overall level of charge-offs attributed to bankruptcies low as a % of total loans. 

It has created erratic charge-off levels and greater uncertainty about loss provisioning.

FUTURE OUTLOOK:

The earnings outlook for the stronger companies in both sectors looks bright.

S&P expects them to post solid results for the fourth quarter of 2002 as well as full-year 2003. 

Negatives:

Rising consumer bankruptcies

More attention from regulators

Investors apprehensive about investing in credit card companies because of the increased regulatory oversight

Many other credit card issuers got caught up in the storm, and watched their share prices fall. 

Positives:
S&P views increased scrutiny positively, as it should help to reduce the likelihood of failures. 

Credit card use worldwide continues to grow rapidly. 

Consumer bankruptcy trends should improve with the economy 

Factors promoting growth will be:

Favorable interest rate environment;

Low inflation;

Strengthening economy.

SEGMENTS OF THIS INDUSTRY:

The financial services industry can be broadly segmented into two groups of companies: diversified financial services companies and consumer finance companies.

Diversified Financial Services

Tend to be either large financial conglomerates or unique companies that do not fit neatly into other segments. They provide home equity loans, credit cards, insurance, and securities and investment products.

Consumer Finance Companies

They operate like banking institutions, recording interest income and fees from loan products, establish reserves for potential loan defaults, and compete with each other to market interest-sensitive lending products. Consumer finance companies are somewhat less regulated than banks are, and they can be more flexible in their product offerings.

Often they prefer to focus their lending efforts on specific market niches rather than trying to meet the borrowing needs of all people. Consumer finance companies operate in disjointed niche markets.

They are predominantly engaged in the business of lending money to individual consumers. Loans are small to midsize ($1,000 to $75,000). 

Primary products include home equity loans, auto, boat, or motor homes loans; unsecured personal loans; and credit card loans. 

Some offer limited consumer banking activities, including checking, savings, and money market accounts, as well as related financial products such as credit, life, disability, and specialty insurance products.

INDUSTRY TRENDS

Both segments are undergoing a period of consolidation and globalization. 

Financial services industry confers advantages on larger companies. 

They can leverage their distribution channels creating cost efficiencies.

They may find it easier and less expensive to access capital. 

Large companies have the resources to take advantage of growth opportunities in international markets.

The credit card lending businesses’ substantial growth over the past decade has come from increasing usage of general purchase credit cards rather than cash and checks. 

Some lenders have begun to specialize in single niche area.

Some credit card issuers have found a unique marketing niche in co-branding their products with major retailers.

Issuers have also developed sponsor relationships with colleges, universities, and professional organizations. 

The ability to create a distinct product with unique benefits is paramount. Credit card issuers have to differentiate themselves from competitors. 

Improved technology has facilitated much of the growth in transaction volume by facilitating faster, cheaper transactions. 

E-commerce, whereby consumers shop from home using personal computers or televisions, has been exploding in recent years, further multiplying transaction volume.

Securitizations leave net income substantially unchanged because they convert interest income, credit losses, and other expenses into loan servicing fees, while reducing a company’s on–balance-sheet assets.

HOW THE INDUSTRY OPERATES:

Access to low-cost financing can be a key and larger firms can get it at a lower cost. 

Most financial services firms have one thing in common: highly leveraged balance sheets. 

The equity-to-assets ratio is one measure used to determine indebtedness. 

Regulators are already watching various consumer protection and capital adequacy measures, which guard consumers from predatory lending practices and fraud. 

(FFIEC), a group consisting of the main U.S. financial regulators, including the Federal Reserve and the Office of the Comptroller of the Currency, finalized guidelines for credit card lenders. 

Companies often work in conjunction with independent credit rating agencies, such as Experian or Equifax, which issue reports of borrowers’ credit histories. Fiserv is also provides  credit scores.

Loan duration

Short-term loans carry lower interest rates because lenders can more reliably gauge economic conditions.

Long-term loans carry higher interest rates to cover the greater potential risks associated with the uncertainty of distant future economic events.

Consumer finance companies tend to have substantial profit margins because of the wide spreads they enjoy on their lending business. Lending spreads typically range from 6% to more than 12%.

Borrow funds at rates ranging from 3% to 8%, then lend it at rates of 9% to 20% or more. In contrast, commercial banks’ interest margins usually range from 3% to 5%. 

Average delinquency rates are 3% to 4%. 

Compared to the home equity market where alarm bells may ring if loss rates exceed 1%. 

Credit card companies may be content with delinquency rates in the 5% to 6% range, as interest rates and fees earned from the rest of the loan portfolio in the aggregate will more than compensate for these higher loss rates.

KEY INDUSTRY RATIOS AND STATISTICS:

Interest rates  As of mid December 2002, the 10-year note was priced to yield 3.99%. Standard & Poor’s sees the rate going to 4.7% by the fourth quarter of 2003.

Disposable personal income is a measure of inflation-adjusted income minus taxes. It rose by the following:

1998
-
5.1%

1999
-
5.0%

2000
-
6.2%

2001
-
5.5%

2002
-
5.9% (estimate)

2003
-
5.7% (estimate)

Consumer confidence index reflects U.S. consumers’ views on current and future business and economic trends and how they expect affected by those trends. It is compiled monthly by the Conference Board, private research organization, which polls 5,000 representative U.S. households to gauge consumer sentiment. The latest readings suggest that overall growth will remain anemic, with consumers unlikely to go on a buying binge.

Consumer borrowing patterns give the best indication of what future demand will likely be.  Moves in tandem with job growth.

Fed reports consumer installment credit outstanding monthly.

Delinquency and bankruptcy trends are related measures used to predict future consumer borrowing. The Federal Reserve and independent firms, such as Veribanc Inc., calculate delinquency statistics. The number of U.S. bankruptcy filings is calculated quarterly by the Federal Reserve Board.

Delinquencies Rates:

3rd quarter 1991
-
4.14%


3rd quarter 2001 
-
3.73%

3rd quarter 2002 
-
3.50% 

HOW TO ANALYZE A FINANCIAL SERVICES COMPANY:

Evaluation of what the company does, what its products are, and how it generates revenues. Business lines, information on revenue and profit contributions from its different segments should be available in the company’s annual reports. 

After identifying a company’s activities, assess their prospects for growth and profitability. 

Diversified Financial Companies - Key Measures:

Revenue growth. A key sign of health for any business is revenue growth. It is important to compare a firm’s revenue growth with its historic growth rate and with that of its competitors. Is growth accelerating or decelerating? Is the company outperforming others in its markets, and if so why?

Determining what is behind the growth trends, such as acquisitions or a new product, can provide insight into prospects for future growth.

Profit margins. For companies with lending operations, an important figure is net interest margin (net interest income divided by average earning assets). Other firms’ profitability can be compared by looking Pre-tax margins (SSG – 2A).

Another measure that can be applied to all firms is net profit margin (net income divided by revenues). 

Return on equity (ROE). ROE (net income divided by average shareholders’ equity) is a telling indicator of financial performance. It measures how efficiently a company employs shareholders’ capital, or how much bang shareholders get for their buck. (SSG – 2B)

ROE is not a perfect measure. All else being equal, the higher a firm’s debt leverage, the greater its ROE. Given that most financial firms are  highly leveraged, their relative ROEs could be misleading without a comparative analysis of debt levels. Nevertheless, ROE remains a useful tool for evaluating performance.

Valuation  Most investment valuations center on an analysis of a company’s price/earnings ratio. All else being equal, companies with superior earnings growth prospects command higher P/E ratios.  Analysts compare a firm’s P/E ratio with the P/Es of its peers and with the P/E ratio of the broader market. However, most firms usually trade at a discount to the overall market because of the cyclical, interest-rate-sensitive nature of their business.

Consumer Finance Companies – Key Measures:

Having a very strong customer base is key.  (Less than half of the applicants that apply for an MBNA credit card in 2001 are approved.) Business mix should not be underestimated. Those companies with the higher credit underwriting standards are inherently less risky and more likely to succeed over the long term.

The best companies focus on prime and super prime consumers, and less on sub-prime consumers (sometimes defined as those with FICO credit scores of 660 or less, although there is no standard definition).

Loan growth. The two main sources of a consumer finance company’s earnings are net interest income and securitization income, both of which are driven by loan growth. 

Securitization. When a company securitizes a pool of assets, it makes assumptions about loss trends and prepayment rates.  If the performance diverges significantly from these expectations, the company may have to restate earnings.

Net interest margin. This is the key measure of profitability for companies that rely on lending operations. It is an important indicator of how much new profit can be expected from a given level of loan growth. 

A company’s net interest margin (net interest income divided by average interest-earning assets) is affected by factors such as funding costs and business mix. 

Return on managed receivables. Although return on equity (ROE) and return on assets (ROA) are popular measures of financial performance for most firms, they both fall short in an analysis of a consumer finance company. This is because of the off-balance-sheet nature of the industry’s asset securitization practices.  All else being equal, the more loans a firm securitizes, the higher its ROE. 

In order to help ensure apples-to-apples comparisons between companies, return on average managed loans (or receivables) is used. Return on average managed receivables equals net income divided by average managed receivables. Managed receivables consist of a company’s loan portfolio and securitized loans. 

Credit quality.  The first statistic to check is delinquencies.

Credit losses, or charge-offs, are much more serious. Loans tend to be charged off, and determined to be uncollectible, if payment has not been received after 180 days. Although the absolute level of delinquencies and charge-offs is important, examining their trend over the course of several quarters or years can often provide information that is more meaningful. 

Comparing a company’s level of reserves to the amount of its credit losses or overall level of receivables can help determine whether the company is adequately prepared for an unexpected deterioration in credit quality.

Efficiency ratios. The most competitive firms typically have low efficiency ratios (expenses divided by revenues), meaning that they have low expenses for a given level of revenues. As with any business, growth in expenses will limit how much of the revenue base flows to the bottom line.

Valuation.  Among valuation methods, the P/E ratio crucial. Consumer finance companies generally garner P/E ratios below those of the typical industrial firm, primarily due to the uncertainty associated with the accounting methods used for asset securitizations. 
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