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Banks thrive on the risk-taking of others.
Whenever someone uses a bank to
finance a mortgage or a factory expansion
or to manage an investment portfolio or
execute a merger — almost any time
money moves from here to there — some
institution will take a slice off the top.

When the economy is healthy, financial 
markets are booming and lots of money is 
circulating, owning bank stocks is like, 
what's the expression, money in the bank. 
When the growth cycle turns down, on the 
other hand, they are prone to suffer.

With concerns escalating about the 
staying power of the global economic 
expansion and the bull market in stocks, 
many investment advisers are becoming 
wary of the sector. They concede that 
valuations are reasonable, but they are 
nevertheless counseling caution and 
selectivity.

Bankers also may want to exercise a bit of caution and selectivity as they go about their business, 
those who follow the sector suggest. History shows that the industry is anything but adept at calling 
turns in the economic cycle. Bankers tend to be overly cautious at bottoms, then as conditions improve 
they become increasingly emboldened and find it harder to resist the temptation to take on risk 
themselves; they lend too much money to the wrong people.

"Banks are notorious for doing silly things," said Rob Sellar, head of U.S. equities, in Philadelphia, for 
Aberdeen Asset Management. "They're very bright guys, career bankers. They tend to believe their own 
rhetoric, so they make the same mistakes."

Those mistakes could be especially costly when the economic cycle heads down, professional investors 
warn, because the most recent growth phase has been exceptionally fruitful.

"Looking at bank stocks around the world, they've had a very benign last few years," said Mark Breedon, 
a fund manager and analyst for financial stocks at Investec Asset Management in London. A healthy 
economic climate and a multiyear boom in real estate helped shrink loan losses to such an extent, he 
said, that it gave bankers "renewed confidence to lend to anyone out there."

A lot of those anyones are suddenly having trouble repaying their loans. Credit card debt has ballooned, 
and housing markets in some countries have begun to sink, cutting equity, sometimes to below the 
amount outstanding on mortgages.

The business model for banks is similar to that of Las Vegas casinos — run the game, take a
percentage but avoid any bet in which the odds are not in your favor. But as a top in the cycle
approaches, Breedon observed, the analogy can be taken further.

"They get their cut of every dollar that changes hands," he said, "then they go to Las Vegas themselves 
and gamble with it."

The gamble is not paying off for specialists in the U.S. subprime market — finance companies that sell
mortgages to less-creditworthy homebuyers. Stocks of some of them have collapsed lately on concern
that they are about to go under. Shares in mainstream mortgage lenders in the United States and
elsewhere have also felt the impact of softening home markets, although not nearly to the same degree.

"What you notice is that when you get a downturn in the real estate market, the bad loans come out of 
the woodwork quickly," Breedon said. "Banks will not be any better this time around."

Banks' earnings can take a hit when nonperforming loans are written off and from two other conditions 
that are routine in a soft economy: a fall in the volume of new loans and a narrowing of the gap between 
the average interest rate that they pay depositors and the rate that they collect on loans.
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The flat yield curve of the past couple of years — long-term and short-term interest rates are not
appreciably different from each other in many countries — has taken a toll on banks, which tend to
borrow in the short-term money market and make long-term loans.

"The general trend we're seeing is that interest margins are under pressure," said Jonathan Feldsend, a 
portfolio manager in London for EEA Fund Management. "It's reflective of how the world has been." A 
result is mediocre performance for the British retail banks that he follows.

"It's not like we've seen spectacular returns from the banking sector in recent times," he said. "Compared 
to many other things we could invest in, banks don't really stand out."

There are exceptions. Feldsend likes Lloyds TSB for its 6 percent dividend yield, and he pointed to "a bit 
of growth" because of cost-cutting at some of the mortgage lenders that have converted into banks over 
the past decade.

British bank stocks over all are fairly cheap, he said, but they deserve to be. "They're still kicking around 
10 to 11 times earnings," he said. "Some sectors are double that, but it seems like the rating for banks is 
right for what they're going through."

Some are going through more than others. HSBC's stock should have more to show for the bank's 
exposure to Asia, particularly China, but investors seem to be fixating instead on its heavy involvement 
in American subprime mortgages.

"There are a lot of things that have gone on in the world that should have made them do better," 
Feldsend said. The subprime difficulties "have taken the shine off anything else they may have been 
doing."

Investors may be shunning HSBC, but mainland Chinese banks have had no trouble attracting investors. 
They are too expensive, however, for Mark Headley, manager of the Matthews Asian Tigers Fund.

"Chinese financials are very exciting long term, but they've just had this tremendous run," he said. "It's a 
great story, but they're too expensive. Four times book for a Chinese bank is a little crazy." Banks in the 
West typically trade around two times book value, or the intrinsic worth of their assets.

Headley finds better value in banks elsewhere in Asia, like Hana Bank in South Korea. Many American
banks carry low valuations, said Sellar, at Aberdeen. They are low enough to make it worth owning some 
stocks now and maybe others later.

His holdings include the large consumer institutions Citigroup and Wells Fargo and the investment 
banking specialists Goldman Sachs, Lehman Brothers and Merrill Lynch.

Sellar professed to having the initial stirrings of interest in two mortgage lenders, Countrywide Financial
and Washington Mutual.

"I'd love to buy some of these things at more favorable multiples," he said. "We can be patient."

Breedon, the Investec fund manager, is in even less of a hurry. He advises investors interested in the 
financial-service sector to "head to the quality end of the market." Bigger is better, he said, and so is a 
business mix that relies less on mortgages and other consumer lending.

"Two years ago the emphasis was on where you can find growth," he recalled. "Today it's on where you 
can find quality."

In Europe, his bailiwick, he finds it in UBS and Credit Suisse in Switzerland; Scandinavian institutions 
like Sydbank and Swedbank, BBVA in Spain and Société Générale in France.

The Swiss banks are among the world's largest providers of investment management, a segment of 
financial services that Breedon rates particularly highly. He pointed to a "sweet spot in demographics" 
that should keep growth strong as long as stocks do not fall off a cliff, and by engaging in fee-based 
activities, asset managers do not expose their balance sheets in the way that commercial and retail 
banks do.

Sticking with institutions that safeguard money instead of taking big risks with it may be the best course 
after a multiyear expansion, especially given the penchant that bankers have for poor timing. It is always 
possible that they have learned from past mistakes, but Sellar, for one, is not willing to bet too much on 
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it.

"I don't think they're more resilient," he said. "They try to talk good talk about improved risk models and 
stress- testing different scenarios, but you're never able to know which scenario will lead to a blowup. A 
lot of them didn't manage to miss Enron."

Notes:

ADVERTISER LINKS

Opportunities at Shell
Petrophysicist Vacancies Apply 
online today!
www.shell.com/careers

Funny Anti-Bush 
Stickers
Send a message and have a 
laugh. Bumper stickers, t-shirts, 
etc.
www.BeatBushGear.com

Say "No" to Globalism
America is being plundered We 
tell you who, how and why
www.AugustReview.com

Anti War Car Decals
Decals and Car Magnets in 
dissent of the Iraq War.
www.pressforprogress.com

 Copyright © 2007 The International Herald Tribune | www.iht.com


