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Finance Observation

Capital One Purchase Turns it into a Top-10 Bank~
VA SRl Rl B R U HE B AT Rt A T

Capital One Financial Corp, the
fourth-largest issuer of Visa and Mas-
terCards, agreed to buy North Fork
Bancorp for US $ 14. 6 billion to trans-
form the credit-card company into one
of the 10 largest US banks.

Capital One of Mclean, Virginia,
will pay US$ 31. 18 in cash and stock
for each share of North Fork, the two
companies said in a statement on Sun-
day. That is 23 per cent more than
Melville, New York-based North Fork’s
closing price on March 10.

The acquisition will almost double
Capital One’s deposits to more than
US $ 84 billion and increase its assets
to about US $146 billion, ranking
ahead of Cleveland-based National City
Corp, the eighth-biggest US bank as
of December 31.

By Justin Baer
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Finance Observation

Chief Executive Officer Richard
Fairbank, 55, is making his biggest
purchase four months after completing
the US $ 4. 8 billion takeover of New
Orleans-based Hibernia Corp.

“If they can get it executed well,
it's a great diversification play for
Capital One,” said David Hendler, an
analyst at CreditSights Inc in New
York.

Capital one said it expects to com-
plete the transaction, financed two-
thirds by stock, ‘in the fourth quarter.
Each North Fork share will be ex-
changed for about US$ 11. 25 of cash,
plus 0. 2216 of a Capital One share.
Capital One also said it plans to buy
back US $3 billion of stock between
the second half of 2007 and the first
half of 2008.

North Fork CEO John Kanas, 59,
will head the combined company’s
bank operations and report to Fair-

bank.

Capital One acquired Hibernia to
expand beyond the credit-card business
and reduce its cost of funding by gai-
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ning a base of deposits. North Fork
will give the company more than 655
branches in New York, New Jersey,
Connecticut, Louisiana, and Texas,
up from almost none before the Hiber-

nia deal.

Capital One’s expansion in banking
follows a slowdown in credit-card bor-
rowing. The average credit-card debt
of households with at least one card
rose 2. 2 per cent a year from 2003 to
2005, down from an average 8. 6 per
cent a year between 1997 and 2002.

Capital One, known for its “what’s
in your wallet” advertising campaign,
hired comedian David Spade to help

draw customers to its credit cards.

Shares of Capital One rose 4. 7 per
cent on March 10 after it reported low-
er-than-expected default rates on
loans. The stock is up 15 per cent in
the past year, beating the 6. 2 per cent
advance of the Standard & Poor’s 500

Index.
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Finance Observation

Yield curve

North Fork shares have dropped 9
per cent in three months, as a combi-
nation of rising short-term interest
rates and falling long-term borrowing
costs made lending less profitable. As
recently as last week, two-year notes
yielded more than 10-year Treasuries,

widening a gap that opened in Decem-

ber.

“The flat yield curve was really
hurting them,” Hendler said.

North Fork now trades at about 12.
5 times earnings, down from almost 15
times in July. Capital One’s price-to-
earnings ratio is more than 13.

Capital One said the purchase will
add to earnings in 2008, and US $ 275
million a year in pre-tax cost savings
by then. Excluding the North Fork
purchase, Capital One said it is still
forecasting earnings per share of US
$7.40 to US$ 7. 80 this year.

Under Kanas, North fork grew to
become the third-largest depositary
bank in the greater New York area , a
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region that has attracted Bank of A-
merica Corp, HSBC Holdings PLC and
Sovereign Bancorp Inc because its
dense population makes for high per-
branch profit.

North Fork’s market value has
more than doubled in the past three
years.
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China Tightening "

g

We gave a detailed analysis of the
current macro situation. We concluded
that the main focus for the government
will be removing excess liquidity and
dampening the pace of credit crea-
tion—and not bringing real growth
down sharply. As a result, while the
near-term risks are skewing to the
downside, we remain positive on
growth over the 12-month horizon and
would view a significant equity or com-
modity market correction as a buying

opportunity.

1. Controls on new investment.
The NDRC has recently published a
new list of sectors where they will be
controlling new investment approvals,
fuelling investors concerns about a fur-
ther
spending. However, this is nothing
new; since 2004, the NDRC already
has significant controls on investment

clampdown on overall capex

approvals in place for nearly all the
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sectors concerned, and once we strip
out secondary asset transactions from
the monthly investment numbers, the
real pace of heavy industrial invest-
ment growth has slowed considerably
since then. The rising earnings trend
in most heavy industrial sectors is also
testimony to the better supply/demand
outlook for the economy as a whole. In
our view, the best way to understand
these announcements is as a continued
commitment to vigilance on the supply
front, rather as a significant new
tightening wave,

2. Consolidation of existing capaci-
ty. What is new at the NDRC, by con-
trast, is a rising concern about the ex-
isting stock of excess capacity in key
sectors, and particularly in steel and
other materials where import and pro-
fit recovery have not yet set in. Since
the beginning of the year, the govern-
ment has taken “structural adjust-
ment” measures to consolidate capacity
and facilitate exit (these include push-
ing mergers, enforcing environmental
standards, raising costs and cutting off
finance to unprofitable players).

It’s easy to confuse these policies
with investment tightening; in fact,

consolidate measures are demand-
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Finance Observation

friendly, since they reduce excess ca-
pacity and boost profitability, thus
helping the remaining incumbents in

these sectors.

3. Reserve requirement increases.
In our view, this is the most likely
A higher re-

quired reserve ratio effectively “kills

PBC policy response.
two birds with one stone”: on the one
hand, it takes excess liquidity out of
the banking system and reduces the ca-
pacity for further acceleration in lend-
ing growth, and on the other it lowers
the need to issue sterilization bonds—a
key concern of the PBC once again,
given the unexpectedly high trade sur-
plus in February and March. We ex-
pect any reserve requirement hike to
push up money market interest rates
and slow credit growth at the margin;
however, this is a liquidity manage-
ment measure rather than a demand-
side tightening, and we wouldn’t look
for a sharp real slowdown in the eco-

nomy over the next 12 months.

4. Administrative credit controls.
PBC “window guidance” policies di-
rectly targeting overall credit growth
have been the most important tight-
ening tool in the authorities’ reper-

toire, and had a very big impact on re-
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al growth in 2004 and 2005. The PBC
relaxed its focus on credit targets and
loosened liquidity policy over the past
16 months, in part in order to restart
moribund construction and infrastruc-
ture demand; however, these sectors
have already rebounded sharply and
the recent pickup in credit growth has
been led by short-term construction
lending and bills finance. As a result,
we expect a renewed focus on credit
controls, with the PBC will be putting
pressure on banks both to slow overall
credit issuance and especially to mod-
erate construction-related lending. But
keep in mind that the current situation
is very different from 2003, when
short-term lending growth reached
60% vy/y and overall credit growth
peaked at 27% y/y; this time around,
we expect a much more moderate
slowdown, from 15% y/y in March
back to a more 13% y/y in the second
half,

5. Interest rate hikes. Any liquidity
tightening should automatically push
up money market interest rates (i. e. ,
short-term interbank rates and longer
bond yields, which are freely set in the
market)—but could we also see an ad-
ministrative hike in bank deposit or

lending rates?
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For the time being, we don’t see
rate hikes as very likely. The ceiling
on lending rates was lifted already two
years ago and average rates have been
rising ever since; inflation is well-be-
haved; we don’t see overall growth as
a strong concern; and the recent pick-
up in credit growth has a sectoral bias.
What’s more, any increase in deposit
rates would adversely affect state
banks’margins, which means the PBC
is likely to be slow to pull the trigger.
If we do see rate increases, we would
expect them to be small and gradual,
with only a minor impact on our

growth outlook.
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Anatomy of a “Bribe””
LT ]

By Danielle Knight and Edward T. Pound

The World Bank calls it a bribe,
but consultant Seydou Idani says it’s
nothing more than a loan.

In 2004, the World Bank, a deve-
lopment bank controlled by 184 mem-
ber countries, permanently barred Ida-
ni and his company in Burkina Faso—
an impoverished nation in West Afri-
ca—from doing business with the insti-
tution. To understand how the bank
came to debar Idani, U. S, News dis-
sected several internal and public bank
documents and spoke with people fa-
miliar with the investigation.

The 2004 annual report of the
World Bank’s

known as the Department of Institu-

investigative  unit,
tional Integrity, says internal bank au-
ditors had informed the unit about ir-
regularities on a bank-financed project.
After a detailed investigation by the

unit, “the bank terminated a staff
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