Sale and Purchase of Russian Banks in 2007 

(MARKET REVIEW)
Tendencies. Prices.
Whales Group, the largest - according to Forbes
 - Russian company on the market of indirect sales of Russian banks, issues every year a unique on this market REVIEW of sale and purchase of banks in the Russian Federation.
The Banks’ Bank – a new brand of Whales Group
Since 2008 Whales Group introduces on the market its new brand - the Banks’ Bank: the brand aimed at making it simple to Clients to understand what the company is specialised in, now that it has achieved the score of 128 banks in its “bank of banks on sale” by Whales Group.
Why the Banks’ Bank?

1. Since 1999 the Banks’ Bank has been specialised in sale and purchase, mergers and acquisitions of Russian banks and has carried out extensive research in this area.
2. We are inside the Russian bank community and we have access to insider information. Bank market transactions are concluded in latency, and their in-depth analysis is possible from “the inside of the transaction” through comparison and reconciliation from day to day of requirements of the parties involved.
3. 
The Company has initiated and followed through over 200 deals, having accumulated unique experience in analysing the interests of the parties, initiating a transaction, due diligence, determination of a fair price, structuring, orchestrating and administrating transactions.

4.
The Banks’ Bank has been advising the biggest world banks (Top 15 in terms of capital) on their entry into the Russian market - on purchasing Russian banks, receiving bank licenses, opening bank affiliates in the Russian Federation, preparing documents, etc. 

5. 
The Banks’ Bank is a subcontractor of international law firms and auditors (including the companies of the Big4) in searching for a target bank, following through sale-and-purchase transactions, preparing documents for registration with the Bank of Russia and the Federal Antimonopoly Service (FAS).

Figures in the public domain 

In Russia there operate 1136 registered credit organizations (CO). The Bank of Russia, pursuing steadily a policy of cutting their number, withdraws every year more licenses than issues new ones. 

In 2006 the Central Bank withdrew 62 licenses and registered seven new COs; in 2007 - 55 withdrawn licenses compared to 12 new ones (among newcomers we see Toyota Bank, the Bank of Cyprus, DaimlerChrysler Bank Rus, Industrial & Commercial Bank of China, etc.). 

During 2007 the number of 100% foreign-owned COs went up from 52 to 63. The aggregate share of foreigners in the capital of Russian banks crossed a significant line of 25 % in early 2008 when Société Générale opted for purchase of 30 % + two shares of Rosbank and increased its share to 50% + one share.

The aggregate assets of banks in percentage of the GDP have increased from 52.2% to 61.4%. Compare this proportion with the UK where this rate is about 350%, and in France - about 250%.
Concentration of bank assets is still high: 42.3 % - with five largest banks of the country (in a year this rate decreased only by 1.6%). Moscow and Moscow Region account for half of all the COs and 49.7% of bank assets (both values have remained practically the same for twelve months).
Banking services have not yet penetrated deep in the economy, the market is growing and has enormous potential, and according to forecasts a consumer boom in Russia is still ahead. It is noteworthy that the leaders in terms of margin and profitability are various types of credits to the population. In 2007 their total amount was 9.8% of the GDP and 15.3% of the population income; money deposited with banks by private individuals was only 24.3 % of their income. Bright future of the Russian market of banking services is obvious.
To enter the banking market or not? If yes, through registration or purchase? 
Purchase of a bank is in most cases takes less time than registration, but is more expensive and requires a checkup by the buyer of the asset quality (first of all, of a credit portfolio), existing bank liabilities, and may be fraught with risks. Of course, off-balance obligations and well-hidden drawbacks could not be excluded.
The main advantages of setting up (registering) a bank in Russia are: no risk of accepting others’ obligations and image problems, as well as low cost. To make use of these advantages you have to bear with waiting for almost a year and run a risk of refusal to register at any stage. A new bank can be licensed to deal with private individuals only in two years from the time when the bank was set up, and to have this opportunity from the very start costs high - the capital of such bank shall be over 100 million Euro (pursuant to the amendment to the law in force, which was passed on December 4, 2007). But is this a way out?
The main reason for a newcomer to ‘vote’ in favour of a purchase and be ready to take risks is the infrastructure offered by the target bank, its team and more or less developed (depending on the size of the target bank) network of POS, in other words - time saving.

The number of POS is a crucial point. Many had to face a situation when it was very easy to open a credit with a bank, but then you had to queue to repay it - the network did not cope, and client loyalty was vanishing. 
In 2007 a risk of State-owned competitors coming to the market with thousands of branches - for example, a post bank - became well evident.
A foreign bank is more likely to choose registration if its business is in investments, or is not requiring own retail network. Sometimes foreigners follow the way of purchase and registration at the same time, which is more costly, but offers the wealth of additional opportunities. 
The majority of foreign banks, including those from the world top 25 (in terms of capital or assets) are not yet present in Russia. We will name the largest ones: Bank of America Corp (USA), Royal Bank of Scotland (UK), China Construction Bank Corporation (China), Wachovia Corporation (USA), Wells Fargo (USA), Rabobank Group (Netherlands), Fortis Bank (Belgium), and others.
State banks dominate in Russia – is that forever?

The discussion about Russia following the route of the West or the East proved to be meaningless also in the banking sector – it goes its OWN way.

Even an old story of a ban to set up branches of foreign banks (and other protectionist measures), stringent conditions imposed by the regulator and practically same cost of rouble borrowings for all players did not discourage foreigners. Large foreign banks are effective, successful and have got used to divide the market among themselves in many countries of the world. Russia was not supposed to be an exception.
Drastic changes did not take place. The prophecies about the Russian market divided by the biggest global players, capable of dumping for a long time, did not fulfil; the State banks are still strong, and the banking market of Moscow will not soon be similar to the banking market of Eastern Europe.
Private banks, except for the ones occupying their niches and those highly specialised, will be driven out, and the market will be divided among big foreign players and banks with the State share, with likely domination by the latter. Favourable situation on the hydrocarbon market and growth of the Russian economy provide for capital growth in the State banks, which compensates for their numerous drawbacks. Year 2007 has demonstrated that the State banks take the lead in growth of assets. Many of the "sought-for" clients still remain inaccessible to private banking, including foreign banks. 
Affaires d’honneur: major deals of the year -  2007
It would seem that the liquidity crisis, which has noticeably affected many banks outside Russia, should have had a negative effect on the number of transactions with foreign buyers in Russia. But the system has proved to be stable, and 2007 has produced the results opposite to what was expected. 

The financial sector of the Russian economy has not become less attractive to investors. Please find below some confirmations (at estimated prices):

- Scandinavian Nordea Bank acquired 85.7 % of  AB Orgresbank shares (for USD 313 million)

- Absolut Bank was bought by Belgian KBC Group (USD 1 billion)

- East Capital Explorer Financial Institutions Fund AB from Sweden took over 19.99 % shares of KB AKIBANK.

- Spanish Santander acquired 100 % of AKB Extrobank (Euro 40 million).

- Morgan Stanley bought 100 % of the Urban Mortgage Bank (USD 200 million).

- Austria Creditanstalt (Italian Unicredit) purchased from the European Bank of Reconstruction and Development 10 % of the capital of International Moscow Bank and thus adjusted its share to 100 % (USD 230 million).

Some more deals in 2007: East-European Financial Corporation purchased Novosibirskvneshtorgbank; MDM Bank sold 10 % of its shares to Olivant Limited and an option of 5 %; Czech Financial Group PPF acquired 5 % of Nomos-Bank shares; UBS AG purchased 6.98 % of CHELINDBANK shares; the European Bank of Reconstruction and Development acquired 28.25 % of AKB Spurt to become the largest shareholder of this bank.

Early in 2008 British Barclays Bank acquired 100 % of Expobank shares for USD 745 million.

General characteristics of transactions in 2007:

· Their total amount in 2007 was in excess of 2 billion US Dollars.
· Capital multipliers, when bank prices were determined in 2007 (many of the deals started back in 2006), fluctuated from 2.5 to 5. 

· Due to its high latency it is difficult to valuate the total volume of the market of sale and purchases of banks and banking businesses, taking into account also small and medium-sized banks. Our estimate is about 60-70 transactions which started in 2007.

· Russian buyers were in the overwhelming majority by the number of sales and purchases. They are quicker, better prepared to assume risks and less dependant on numerous corporate limitations typical for foreign buyers.
3 segments of banks on sale
Most of private banks are open for a dialogue with a potential investor. Some of them consider the sale as a thing of the future, trying to have a stronger appeal for investors, others are ready for immediate sale.

Among the main factors driving Russian shareholders to sell their bank are stronger competition, increasing demand for better services, lower profitability, emergence of big foreign players and rapid development of existing ones, as well as higher risks from the regulator and tougher control. In these circumstances the majority of small and medium-sized players realise the need to look for a strategic investor or to sell their bank.
In 2007 segmentation of the market did not change. The Banks’ Bank still subdivides it into three segments: 

1. A segment of bank licenses (core&shell). As a transfer of the bank license is impossible, we mean purchasing shares/stakes of a CO or its founders. A significant portion (up to 100 %) of the assets/liabilities of such a CO is very often affiliated with the seller and is withdrawn/replaced during or immediately after the transaction. A small number of clients “off the street” can be available, but they are not viewed as business. The buyer is interested in the intangible asset - the bank license, and sometimes – the bank’s real estate. The majority of the banks, not yet participating in the Deposit Insurance Scheme (DIS), fall into this segment.

2. 
 A segment of average-sized banks with developed infrastructure, well-running business processes, highly qualified management team and client base (over 10 000 clients). In this segment we find the majority of banks, many of which have several points of sale or even a small network. Normally these banks do not have formalised strategy, or up-to-date developed banking technologies. They are characterized by vague structure of their property, inadequate system of risk management. Frequently over 50% of their assets are in the hands of 20 to 30 % of the bank clients. Reserves for possible loss through loans do not fully cover credit risks. Undercapitalisation results often in tied credits.

3. 
 A segment of big banking business. The biggest non-State banks in this segment do not need any introduction, but nevertheless they suffer from the drawbacks specific for average-sized banks. The level of their corporate culture is frequently far below or simply incompatible with the approach of foreign buyers. In this segment there is a niche of banks, which shares circulate on organised markets and can be bought by private investors.
Lack of regulatory documents on mergers in the banking sector and complexity of a merger from the legal point of view make market players resort to "transfers" of the business from the target bank to the bank-buyer, and to do this the deal has to be structured very carefully and the bank branches shall be set up where the target bank is present. The "bare" license is thus made free, and the target bank is sold.

Demand in 2007
In 2007 and early 2008 there more inquiries than offers, and license prices were going up. The highest demand is still for "bare" licenses, they have instant liquidity if a price is fair. 

What fuels the demand?

· The number of "bare" licenses is limited and going down all the time: sellers strive to enter the average-sized segment or sell the bank as a license.

· Registration of a new bank for a small or average-sized Russian buyer is practically impossible.

· Still active are buyers, which buy banks for some shadow business, as a result these banks lose their licenses sooner or later.

Growing demand shortens time schedule of transactions, and that influences their structure and aggravates risks, forces buyers to consider faraway regions, buy with the bank its non-liquid assets and take in minority shareholders, etc.

Every year more and more participants take part in this race. Today the demand comes from several groups of buyers:

· Foreign banks (including those from the CIS) and Western investment funds (including those with a Russian share). The latter are ready to invest even in small underestimated blocks of shares (15-100 %) for the purpose of going out in two to four years. Sellers are ready to meet with inconveniences of a dialogue with foreigners and in-depth due diligence for the sake of striking a deal with such a shareholder and getting a chance to enter the world of big buyers. The experience of dealing with "newborn" funds shows that with their substantial assets they do not often meet formal requirements to buyers by the Central Bank and do not attach any importance to them. For example, they were set up less than three years ago or fail to pass successfully the checkup for conformity with  financial stability criteria. And a change in the structure of the transaction to circumvent requirements of the Central Bank is often not unacceptable to the fund or its investors. 
· In spite of great expectations and activity of investment funds, transactions according to the declared amounts are made only by IFC and IBRD (European Bank of Reconstruction and Development), to which banks come themselves and the latter for this reason have a wider choice and toughen their requirements.

· Russian banks buy banks to get the business of the target bank and sell then its license. Sometimes the purpose of the buyer is to conduct transactions, which the bank-buyer would not like to carry out in its own name for various reasons.
· Financial and investment companies, developers’ and building holdings, collectors of payments, big retailers and other highly specialised businesses, requiring special technologies, financial juggling and control.
· A new category of buyers are top managers, who have succeeded in developing and selling the bank they managed (but not owned) to a big buyer. In previous years a team of managers "broke away" with a big piece of the business, making it possible for them to buy a small bank and make sure it brings profit, but now that does not make any sense: the market can only accept more civilised forms and does not favour disloyalty of the management towards the owners. They are no longer working in the sold bank, are well informed on market trends, have good experience in attaining strategical objectives, carrying through a complex transaction and communicating with technological western management of the buyer. Knowing the way to succeed, they want to go this way again, and are fast to find financing to support their “success story”.
· The group of buyers purchasing banks for jobbery is still as active as before, judging by its influence on the rise in prices and faster transactions. Banks’ Bank refuses deliberately to participate in any way in this kind of transactions, thus we cannot give a qualified estimate of this market segment.

There are also other buyers, for which any grouping seems to be impractical.
Approaches to valuation
1. For small banks in the segment of bank licenses we apply a comparative method of estimation. Here the cost of a transaction is made up of the “license price” and compensation for the bank net assets. The license price depends on such factors, as location, available licenses, bank membership in DIS, record of violations (if any) by this bank of the banking legislation and instructions of the Central Bank, sale of 100 % of the shares and many other factors.

Below you can find a table showing rapid growth of prices for bank licenses for the past few years.

License price dynamics in 2001 - 2007  
[image: image1]
2. In valuation of average-sized banks it is possible to use DCF
 analysis (Discounted Cash Flow), but with certain reservations.
Depending on the size of a bank, approaches can differ. To determine a fair price the Banks’ Bank uses its in-house techniques. We proceed from the bank license price, which is then multiplied by the coefficient calculated according to each particular bank characteristics (we use a set of scale-up/down factors), for example: permit to trade in precious metals, SWIFT, correspondent accounts in foreign banks, certain level of automation, quality of management (and other intangible assets), clean legal history, etc. This is where the first stage of valuation is finished. At the second stage we valuate the bank net assets. This is a complex stage since in most cases it is a question of the credit portfolio. For such a bank its liabilities are carefully valuated: it is necessary to avoid the situation when formally "long-term" liabilities turn out to be related to the seller and can be suddenly withdrawn after the transaction, threatening liquidity of the purchased bank. The cost of net assets is added to the price of the transaction. If a bank has some part of its client base, which is well evident and obvious to the buyer, but not connected with the owner and top management, the net profit to be received from such "business" during a certain period (from one to three years), also rises the price.

For valuation of average-sized banks, the above method of the capital multiplication by a multiplier cannot be applied, in our opinion, in most cases. Skyrocketing demand for "bare" licenses in the lower price segment and press reports on transactions in the big banking segment, with sometimes-unreasonable multipliers, overheat the described segment and make the sellers expect too much. Unfortunately, these expectations in the average-sized segment, based on the demand in other segments of the market, meet rarely with solvent demand. 
How much the buyer is ready to pay for the big banking business?

When valuating a business various investors all over the world take into account a number of parameters. In most cases they use the price/book value ratio - P/BV
 (for banks - the capital), total shareholder return - TSR
, return on equity – ROE
, and some others. 

Low P/BV ratio signals about a potential for growth, and high value is a sign of distress. For developed markets the normal P/BV ratio is about 3; in Russia transactions for hundreds of millions of US Dollars reached in 2007 a record multiplier of 5, which proves confidence in the potential of the Russian market and readiness to overpay.

The signs of developed segment on the market is a plenty of sellers and buyers, easy access, a wide choice of securities and high degree of liquidity. Trading floors offer to investors about 20 issuing banks, securities are expensive and consequently are not always affordable for private investors, and only securities of a few (Sberbank, VTB, Promstroybank, Bank of Moscow, Vozrozhdenie Bank, etc.) are really marketable. In 2007 "whole-nation" placements of Sberbank and VTB took place, and additional issues came from Vozrozhdenie Bank and Ursa-bank. The demand confirms that investors are interested to overpay for securities. Still in force are severe restrictions of the Central Bank, which hamper development of the market.

The bigger the bank, the greater the importance of intangible assets for a transaction, such as management, staff, organisational structure, quality of management, and the higher the chance that through purchase these assets will all go to the buyer and can be used effectively. 

It is worthwhile to pay attention also to the strategy of development of a bank. The last years, including 2007, were not an exception; it is now in fashion to order a strategy from consultants, and they are more than pleased with that. 

Almost all banks have this or that strategy, their way of development, but it is really necessary to pay hundreds of thousands to outside consultants? And then pay even more for implementation of this strategy. Owners are not often much involved in the process of designing a strategy, and subsequently the top management, which has taken an initiative, faces an acute shortage of funds to implement plans, thus strategy needs to be amended. Bank owners often opt for a strategy from the outside, ignoring opportunities of their brilliant top managers who can well cope themselves with a task of defining ways and methods of development. Foreign investors are really keen to see a strategy and prefer recognisable brands. But nobody can guarantee to a bank that the investor will appreciate this strategy and results of its implementation, and expenses will produce a profit.

Conclusions. Forecasts
2007 has seen a rise in prices for banks, and the crisis of liquidity has not become an insurmountable barrier for large-scale transactions, though their majority was conceived in 2006, i.e. before this crisis, and in 2008 a slight recession is likely.
The bank system is rather stable and attracts foreign investors who probably put up for some time with their inability to redistribute this market with no account for the interests of State banks.

The management of both buyers and sellers has become more knowledgeable in sale and purchase, mergers and acquisitions of banks. Approaches to and ideas about this kind of transactions are becoming more uniform on the market. The volume of acquisitions by seizure is negligible and tends to diminish to zero.

Early 2008 was also characterized by highly active market and rising bank prices. It seems that active redistribution of the Russian banking market will not come to an end in the coming years, and prices will keep rising at a higher pace. The number of direct and indirect sales and purchases, mergers and acquisitions of Russian banks is also supposed to grow. 

Invitation to the presentation
“Purchase & sale of a Russian bank”
We are pleased to invite you to our office to attend this presentation, hold a consultation, and reply to your questions, as well as offer these services at your premises to your Board of Directors (or another governing body) or arrange them through videoconferencing.

The presentation is free of charge.

         Topics (subject to change on request): 
· 
 The structure of demand: what banks buy and why 

· 
 Price structure. How to find out a fair (market) price for the bank 

· Aims of buyers: who and why buys banks.
 
· Possibilities to enter the market. Specifics of entering the Russian banking market for a foreign buyer.  

· Who is more exposed to risk - the seller or the buyer? How to avoid ‘skeletons in the cupboard” of the purchased bank? 

· Average prices of transactions in 2007. Price dynamics in 2001-2008.

To arrange for this presentation/consultation, please get in touch with Vladimir Kravchenko: 

Tel. +7 495 411 94 76 

E-mail: v_kravchenko@bankbankov.ru 
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� Forbes. Russian Edition. July 2007.





� Discounted cash flow (DCF) analysis uses future free cash flow projections and discounts them to arrive at a present value.


. 


� Price/Book Value


� Total Shareholder Return- total revenue composed of stock price growth and dividends.


� Return On Equity 






