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Where Equity Investors May Find
Opportunity in Bank Stocks
 Rising interest rates are accelerating earnings
growth among US banks, generating
attractive valuations as investor sentiment
improves.
 Valuations are even more favorable among
Chinese banks, where fears of widespread
instability in the banking system have so far
failed to materialize.
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In our last commentary, we focused on health care as an important
sector that we favor across global equity markets. This month, we’re
focusing on another segment that we rate highly in terms of expected
return: banks.
In the low interest-rate environment that followed the global financial
crisis, financial firms have experienced lackluster earnings. With all the
buzz about high-growth stocks in technology and health care, and
about the impact of trade tariffs on manufactured goods, it could be
easy for investors to overlook financial stocks. But we believe that the
financial sector offers attractive opportunities for equity investors. In
this commentary, we’ll concentrate our attention on the opportunities
we see among US and Chinese banks.
US Banks
So far in 2018, improving net interest margins – driven, in turn, by
rising interest rates – are accelerating growth in forward earnings
estimates and in trailing earnings among US banks. (See Figure 1.) The
situation is quite different in Europe, Japan and emerging markets,
where earnings growth is decelerating.1
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In Europe, earnings-per-share (EPS) has grown only 4% so far this year; Japanese and emerging market banks
have experienced virtually no earnings growth in 2018.

Figure 1.

Forward earnings estimates are accelerating among US banks.
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Source: Bloomberg Finance L.P. As measured using MSCI Banks indices for US, Japan, Europe and emerging markets.

Because stock-price moves have not matched this earnings growth, price-to-earnings (P/E)
multiples have contracted in US banks. This presents a buying opportunity. (See Figure 2.)
Figure 2.

Price-to-earnings multiples have contracted among US banks as earnings have
grown, presenting a buying opportunity.
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Source: Bloomberg Finance L.P. As measured by MSCI US Banks Index.

Attractive valuations are just one dimension of the current opportunity in US banks;
investor sentiment is another. Our sentiment metrics – which measure, for example, how
hedge funds are positioning, how analysts are revising their top- and bottom-line earnings
estimates and how price trends have been moving – show that investors are beginning to
reward and pay attention to US banks. We also view management’s opportunism in
managing capital positively for US banks. From a quality perspective, banks in the
United States do not score quite as highly in our analysis compared to banks in other
regions, because Tier 1 capital ratios2 in US banks are less strong than ratios elsewhere.
The valuation opportunity in the United States, however, outweighs their slightly lower
capital ratios.
Chinese banks
Another area where we see opportunity is Chinese banks. Unlike US banks, our
measures of investor sentiment are not currently favorable to Chinese banks; however,
banks in China present an even more attractive valuation opportunity than US banks.
Chinese banks are currently trading on a P/E ratio of around 6 on average, compared
with around 13 for Chinese stocks more broadly and for emerging markets.3 Most
Chinese bank stocks are trading at a discount to their book value.
“Tier 1 capital” – the ratio of core equity capital to total risk-weighted assets – is a measure of a bank’s capital adequacy and,
therefore, its overall financial strength. The tier 1 capital ratio is a cornerstone of the Basel III framework of capital and liquidity
standards, which was developed in the aftermath of the financial crisis to improve banks’ resilience and reduce systemic risk.
3
As at September 26 2018, as measured by MSCI Emerging Markets Index, MSCI China Index, and MSCI China Banks Index,
sourced from Bloomberg Finance L.P.
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Figure 3.

Valuation metrics for banks in China are compelling.

Figure 3.
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Why are banks in China apparently undervalued? Chinese banks have been out of favor
for many years, with investor concern centering on the potential for non-performing loans,
reportedly bad lending practices, and the high overall leverage in China’s financial system.
Despite these fears, the Chinese government seems to have sufficient liquidity and a bigenough regulatory toolbox to bail out any pockets of instability. Annual GDP growth in
China is currently expected to continue to hover around 6%, which also tends to support
the banking sector. Chinese banks are generating a return on equity (ROE) as high as any
other segment in the emerging markets (around 13% on average).4 ROE among Chinese
banks has remained steady, in contrast with other emerging market segments, where
banks’ ROE has been dropping since July. While investor sentiment is poor vis-à-vis
Chinese banks, earnings forecasts are starting to turn upward as of Q3 2018. We believe
that the resulting valuation gap among Chinese banks – especially when viewed together
with favorable quality attributes in this segment – presents a margin of safety for investors.
Nonetheless, we are keeping an eye on our risk factors for any emerging signs of
weakness in the sector.

Glossary
Earnings per Share (EPS) is the
portion of a company's profit
allocated to each outstanding
share of common stock.
Earnings Growth is the annual
rate of EPS growth
Price to Earnings is the ratio of a
company's stock price to the
company's earnings per share.

The bottom line
We believe that banks in both the United States and in China present opportunities for
investors. A diversified exposure to highly ranked stocks in these segments is worth
investigating.

Price to Book is the ratio used to
compare a company's current
market price to its book value
Return on Equity (ROE) is a ratio
that measures profitability of a
business in relation to the book
value of shareholder equity
Growth stock A company that in
anticipated to grow at a rate above
the average for the market, rather
than yield high income.
Value stock A company with solid
fundamentals (e.g., dividends,
earnings and sales) that tends to
trade at a lower price than its
peers.
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As of 26 September 2018, as measured by MSCI Emerging Markets Index, MSCI China Index, and MSCI China Banks Index,
sourced from Bloomberg Finance L.P.
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