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“Legitimacy” in the Banking Sector

A New FrameworKk for Analyzing the Quality of Stakeholder
Relations

o Earnings and valuation uncertainty - In a post Global Financial Crisis world,
investors are questioning long-term earnings and valuation prospects for the
banking sector. Tougher regulation, particularly on capital, liquidity and structure,
are exerting pressure on the traditional banking business and clouding the outlook
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e A new framework - To better understand an evolving banking landscape, we
offer a new framework based on the concept of “legitimacy”. Our framework is
designed to help investors assess the quality of an institution’s relationships, as
they convey a willingness to continue to engage with a bank - whether as a

Robert D. Lamb, PhD :
customer, shareholder, regulator, employee or community member.

Diane B. Glossman e Structure and application - We discuss the key elements of “legitimacy” and

CFA outline the steps and structure of the framework. We then provide an illustrative
example where we assess the relationship between 1) Wells Fargo’s (WFC)
corporate officers and non-management employees and 2) Wells Fargo and its
consumer lending clients.

e Investment implications - We believe that assessing “legitimacy”, or the quality
of a bank’s relationships with key stakeholders, enhances investors’ analysis of
factors that influence that bank’s valuation. Our legitimacy framework is not
limited to the banking sector and can be applied broadly across other sectors and
industries.
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I ——————————————————
Background & Introduction to Legitimacy

While investors typically analyze a variety of financial statements and ratios to determine the relative
attractiveness of a sector and individual institutions within it, starting from a different viewpoint may
illuminate an otherwise less obvious set of opportunities. In this instance, it is the theory of legitimacy.

In a report titled Rethinking Legitimacy and Illegitimacy - A New Approach to Assessing Support and Opposition
across Disciplines, Robert D. Lamb analyzes the concepts of legitimacy! and illegitimacy, discusses issues
involved in measuring them in the real world, and introduces a new framework for assessing them in situations
where the sources and dynamics of support of opposition need to be better understood. 2

The legitimacy framework, developed by Lamb and published by Rowman & Littlefield and the Center for
Strategic and International Studies (CSIS), originates in Lamb’s interest in understanding how gangs in
Medellin, Colombia governed different neighborhoods. He examines legitimacy and governance where the unit
of analysis is a gang instead of a state, and he studies how that affects the patterns of violence in particular
neighborhoods. To address this, he designs a general framework that can be applied not just to gangs in
Colombia, but to any number of situations where the dynamics of support, opposition and authority needed to
be understood.

Lamb'’s legitimacy framework is particularly interesting for investors given the need to understand the nature
of a company’s stakeholders. Assessing legitimacy is helpful for - and in many cases similar to - assessing an
organization’s governance structure. With this in mind, the legitimacy framework is helpful in understanding
companies and the sources of friction in their business relationships. The focus of this report is on the global
banking sector due to the reputational damage incurred in the Global Financial Crisis, but the framework isn’t
sector specific. With modest modifications, it can be applied broadly across other sectors.

On the surface, it is easy to contemplate how detrimental regulatory fights, shareholder suits, high employee
turnover, and poor client retention impact a particular bank’s earnings and returns. It would be virtually
impossible to miss the differences in standard deviation of these two metrics over a five or ten year period -
just eyeballing a long list of banks for business mix and credit acumen. Conducting a detailed analysis that
involves quantifying the impact of each of these issues, however, is more difficult.

The legitimacy framework isn’t a silver bullet, but it does provide a way to begin the discussion. It is based on
the quality of an institution’s relationships, as they convey a willingness to continue to engage with that bank -
whether as a customer, shareholder, regulator, employee or community member. A bank with low quality
stakeholder relationships may face more opposition and friction, and therefore more costs to overcome, than
one with strong relationships.

! Legitimacy, according to many fields of study and practice, is something that induces voluntary support. It is therefore an
important intellectual resource for decision makers. Because it cannot be observed, however, measuring and assessing legitimacy
is difficult.

2 Robert D. Lamb, Rethinking Legitimacy and lllegitimacy: A New Framework for Assessing Support and Opposition across Disciplines
(Washington, D.C.: CSIS and Rowman & Littlefield, May 2014), available at http://www.csis.org/publications.
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joining the firm, Michael was a Research Analyst on the Global Growth and Thematic team
at Alliance Bernstein. He holds a B.S. in Finance from Rutgers University and is a CFA
Charterholder.
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Robert D. Lamb, PhD is an expert on governance, international development, and conflict
with an emphasis on analysis of intangibles, complex crises, informal processes, and
hybrid political and economic systems. This academic year he is a visiting research
professor at the U.S. Army War College’s Strategic Studies Institute, where he is
researching the effectiveness of international donors and the private sector in fragile and
conflict environments. He is a nonresident senior fellow at the Center for Strategic and
International Studies, where he previously directed the Program on Crisis, Conflict, and
Cooperation, and is a nonresident research scholar at the Center for International and
Security Studies at the University of Maryland. He earned a Ph.D. in policy studies from
the University of Maryland School of Public Policy and received a B.A. from Gettysburg
College.

Dr. Lamb is a Global Advisory Council Member at Cornerstone Capital Group.
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Ms. Glossman’s current emphasis is on corporate board service, with governance
experience dating to 1998. These assignments have spanned a variety of industries and
geographies, start-ups and distressed situations. She is a member of SASB’s financial
industry working group and is also serving on the Board of Directors of the Bucks County
SPCA. Ms. Glossman spent 25 years as an investment analyst, working on both the buy-
and sell-sides. Over the course of her career, she covered all aspects of banking and
financial services industries, with research distinguished by it's in depth coverage of
banking technology and the international operations of US banks (visiting banks in over
60 countries). Ms. Glossman earned a B.S. in economics from the Wharton School at the
University of Pennsylvania with a double major in finance and health care administration,
having also attended the University of California at Davis. Ms. Glossman was awarded
her Chartered Financial Analyst designation (CFA) in 1981.
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Cornerstone Capital Inc. doing business as Cornerstone Capital Group (“Cornerstone”) is a Delaware corporation with headquarters in New York,
NY. The Cornerstone Flagship Report (“Report”) is a service mark of Cornerstone Capital Inc. All other marks referenced are the property of their
respective owners. The Report is licensed for use by named individual Authorized Users, and may not be reproduced, distributed, forwarded,
posted, published, transmitted, uploaded or otherwise made available to others for commercial purposes, including to individuals within an
Institutional Subscriber without written authorization from Cornerstone.

The views expressed herein are the views of the individual authors and may not reflect the views of Cornerstone or any institution with which an
author is  affiliated. Such authors do not have any actual, implied or apparent authority to act on behalf of any issuer mentioned in this publication.
This publication does not take into account the investment objectives, financial situation, restrictions, particular needs or financial, legal or tax
situation of any particular person and should not be viewed as addressing the recipients’ particular investment needs. Recipients should consider
the information contained in this publication as only a single factor in making an investment decision and should not rely solely on investment
recommendations contained herein, if any, as a substitution for the exercise of independent judgment of the merits and risks of investments. This is
not an offer or solicitation for the purchase or sale of any security, investment, or other product and should not be construed as such. References
to specific securities and issuers are for illustrative purposes only and are not intended to be, and should not be interpreted as recommendations
to purchase or sell such securities. Investing in securities and other financial products entails certain risks, including the possible loss of the entire
principal amount invested. You should obtain advice from your tax, financial, legal, and other advisors and only make investment decisions on the
basis of your own objectives, experience, and resources. Information contained herein is current as of the date appearing herein and has been
obtained from sources believed to be reliable, but accuracy and completeness are not guaranteed and should not be relied upon as such.
Cornerstone has no duty to update the information contained herein, and the opinions, estimates, projections, assessments and other views
expressed in this publication (collectively “Statements”) may change without notice due to many factors including but not limited to fluctuating
market conditions and economic factors. The Statements contained herein are based on a number of assumptions. Cornerstone makes  no
representations as to the reasonableness of such assumptions or the likelihood that such assumptions will coincide with actual events and this
information  should not be relied upon for that purpose. Changes in such assumptions could produce materially different results. Past performance
is not a guarantee or indication of future results, and no representation or warranty, express or implied, is made regarding future performance of
any security mentioned in this publication. Cornerstone accepts no liability for any loss (whether direct, indirect or consequential) occasioned to
any person acting or refraining from action as a result of any material contained in or derived from this publication, except to the extent (but only
to the extent) that such liability may not be waived, modified or limited under applicable law. This publication may provide addresses of, or contain
hyperlinks to, Internet websites. Cornerstone has not reviewed the linked Internet website of any third party and takes no responsibility for the contents
thereof. Each such address or hyperlink is provided for your convenience and information, and the content of linked third party websites is not in any
way incorporated herein. Recipients who choose to access such third-party websites or follow such hyperlinks do so at their own risk.
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