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European Banks have been the market’s worst performing sector over the last decade and more:

Sources: Stoxx, Refinitiv

The Prime Mover

The original source of this extended period of dire performance is, of course, well enough known. 
Following the bursting of the American property bubble in 2007, write-downs on American 
mortgage-backed securities, coupled with an increase in non-performing loans, drove many 
leading banks into bankruptcy. Even the stronger banks had to raise fresh capital. The scale 
was colossal: the US Treasury estimated that Americans lost $7tr in home values over the crisis.

The Great Financial Crisis did not spare the European banking sector. On the contrary. Many 
European banks were large direct holders of American mortgage-backed securities. Large 
write-downs followed. As shown in the below table, UK banks were amongst the hardest hit; the 
state was forced to bail out RBS, Lloyds TSB and HBOS to avert a collapse in the banking system.
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The Prime Mover continued

Write-down ($bn)

UBS 38

HSBC 28

RBS 15

Credit Suisse 9

Lloyds Bank 8

Deutsche Bank 8

Landesbank Bayern 7

Crédit Agricole 5

Dresdner 3

IKB Deutsche Industriebank 3

Barclays 3

Soc Gen 3

Source: S. W. Mitchell Capital LLP

Banks under pressure

Politicians across the world looked for ways to strengthen the banking system. The result 
was a significant increase in bank regulation. Above all, banks were forced to hold 
significantly more equity capital than previously. Tier 1 equity capital ratios are now 
13-15%; in 2008 they were just half that. Investment banks, operating what had hitherto been 
capital-light and highly profitable businesses, were now required to hold one and a half times 
more equity capital. A good example is Lloyds Bank:

Source: S. W. Mitchell Capital, Lloyds Bank

Many were forced to raise fresh capital and/or pay lower dividends. This hurt. And it is 
unsurprising that the pain was felt in share prices too.

In addition to all this, banks had to face much lower interest rates; the principal policy tool 
used to manage the crisis. This was especially difficult for the sector to cope with: funding costs 
take time to fall, while customer current account balances remain essentially fixed. The German 
banks were hardest hit as excess savings had to be invested in German bonds with not just low, 
but negative yields. Commerzbank’s experience over the last decade is a good illustration:
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Banks under pressure continued

Source: YCHARTS

With most other of banks’ costs fixed or highly ’sticky’ (branches and people), the effect was to 
leverage net income even lower.

And yet…

In spite of all this, banks have managed to adapt surprisingly well to what has arguably been the 
worst environment in which they have operated since the Great Depression almost a century ago. 
It may also come as a surprise to learn just how profitable they are despite all these challenges. 
Many appear to be capital-rich, and they are earning healthy returns on that capital. The upshot 
is that the banking sector generated more net income in 2019 than in 2007. A good many of the 
below ratios are rather impressive:

BNP Deutsche Intesa Nat West Swedbank

ROE 2019 (%) 8.5 N/A 8.8 9.6 14.7

CET T1 (%) 12.8 13.6 14.5 15.8 16.4

Loans to deposits (%) 95 71 85 85 187

Cost income ratio (%) 70 93 52 58 40

Source: S. W. Mitchell Capital LLP

Nor are valuations stretched. The reverse is true: bank shares are cheap:

BNP Deutsche Intesa Nat West Swedbank

PER 2021 (e) 9x 18x 12x 12x 10x

P/BV 2019 0.5x 0.3x 0.5x 0.5x 1.0x

Sources: S. W. Mitchell Capital LLP, Refinitiv

But the outlook could get a lot better

These are the facts in what by the standards of history remain abnormal conditions. I thought 
that it would be interesting to think about what sorts of returns the banks could make in a more 
‘normal’ operating environment. 

There are six main ways in which the banking sector could become much more profitable.
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1/ Rates rise 

Unlikely though any near-term rise might seem today, rates could well rise again in the next few 
years. Indeed, long term rates already seem to be breaking higher, as shown in this chart of the 
German 10-year bond yield:

Source: Bloomberg

The effect on bank profitability could be large, though this depends on the balance sheet structure 
of the bank. Some banks would be more or less unaffected: Italian banks hold large amounts of 
public guaranteed and non-performing loans (30% or so of assets). But at the other extreme, the 
British banks should be able to increase rates almost right across their assets. Although corporate 
loan rates might take some time to change, retail loans would be immediately impacted.

On a 1% increase in rates, interest revenues might well grow by 5-30% depending on balance 
sheet structure. At the same time, funding costs would grow far more slowly. Sight deposits 
would likely remain unchanged at 0% for a long time, whilst term deposits would only slowly 
see a gradual rise in cost. As we touched on earlier, the effect would be most significant for 
the German banks. Deutsche Bank estimates that a 100bps increase in rates would increase 
revenues by €1.4bn. Compare this to a current market cap of €18bn. The effect is even more 
significant for Commerzbank. The bank estimate that a 1% increase in rates should increase 
revenues by €600m in the following year and by €1bn four years later. And this compares to a 
2019 profit of €640m and a market cap of €6.5bn!

Net interest revenues could therefore rise by anything between 10% and 100%. Of course, 
competition could increase and spreads might narrow, but the overall effect would nevertheless 
be positive, most dramatically in the case of the German banks. Assuming unchanged non-
interest income, total revenues could still rise by anything between 5% and 75%.

Banks have largely fixed cost structures (as already noted) so that the majority of this revenue 
growth would drop through to the bottom line. With costs are typically 50%+ of revenues, this 
means that pre-provision profits could rise by 10-100+%.
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2/ Loan growth reaccelerates

The impact of accelerating loan growth is maybe less dramatic, but the effects are still very 
significant. This is a fiendishly difficult piece of forecasting analysis as there are just so many 
variables, secondary impacts and interrelating effects. But what we can say with certainty is 
that banks are highly operationally leveraged. Take, for example the cost structure of Lloyds 
Banking Group. Fixed costs were some 50% of net interest income and other revenues in 2019. 
So everything else being equal, a 5% increase in net revenues could lead to a 10% increase in 
pre-provision profits. Assuming unchanged provisions, pre-tax profits would rise by 11%. 

Whilst loan growth has been somewhat muted over recent years, the magnitude of the fiscal 
response to the pandemic may well lead to an acceleration in loan growth as we come out of the 
health crisis.

3/ Regulatory intensity stabilises

The regulatory burden on banks has progressively intensified since the Great Financial Crisis, 
culminating in the controversial decision by the ECB that the banks should suspend paying 
dividends as the pandemic took hold in March 2020.

The ECB softened their position in December by announcing that capped payments (the lower 
of 15% pay-out ratio or 0.2% of risk weighted assets (RWAs) will be allowed for 2019/2020, but 
that all restrictive measures will be repealed by 30 September 2021. The latter announcement 
was beyond most analysts’ expectations. At the same time, the UK’s Prudential Regulation 
Authority announced that it had lifted its March 2020 request for banks to suspend capital 
returns, explaining that they viewed the UK banks as well capitalised, and able to withstand 
‘materially more’ severe economic scenarios. British banks will be able to pay the higher of 
20bps of 2020 RWAs or 25% of 2019 and 2020 earnings.

4/ No need for new capital despite Covid-19

Our view is that the combination of all the balance sheet strengthening since the Great Financial 
Crisis, and the efforts of national governments and the EU to soften the impact of the health 
crises, mean that most banks will not have to raise capital.

In his address to the nation in March last year, President Macron announced state guaranteed 
loans of up to €300bn so that ‘no company of any size will be exposed to bankruptcy risk.’ 
In Germany, the ‘big bazooka’ was designed to be a ‘protective shield for employees and 
companies.’ In addition, the German Kurzarbeitergeld scheme compensates for employees 
working flexible hours. Companies were offered deferred tax payments and access to cheap 
loans guaranteed by the KfW, the state-owned development bank. ‘The German government 
will protect business with new measures to provide liquidity, the volume of which is unlimited.’ 

In addition to the balance sheet strengthening over the last 10 years that we noted above, banks 
were given 210bps or €180bn of tier 1 capital relief to help them through the pandemic.
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5/ Digitalisation leads to lower costs

The move to on-line banking produces substantial cost savings. An expensive branch network 
can be slimmed down dramatically as more and more services are offered through apps.

For example, Commerzbank has just announced that they plan ‘to significantly increase 
profitability through deep restructuring and comprehensive digitalisation’. Digitalisation will 
enable Commerzbank to shed 10,000 workers, close 450 out 790 branches and thus reduce costs 
by €1.4bn by 2024. One-third of the German workforce will go. This will enable the group to 
reach a 6.5% to 7.0% return on equity in 2024, compared to 2.3% today. The bank will invest 
€1.7bn in IT over the next four years to achieve this.

Intesa San Paolo have likewise worked hard to increase returns significantly by cutting costs. The 
bank has put in place a highly ambitious cost-cutting programme which includes branch closures, 
redundancies, IT savings, the centralisation of procurement and – above all – digitalisation. 
Assuming no more than a modest 2.8% per annum net interest income growth and 5.5% annual 
growth in net fee income, the bank should be able to generate a 12% return on equity within the 
next few years.

The flip side is of course that digitalisation could open up the sector to FinTech disruption. Whilst 
there have been some successes, such as the SME lender OakNorth in the UK, regulation and the 
challenge of raising capital as cheaply as the incumbents has provided a formidable competitive 
barrier. Indeed the majority of FinTech technology has been sold directly to the largest lenders 
who have incorporated the technology into their own offerings.

6/ M&A

There are almost 6,000 banks in the EU and there is a growing call from both investors and 
politicians for the sector to consolidate in order to further strengthen the system. Same-country 
mergers are especially attractive to investors like us: they can produce significant cost-cutting 
through the closure of overlapping branches and the elimination of duplicated functions such as 
treasury and head office.

In this context, the ECB has recently published a rather supportive ‘Guide on the supervisory 
approach to consolidation in the banking sector’. Above all, the ECB will recognise accounting 
badwill (created when a company purchased at a discount to its fair market value). A case 
in point is, for example, Intesa San Paolo’s acquisition of UBI: €2.8bn of badwill was created 
which will help the bank ‘fully cover integration costs… and additional loan loss provisions to 
accelerate non-performing loan deleveraging’. 

The ECB have also stated that they will not penalise credible integration plans by setting higher 
Pillar 2 capital requirements. The ECB will also accept the temporary use of existing internal 
models, as long they consider the logic for the merger to be compelling.
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So, how much more could the banks be worth?

Let us imagine a world where interest rates move 50-100bps higher, where loan growth 
reaccelerates modestly, and where costs remain firmly under control. It is not implausible then 
that bank ROEs could rise by some 50%. In-country mergers could add 50% to this number 
again. This would mean a world of 12-15% ROEs.

Now the cost of equity – the only straightforward approach – ranges between 10% and 11% 
(8%-9% risk premium). This would imply a doubling in share prices from today if the sector was 
to trade again at book value. (Interestingly, the super-regional banks trade on 1.1 times book in 
America). However, the current cost of equity for the European banking sector is probably too 
high, considering how much more capital there is in the system than there was before the Great 
Financial Crisis. If the cost of equity fell nearer to a market rate of 6%-7%, then we could add 
another 50%+ to our target valuations. 

What do we own?

Some 17% of our funds are devoted to the banks. We own the domestic champions Intesa, BNP 
and Lloyds. We also own Deutsche Bank and Commerzbank, which are going through deep 
restructurings, and which may well merge at some stage in the future.

We judge the share price upside potential of our bank holdings to be greater than 100%.

Stuart Mitchell 

February 2021



DISCLAIMER

This thought piece is a confidential communication issued by S. W. Mitchell Capital LLP and is for information only. It was prepared by S. W. Mitchell Capital LLP only for, and is directed only at persons 
that qualify as Professional Clients or Eligible Counterparties under the FCA rules, including appropriate institutional investors and intermediaries. It is not intended for the use of and should not be relied 
on by any person who would qualify as a Retail Client. No person receiving a copy of this newsletter may copy it for transmission to another person. This document has been prepared from sources which 
are believed to be accurate, however in producing it S. W. Mitchell Capital LLP may have relied on information obtained from third parties and accepts no liability for the accuracy or completeness of such 
information. It is the responsibility of every person reading this document to satisfy himself as to the full observance of the laws of any relevant country, including obtaining any government or other 
consent which may be required or observing any other formality which needs to be observed in that country.

Past performance should not be seen as an indication of future performance and will not necessarily be repeated. The value of investments and the income from them may fall as well as rise and is not 
guaranteed. The investor may not get back the original amount invested. Changes in rates or exchange may cause the value of investments to fluctuate.

S. W. Mitchell Capital LLP is a Limited Liability Partnership registered in England No. OC312953. Registered address 38 Jermyn Street, London SW1Y 6DN. Regulated and authorised in the UK by the 
Financial Conduct Authority.

The material provided herein has been provided by S. W. Mitchell Capital LLP and is for informational purposes only. S.W. Mitchell Capital LLP serves as investment sub-adviser to one or more mutual 
funds distributed through Northern Lights Distributors, LLC member FINRA/SIPC. Northern Lights Distributors, LLC and S.W. Mitchell Capital LLP are not affiliated entities.
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Visit our website  
swmitchellcapital.com

Follow us on twitter  
@SWMCapital

S. W. MITCHELL CAPITAL
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