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“The long-distance run of an early morning makes me think that every run like this is a life - a little life, I 
know - but a life as full of misery and happiness.” 

Alan Sillitoe, The Loneliness of the Long-Distance Runner 

“The most common cause of low prices is pessimism - sometimes pervasive, sometimes specific to a 
company or industry. We want to do business in such an environment, not because we like pessimism but 
because we like the prices it produces. It’s optimism that is the enemy of the rational buyer.” 

Warren Buffett, 1990 Berkshire Hathaway Chairman’s Letter  

This year’s sharp commodity-led market sell off has, somewhat to our surprise, seen bank shares fall 
further than many within the mining and energy sector. In the US, around half of the banking sector 
(by value) is now on sale at less than tangible book value, a metric seen as a conservative proxy for 
the ‘intrinsic value’ of a bank. In Europe, half of the sector is on sale for less than two-thirds of 
tangible book value. The stock market has rapidly priced in a high probability of (another) financial 
crisis in Europe and, at the least, a sharp credit down-cycle in the US. This is despite record low 
levels of unemployment, rising wages and reasonable loan growth. As students of the ‘capital cycle’ 
approach to investment, we have limited faith in our ability to predict such macro-economic 
outcomes. However, we believe that analysis of the capital cycle at play within the banking sector and 
separately of the broader financial cycle should provide comfort to patient investors. On the latter, 
far from being at (another) major turning point in the financial cycle, it would appear to us that we 
are only in its early stages. And based on our historic observations, a blood-letting in one sector 
(commodities) does not entail that another sector - with favourable capital cycle characteristics 
(banking) – must dance to the same tune.  

Bank investing = long-distance running 

Observers of financial cycles come away with one over-riding observation: financial cycles are long. 
They have, historically, lasted between 10 and 20 years. Business cycles, in contrast, are short: 
typically with a duration of 6 quarters to 8 years.  Financial cycles have large swings, with multi-year 
periods of credit and property expansion characterised by epic bubbles (Japan) and long drawn-out 
resets (Sweden). Business cycles, especially when they fail to coincide with financial crises, are often 
much shallower.1 Our view, simply put, is that collective investor memories of losses in banks’ shares 
during 2008/9 are causing investors to conflate these two distinct cycles in the US and Europe. We 
may, or may not, be in for a period of lower economic growth in the developed world. But, in our 
view, we are unlikely to face another financial crisis, which would be a prerequisite of ‘resetting’ the 
current financial cycle.  Whilst the financial cycle is clearly more advanced in the US than Europe, 
investors who agree with us and have the ability (luxury) to take a longer term perspective have been 
presented with, what appears to be, a major opportunity in developed world bank stocks.  

 
1 Characterising the financial cycle: don’t lose sight of the medium term! BIS Working paper, no380. Drehmann, Borio, Tsatsaronis, June 
2012. 
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We take some solace from Buffett’s quip that the “stock market is designed to transfer money from 
the Active to the Patient.” 

 

Figure 1: The financial cycle is longer than the business cycle (US example)  

 
1 
The financial cycle as measured by frequency‐based (bandpass) filters capturing medium‐term cycles in real credit, the credit‐to‐GDP ratio 

and real house prices. 
 2
 The business cycle as measured by a frequency‐based (bandpass) filter capturing fluctuations  in real GDP over a 

period from 1 to 8 years. 

Source: Drehmann et all (2012), updated. 

Aside from the big picture ‘financial-cycles-are-for-long-distance-runners’ observation, a number of 
more conventional capital cycle features characterise western world bank equities: 

The banking industry is becoming ever more consolidated. In 1970, the top six US banks 
accounted for just 17% of assets. The figure now is 52%.2 Post the 2008/9 Global Financial Crisis 
(GFC), consolidation in the US rapidly accelerated with a customer ‘flight to quality’. Deposit 
concentration among large US banks rose from 37% pre-crisis to nearly 60% in 2015; Wells Fargo 
and JPMorgan have seen their market share double to 9% and 8% of US deposits respectively over 
this period. This move is part of a longer term trend. Over the past three decades, the number of US 
banks has shrunk from 18,000 to just over 6,000; in the UK multiple bank failures and a crisis induced 
‘shotgun marriage’ of the two largest mortgage providers (HBOS-Lloyds) turned one of the most 
competitive of marketplaces into an effective oligopoly.  In Europe, long a bastion of cosy national 
regulators and favoured domestic banks, a transition to a pan-European regulator (ECB) is driving 
domestic consolidation. In short, small banks - driven by shareholder and regulatory pressure to 
increase profitability – are merging or selling themselves.3  

 

 

 

2 BAC, C, COF, JPM, USB and WFC 
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Large banks are attracting more of the industry’s economic rents.  The top six US banks 
made $149bn in pre-provision profits in 2015, well over half of the industry profit pool. Before the 
GFC, this figure was $82bn, or one third of the industry profits. This powerful trend has been largely 
obscured by the multi-billion dollar clean-up of ‘toxic’ assets in the immediate post-crisis aftermath 
followed by the seemingly endless rounds of multi-billion dollar fines and litigation.  

Insiders are buying at an unprecedented rate. In the first six weeks of 2016, US bank insiders 
have made over $110m of in-market, non-stock option purchases of their own equity.4 Jamie 
Dimon’s $26m purchase of JPM shares (perhaps the largest ever by a bank CEO?) echoes his well-
timed $11m purchase in 2009. The CEO’s of Citi, Bank of America and many other smaller US banks 
have also bought shares in the market in the last two weeks. Perhaps they are actually telling the 
truth when they say they see ‘healthy loan demand and no early warning signs of consumer credit 
deterioration’? 

US banks are now buying back shares, not issuing them. In the 2008/9 crisis, the US Treasury 
injected $174bn via preference shares into the top ten US banks. These same ten US banks have 
returned circa $120bn to shareholders over the past two years alone, the majority in the form of 
share buy backs.5 For reference, the market capitalisation of Bank of America, the largest retail 
deposit bank in the US, is $120bn. Unlike other sectors of the market which have been buying back 
stock at peak multiples, large US banks are buying back their shares at discounts to tangible book 
value  at rate of around 1% per quarter.  

European banks are buying back expensive liabilities. Lloyds Bank recently completed the 
purchase of expensive (7%-13% coupon) contingent capital instruments and Deutsche Bank has also 
announced a $5.4bn buy back of debt securities. While this year has seen an uptick in bank funding 
costs, the long-term picture is that for the banking industry as a whole the cost of funding is now 
inside that of corporate funding for the first time post 2008/9. We regard this as a major milestone in 
the industry’s recovery.  

Banks have more capital than ever. The de-leveraging of bank balance sheets and the trebling of 
bank capital since 2009 – the denominator in the return on equity calculation - has depressed 
returns, greatly reducing the risk of shareholder dilution. As any battle scarred investor in Royal 
Bank of Scotland - peak share price £60 vs. c.£2.50 today - will attest, it is dilution that causes 
permanent loss of capital. The resultant ‘cost’ of equity should logically fall. The opposite appears to 
be the case with large US/European banks now discounting 13%-14% cost of equity, despite a 
dramatic fall in the volatility of bank earnings post crisis.6  

 

 

 

 
 

 
3 In Europe, Banco Popolare and Popolare di Milano are in merger discussions to create Italy’s third largest lender. Examples of recent US 
bank M&A include KeyCorp-First Niagara and Huntingdon Bancshares-FirstMerit. $7.5bn of M&A transacted at 1.7x tangible book. 
4 Bloomberg data 
5 AXP, BAC, C, COF, DFS, GS, JPM, USB, WFC 
6 Hosking Partners Research 
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Regulation and resulting business model change has made banks ‘safe’. According to 
analysis by broker CLSA for the largest US banks to breach the walls of the Federal Reserve’s ‘stress 
tests’, loan losses would need to quadruple from Q4 2015 levels and remain there for nine 
consecutive quarters.7 The wholesale restructuring and de-risking of bank balance sheets, in 
particular the virtual exit from proprietary trading, has substantially lowered the ‘black box’ tail-type 
risks. Yet the cost of equity for banks is as high as it has been outside of 2008/9. 
 

Valuations are low especially versus the market. Banks are now priced at a +5.1% trailing 
earnings yield spread to the market, a level that’s only been exceeded in 3% of all months in the past 
half century.8 In share price terms, the index of European banks has never been lower versus the 
European market (data from 1986 onward). Indeed, you have to go back over 25 years to see a 
positive share price return from an investment in the Eurozone banking index.  

One of the more puzzling aspects of this year’s fall in banks’ share prices has been the seemingly 
reflexive ‘talking head’ market commentator explanation that ‘it’s all about the oil price’. Given, the 
major US banks have 2%-3% of their loan books exposed to energy corporates  (Bank of America’s 
largest energy credit is the AAA rated Exxon Mobil corporation)  versus the c.50% that is consumer 
related (either mortgages of consumer credit) this explanation seems bizarre. To us, the key driver 
of the Bank of America credit charge should probably be the US consumer, who has just been gifted 
a huge windfall via lower energy prices.  

The Hosking Global Fund’s embrace of cheap, cyclically attractive investments and aversion to 
expensive, so-called ‘quality’ stocks remains unfashionable. Compounding this stance, ever more 
fraught commentators and market participants have gazed into their macro crystal balls, not liked 
what they have seen and sold down cyclical investments to bargain prices – in the banking sector 
almost certainly indiscriminately. In this manner, the trailing-P/E ratio of the mega-cap consumer 
staples, the ultimate safety trade, has reached all-time highs versus large-cap financials.9 If uncertainty 
is the friend of the buyer of long-term value, our loneliness is finally starting to abate. We feel some 
sympathy – for the first time given the author’s personal attachment to Leicester City and our firm’s 
affinity with Crystal Palace Football Club – with Arsenal manager Arsene Wenger who commented 
recently, 

“We live in a strange society. If I sign a player for £400,000 people will say, ‘What is that, that is not 

serious for Arsenal’. If you say we signed a player for £40million they will think he is really good.”10 

 
Django Davidson 
25th February 2016 

 

 

 
 

 
7 Thin-tail banks with fat-tail valuations, CLSA, January 2016 
8 Empirical Research Partners, 19 February 2016 
9 Ibid 
10 Wenger referring to his decision not to buy Leicester City’s Riyad Mahrez – joint 3rd top goal scorer in the Premier League this 
season - for £400,000 over the summer of 2015. Quoted in The Sun on Sunday, 14/2/16 
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Hosking Partners LLP is authorised and regulated by the Financial Conduct Authority and is also registered as an 
Investment Adviser with the Securities and Exchange Commission. The investment products and services of Hosking 
Partners LLP are only available to Professional Clients for the purpose of the Financial Conduct Authority’s rules and this 
document is intended for Professional Clients only. 
 
Opinions expressed are current as of the date appearing in this document only. This document is produced for information 
purposes only and does not constitute: 
 
1. an offer to buy nor a solicitation to sell, nor shall it form the basis of or be relied upon in connection with any contract 
or commitment whatsoever or 
2. a personal recommendation to invest with Hosking or legal, regulatory, tax, accounting, investment or other advice. 
 
Opinions included in this material constitute the judgment of the author at the time specified and may be subject to change 
without notice. Hosking Partners LLP is not obliged to update or alter the information or opinions contained within this 
material. Hosking has taken all reasonable care to ensure that the information contained in this document is accurate at the 
time of publication; however it does not make any guarantee as to the accuracy of the information provided. While many of 
the thoughts expressed in this document are presented in a factual manner, the discussion reflects only the author’s beliefs 
and opinions about the financial markets in which it invests portfolio assets following its investment strategy, and these 
beliefs and opinions are subject to change at any time. 
 
Certain information contained in this material may constitute forward-looking statements, which can be identified by the 
use of forward-looking terminology such as “may,” “will,” “should,” “expect,” “anticipate,” “target,” “project,” 
“projections,” “estimate,” “intend,” “continue,” or “believe,” or the negatives thereof or other variations thereon or 
comparable terminology. Such statements are not guarantees of future performance or activities. Due to various 
risks and uncertainties, actual events or results or the actual performance may differ materially from those reflected or 
contemplated in such forward-looking statements. 
 
Please note that different types of investments, if contained within this material, involve varying degrees of risk and  there 
can be no assurance that any specific investment may either be suitable, appropriate or profitable for a client or prospective 
client’s investment portfolio. 
 
The information contained in this document is strictly confidential and is intended only for use of the person to whom 
Hosking Partners LLP has provided the material. No part of this report may be divulged to any other person, distributed, 
and/or reproduced without the prior written permission of Hosking Partners LLP. 
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Hosking Partners 
St. Vincent House 
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