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How is the current tumultuous financial landscape
affecting future deals in the industry?

James P. Murray: The current financial landscape is
certainly acting as an impetus for future deals. The big
question now, though, is how it’s affecting current deals.
There are lots of institutions that are sellers out of
necessity, but not nearly enough healthy buyers, or buyers
who are willing to commit capital or who have access to
financing, to make deals happen. As a result, in the
banking industry particularly, with the establishment of
the TARP program, there is federal money being made
available to act as a deal catalyst right now. And then in
the future, there will be a number of smaller banks that
will survive through this environment, and as soon as
valuations recover, even though they’ll be healthy enough
that they won’t have to sell, I think they will sell. There
will be enough managements that will view this crisis as
a very strong test of their organizations, and if they get
through it, they’ll try to maximize value in the near term
by selling out, viewing that as the most appropriate action
they can take on behalf of their shareholders.

David E. Brown Jr.: I agree. There are some willing
sellers, but there are also distressed sellers who really do
need to sell. The problem is, there’s a dearth of people to
sell to. In most cases it’s because the normal buyers are
otherwise occupied or they’ve got their own capital
concerns or they’re just very leery of the limits of their
diligence. There are also a lot of assets sitting on banks’
balance sheets that are of uncertain quality and value, and
that leads to paralysis. And I think you see it not just in
the M&A context, but also with a lot of the financial
instruments that previously would have traded hands that

are now stuck on both bank and nonbank balance sheets
because buyers aren’t willing to take the valuation risk on
these instruments. If you can’t value something, you’re not
going to buy it.

Murray: I agree with David on that. I think there are two
issues in that regard. One is the quality of underwriting
that’s been done historically. But now you’ve got another
issue, the future of the economy, which is weak at the
moment with no immediate signs of recovery. And in a
number of these situations, the banks are in difficult
enough circumstances that there’s a need to do a deal
relatively quickly, yet buyers’ lack of willingness to close
a deal on fairly rapid due diligence is something that is
limiting the number of interested buyers. That’s a problem,
in addition to the other things Dave cited about focusing
on their own issues, having capital constraints, etc.

David, do you have anything else you want to add?

Brown:Well, related to all that, and Jim, I’d be curious
whether you think this is more of a distraction than a real
issue, but in October the SEC held its first fair value
accounting roundtable. FASB sent a letter to the SEC
saying, “Don’t touch FAS 157.” But a lot of folks in the
banking industry are pointing to, particularly in the
acquisition context, the obligation to write down the
value of the assets on the books of whomever they acquire
as a real impediment to acquisitions. I’m curious whether,
from the investment banking side, you see that being
borne out in actual conversations with clients.

Murray: I think it’s true, but what it really comes down
to is the true valuation of the assets and the availability
of capital to finance those assets. Regardless of what you
deem a company’s book value to be, it does have an
economic value that is determinable, and if you can buy
those assets in the secondary market for less than their
carried value, buyers are going to take that into account
when they’re thinking about the value of a franchise they
are considering acquiring. And then they’re also going to
think about it in terms of how much capital they have to
commit to what they’re acquiring.
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What will be the likely result of the government’s
massive capital infusion on stock price valuations
for the financial sector?

Murray: Certainly it’s going to result in stability for the
industry—and it already has to a great degree. There are
still going to be companies whose futures will be open to
question, and those companies will see further erosion in
their stock prices. But to a large extent, it has provided
some degree of stability to the banking industry, which is
the primary beneficiary. That doesn’t mean it’s going to
result in a recovery immediately. It kind of cuts both ways.
If you’re one of the banks that’s deemed to be a recipient
of a capital infusion, there’s a fair amount of dilution that
goes with that and a fair amount of organizational change
that has to take place in terms of executive compensation
and questions about how to handle payment of dividends
that are going to act as a limiter on the recovery in the
value of some of those stocks. On the other hand, if you’re
one of the banks that doesn’t receive an infusion, and as
such, you’re sort of being viewed as a target—National
City Bank is certainly in that category with the way things
played out—just because you’re being positioned as a
target doesn’t necessarily mean your stock’s going to go
up. And in fact, National City got acquired for less than
its trading value. So I think it’s going to put in some sort
of a floor by reducing or eliminating the possibility that a
lot of these major banks are going to fail. But at the same
time, it’s not going to be an immediate catalyst for
recovery on anybody’s stock price.

Brown: I would agree with that. In fact, one of the hot
topics of conversation as banks wrestle with this analysis
has been executive compensation. There’s been a lot of
discussion about whether executive compensation
restrictions are going to dramatically affect people’s
decision to accept Treasury money. And at least in the
discussions we’ve had with clients, the answer is “not
really,” whether it’s the half-million dollar loss of
deduction, and they just do the analysis and can absorb
that as part of the cost of capital or the golden parachute
issue, which for the most part can either be lived with or
designed around. The real limiting factor for many
institutions is understanding how badly they need the
capital, and then, depending on how badly they need it,
however attractively it may be priced, deciding whether
they can deploy it.

And so one thing we’re seeing, particularly at the smaller
regional and larger community banks, at least the ones that
aren’t in trouble from construction lending or whatever, is
that many of them may be sitting with 15% Tier 1 capital
ratios, already bursting at the seams with excess capital
and, frankly, finding it difficult to generate good return on
equity with the capital they have. So the idea of adding in
some moderately leveraged, but additional, capital has
them asking, “What do I do with it?” Unless they can do

acquisitions, they just don’t need the capital. And yet there
is this perception that there must be something wrong
with anyone who doesn’t take it. And so a lot of folks are
wrestling with the notion of “I don’t really need this
capital. I’d like to have it as dry powder, but if I don’t
deploy it quickly I’m going to be penalized by my
investors, but I may be penalized anyway if I don’t take it.”

Murray: You’re right, David. It’s a very complicated
dynamic. And even among some of the larger banks, there’s
speculation about those that were on the original list that
got the first allocations. What are they going to do with it?
Are they just going to use it to deleverage their balance
sheets? That’s clearly not what it’s intended for. It’s meant
to be a stimulus for the industry by providing capital to
form the underpinnings for investment in financial assets.
But there’s the question of how do you earn a reasonable
return with a reasonable amount of risk? And even in the
case of some of the larger banks, I think the question is,
wouldn’t we be better off just deleveraging at this point?

What do you expect to be the result of all the
distressed assets that are likely to go on the block
in the coming months, and how can buyers take
advantage of the market without putting
themselves at risk?

Brown: A lot of the distressed assets actually aren’t on the
market. I think the holders of them would like for them to
be on the market, but for the most part there’s a lot of
money on the sidelines, because people are not choosing to
invest in what’s currently out there. In fact, we’ve been
having conversations, particularly with hedge funds, about
building an infrastructure so they can be buyers of
distressed assets, particularly in the residential mortgage
business, forming mortgage investment businesses and
acquiring servicers, but without the requirement yet of
committing any money. In some cases, they are assembling
experienced people from some of the banks that are
deemphasizing those businesses. So right now I don’t see a
lot of people out buying the legacy assets—or what’s
referred to in the press as the toxic waste—that originated
in 2005, 2006, and early 2007. I see far more interest in
getting positioned so that when the economy does recover,



they can gain market share and market position in
originating and generating new assets. The experience earlier
this year with a number of investors who bought distressed
portfolios only to see the values continue to plummet has
scared off a lot of people. It’s the metaphor of trying to catch
a falling knife: You have as much likelihood of having a
knife run through your hand, as you do of catching it.

Murray: I agree with that outlook, David. What I see
happening in terms of buyer interest right now involves
assets that are either senior tranches of structured deals,
where there’s relatively good security underneath them and
they’re just being traded at extraordinarily deep discounts
because buyers who are being forced to deleverage due to
margin calls are selling them at distressed prices even
though the assets themselves aren’t distressed, or senior
loans. The senior loan index has fallen to an all-time low
and was below 70% at one point. And these are loans to
good credits that are not being sold as distressed loans, but
it’s just that the market has become so illiquid, the bids are
down 30% or more from where they originated. And as a
result, there’s a lot of interest in buying those assets
because they are relatively secure, they’re cash flowing,
and they are crowding out a lot of new issue volume

because the yields on them are so high. So for most
investors, wherever they are on the risk spectrum, whether
they’re looking for low-risk assets or riskier assets, the best
deals they can get right now on a risk-adjusted basis
involve just buying secondary pieces of assets, or syndicated
loan deals or securitized deals. Historically, in situations
where there’s deleveraging going on, banks look to sell
businesses that are similar to their own businesses but are
tangential to their core business. The classic situation that
always happens in this kind of a market is banks selling
their leasing subsidiaries, and we are seeing a fair number
of banks either actively engaged in shopping their leasing
subsidiaries or at least thinking about it. And in some
cases, maybe they’ll sell the portfolio rather than sell the
entire origination and servicing business with it. That’s
something that nearly always goes on in market cycles
where banks’ profitability and capitalization deteriorates,
and it is definitely going on right now.

Do you anticipate any foreign banks going
shopping in the U.S. for fire-sale deals over the
next six months or so?

Brown: You know, it’s interesting, the only really notable
foreign bank activity in the United States has involved
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Mitsubishi UFJ Financial Group, the parent of Bank of
Tokyo, and Banco Santander of Spain, both relatively
healthy institutions, particularly Banco Santander. But
what’s interesting, with the exception of Mitsubishi’s
investment in Morgan Stanley, these large transactions
involved buying the remaining interest in banks they were
already a large investors in and were very familiar with.
Mitsubishi bought the rest of Union Bank of California and
then Banco Santander announced it was buying the rest of
Sovereign Bank. I find it interesting that in each case, they
undoubtedly felt far more comfortable buying the rest of an
institution they were already in because they were
presumably comfortable there was no great gaping chasm
they were about to step into. Interestingly, as soon as
Mitsubishi announced its investment in Morgan Stanley, the
bottom started dropping out of Morgan Stanley stock, and
in fact, that deal got renegotiated slightly. But otherwise,
particularly as the dollar has strengthened over the last
several months, and as a lot of foreign banks have their own
problems back home, I don’t think we’re going to see this
great swell of activity in the U.S. commercial banking
sector. Nomura International and Barclays both picked up
pieces of Lehman Brothers, obviously in bankruptcy, but
that’s a true distress sale. But otherwise, I’m not sure we’ll
see a large number of U.S. acquisitions by foreign banks.

Murray: I agree. I think the two deals you cited, Mitsubishi
and Union Bank and Santander and Sovereign, are the two
examples to cite. And as you said, they were both situations
where they were acquiring the remainder. Particularly with
Sovereign, you could view it as something of a defensive
maneuver; certainly it had the option of buying, I think the
original strike price on the option for the remainder was
something like $38.10 and the acquisition price was almost
exactly 10% of what the original option was struck at. So
Santander was clearly buying something it had intended to
create a lot of value through, and it was in a position where
it was left as the one deep pocket to provide strength in
capital to the business going forward. You could certainly
argue it’s a good consumer franchise in an attractive part of
the country, and if you can buy it for less than $4 a share,
it’s probably a pretty good long-term investment, but it
was also looking at potential deterioration in the value of
its existing investment.

I think some of the Canadian banks are looking at the U.S.
market and wishing the U.S. dollar wasn’t so strong
because, for the most part, they’ve managed to stay away
from all the problems. They would be the natural acquirers
of franchises and historically have been good acquirers over
time. Their real limitation is the strength of the dollar,
making it more expensive to acquire right now, and also to
the extent that they already have U.S.-dollar-denominated
assets; because of a presence in the United States, their
balance sheets overall are becoming overexposed to the U.S.
dollar assets as they’ve rallied in value. And so it might not
be the right time for them to be coming in. But to me,
they would probably be the one group that you could see

“We’re in an environment where there is
a mad scramble for market position, not
just for today, but for the time when
everything recovers.”

- David E. Brown Jr., Alston & Bird LLP
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coming in and buying assets. I’m not sure that they would
go after distressed properties, per se. They might be more
likely to go after banks that have had issues that have
constrained their capital bases and thus have been forced
to become sellers.

Are legal tactics such as letters of intent and
reverse termination fees likely to become more
pervasive? Could you describe when and why
these tactics are generally used, and what boards
need to know about them?

Brown: The use of letters of intent is actually fairly rare,
but what is not rare is the use of bear hug letters and
other provocative correspondence by a buyer, or someone
who wants to be a buyer, to bring a reluctant seller to the
bargaining table. Banking has historically been a relatively
genteel business, and when a bank says it’s not interested
to a private overture, generally, though there have been
some very notable exceptions, the buyer will go elsewhere.
However, what you see in the corporate world at large are
far more aggressive tactics, and I think you are going to
see more aggressive behavior in the financial services
industry. Once people get past this environment of
uncertainty and concern about inadvertently buying a
bank with a deep black hole that wasn’t identified, I think
you’re going to see more aggressive tactics used by those
who see an opportunity to be consolidators.

As far as reverse termination fees, the prevalence of those
came out of a growing realization that a public company
selling to a private equity sponsor has, for the most part, no
effective recourse against the buyer because the buyer is a
shell company that hasn’t been capitalized. And so you saw
this trend during the go-go LBO days where sellers, to some
degree, were able to negotiate reverse bust-up fees and then
gain particular commitments from the private equity fund
sponsors to fund the reverse breakup fees. That tends to be
characteristic of a seller’s market, where the seller has some
degree of leeway to accept or reject offers and, therefore,
can force someone to come to the table with actual money.
Such cases resulted in a sort of asymmetrical structure
where the seller was bound, but the buyer really wasn’t. To
me, those are two very different issues. I think when things
recover, we’re going to see more aggressive tactics like bear
hug letters and other threats to go public. But I don’t see
any time soon the prospect of picky sellers being able to
drive hard bargains with buyers in extracting reverse
termination fees, other than in the private equity context.

As to what boards need to know, one thing boards should
be doing today, and in fact, this should be a constant
process, is taking time to become aware of their financial
institution’s strategic posture and really understand their
role in what’s likely to be a continuing consolidation trend.
And to the extent that they perceive that they may be
vulnerable, they should have some sort of regular strategic
analysis process so that when the unwanted overture comes,

they are mentally prepared to respond thoughtfully and in
a united way. There are few things more likely to lead to
the sale of an institution that didn’t think it was for sale
than for management and the board to be surprised, react
haphazardly, and actually disagree in the boardroom about
how to respond. The cure for most of that is preparation
and forethought.

What can you tell us about the trend toward reverse
auctions, where financial industry sellers compete
with each other over a buyer?

Murray: I haven’t seen any situation that has truly been
structured as a reverse auction, where the buyer is explicitly
making it known that it’s having multiple conversations
with similar sellers and that there’s going to be only one
winner, and then it’s just a race to the bottom, so to speak,
on the part of the sellers. But certainly, it’s a buyer’s
market, and buyers who have a clear view of what they’re
interested in can pick out a specific target that they think
is the best among the class of sellers that are of prospective
interest to them, and then approach them and try to get
something done with their target of choice. There are also
a fair number of competing deals that are going on at any
one time in any class of assets, so it’s obvious that buyers
are picking and choosing and driving the best bargains
they can. Sometimes it just amounts to passing on all of
the competing deals other than the one that’s of greatest
interest to a particular buyer.

Brown: There was that fateful weekend for Lehman
Brothers where Lehman thought it had the attention of a
number of buyers. We saw, during that same weekend,
Bank of America commence discussions and strike a deal
with Merrill Lynch instead, so, to the point of the more
attractive target, they certainly chose Merrill. And then
arguably you had the same dynamic where Barclays was
negotiating with Lehman over the broker/dealer business.
But you know, the alternative, which happened later in the
week, was that Barclays could buy the broker/dealer from
the Chapter 11 debtor, Lehman Brothers Holdings, and
arguably acquire a slightly different asset at a very different
price. And so there you had a case where Barclays as a
buyer was making a decision about which Lehman it
wanted to buy—the one that’s pre-bankruptcy or the one
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that’s post-bankruptcy. We’ve seen buyers do that very
calculus, although not a tremendous number of times—
where a buyer invited to acquire a distressed institution has
to decide if it is better off, both in terms of price and
diligence, as well as certainty of winning, buying the
company before the FDIC steps in or after the FDIC steps
in, recognizing that it will have competition at that point
and that the asset is certainly not going to be worth quite
as much as it was. Depending on whether the Capital
Purchase Program actually stabilizes enough banks, we may
see more failures and more of those prefailure decision
points by buyers. Over the years, we’ve represented many
institutions that were in negotiations with a distressed
institution and couldn’t get comfortable buying it before
the FDIC took it, and then in some cases, weren’t
successful buying it on the back end.

What are the driving forces that, good or bad, will have
a significant impact over the next six to 12 months?

Murray: One I’m thinking about is the significance of the
ability to close. If you’re thinking about any transaction,
the ability to close has become so important, whether
you’re a buyer or a seller, but particularly if you’re a seller.
Anybody who’s a seller these days is not doing it because
it’s the best time to sell, but because it has to. And usually
it’s because its financing source won’t continue or perhaps
it wants its money back, but either way, it’s being driven
by an overriding issue other than the absolute
maximization of shareholder value. And so the risk of a
failed deal is almost as high as it’s ever been. So you can’t
put yourself in a situation where there’s any risk of failure
to close. And that’s difficult. Even deals that are being
structured with buyers who would be considered to be
reliable at terms that are not unreasonable can wind up
getting renegotiated or maybe not even closed just because
of the market’s volatility. But certainly, if you’re going
through a process where you’re thinking about selling,
number one on the list you have to think about when
you’re choosing the buyer is its ability to close. You have
to do a lot of diligence on that point. Where is it getting
the money? What is the risk that the money might not
materialize? David, I’m sure you can talk a lot about
structuring the documentation and the things you have to
watch out for in terms of material adverse effects and all
those issues that can be the legal basis for a failure to close.

Brown: Absolutely, and it actually goes deeper into that
earlier question about reverse termination fees, because
reverse termination fees were one piece of the puzzle meant
to address the concern (mainly outside the financial services
industry) of public companies agreeing to sell themselves to
private equity sponsors with financing contingencies and,
in many cases, open-ended language that could allow the
private equity firm to trigger renegotiation of the transaction.

Historically, there are three big things sellers really care
about: price, certainty of closing, and the time it will take
to close. And I agree with Jim. Traditionally, price has been

paramount, and the other two have been important, but
less so. However, recently those two have arguably
outshined the first because sellers have either lost funding
sources or are facing a crisis situation where it is absolutely
critical that the deal close and that it close in some very
short period of time if the company is going to get any
value for stockholders.

Here is another looming trend: It is very clear that we are
heading into an environment of reregulation. An already
extensively regulated industry, financial services, is going to
be further regulated, and every aspect of its business will
be scrutinized even more closely. And that extends from
who the regulators are, to what their mandates are, to the
issues they focus on. There will be new restrictions
imposed. Next spring, we’re certain to have comprehensive
financial restructuring legislation. We’re likely to see some
agencies we’ve grown familiar with transformed, and
perhaps some abolished or merged out of existence. And
you know, that could be regarded as simply rearranging
who your regulator is, but I think there is going to be a
new focus on what the market structure ought to look like,
and it’s going to delve into everything from what’s the
proper role for a Fannie Mae or Freddie Mac down to who
has the authority to determine what activities can be
conducted in the residential mortgage origination business,
and everything in between. Thus reregulation and
regulatory change, I think, are going to occupy the
attention of lots of boards and management teams.

The market is tumultuous. Some historic dominant players
in this or that niche, or this or that geographic area, are
wounded and refocused on other things, so we’re in an
environment where there is a mad scramble for market
position, not just for today, but for the time when
everything recovers. Who will be the winners? Not just
in terms of who will be the biggest financial services
companies, but who will dominate important niches?
For example, there was the announcement in the fall that
IntercontinentalExchange is buying the Clearing Corp.,
and they are simultaneously announcing new deals with
very large financial institutions to establish a clearinghouse
for derivatives trades. Well, derivatives is a giant global
business, and there is a land grab going on. I think lots of
boards need to be focused on which parcels of real estate
may be available, and whether or not they are in a position
to grab some of it.

“Even deals that are being structured
with buyers who would be considered to be
reliable at terms that are not unreasonable
can wind up getting renegotiated or maybe
not even closed just because of the
market’s volatility.”

- James P. Murray, Houlihan Lokey
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