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Incredible Shrinking Equity 
 
The current and future destruction of equity capital within the banking system and 
its impact on the real economy. 
 
By David Siino, CFA 
 
Epoch has published several commentaries1 on the growing residential housing bubble that 
burst with a fury in 2007.  Part and parcel of this unwinding has been the destruction of 
equity on bank balance sheets, caused not just by loans gone bad, but by the derivative 
instruments tied to these loans.  Our view is that the destruction of equity within the 
banking sector is just beginning, and that further destruction is necessary for us to reconsider 
our bearish stance on financials. 
 
THE EQUITY BUILD-UP 
 
If we’re to discuss the erosion of equity, it will help to understand how, why and where the 
initial equity build-up originated.  Equity, we have been taught, is the sum of owner’s capital 
contributed to and net income earned by an enterprise, less distributions to the enterprise’s 
owners.   From an accounting standpoint, it is the mathematical difference between assets 
and liabilities.  For a highly leveraged institution like a bank, it is the cushion that the bank’s 
depositors and note holders depend on to shield them from credit losses.  For the bank’s 
regulators, equity is a measure of a bank’s safety.  The banking system depends on growth in 
equity to fund growth in loans.  Lastly, for equity holders, it represents not just a theoretical 
floor value for their investment, but also a future source of distributed earnings and growth 
capital.   
 
The accounting definition of equity, or “book” equity, is controversial, as it does not take 
into account the change in value of assets or liabilities after they have been placed on the 
balance sheet at cost.  Not surprisingly, most investors argue that book equity understates 
the value of companies.  Their argument is most plausible when considering the value of 
businesses with large amounts of human capital – such as, not coincidentally, asset managers 
– or in the instance of an enterprise that owns real estate that has appreciated substantially 
over time yet is still carried at cost on its balance sheet.  Book equity is most useful, 
therefore, when looking at banks, where, in the absence of rapid, large swings in interest 
rates or declines in credit quality, the values of assets and especially liabilities most 
approximate their true value.  We say “especially liabilities” because we find it unlikely –  
except in rare instances – that a depositor or bank debt holder will accept less for their claim 
just because interest rates have moved adversely. Table 1 shows book equity for US banks as 

                                                 
1 See Reddan, J., “Financial Stocks:  The Wheels Are Coming Off,” August 15, 2005; Reddan, J. and Priest, W. 
“The Canary in the Coal Mine:  Subprime Mortgages, Mortgage-Backed Securities, and the Housing Bust,” 
April 23, 2007; and Priest, W, “A Roller Coaster Called Credit,” September 4, 2007.  These and other white 
papers are available on www.eipny.com. 



a percent of assets since 1984, the earliest date for which we have complete data for both 
commercial banks and thrifts. 
 
Table 1           FDIC Insured Commercial and Savings Banks 

Book & Tangible Equity 
1984 – 2007  

 
Equity/ Goodwill & Tangible

Assets Equity Assets Intangibles Equity TE/TA
1984 3,652,996       189,157         5.18% 28,118          161,039     4.44%
1985 3,993,326       213,899         5.36% 30,628          183,271     4.62%
1986 4,327,565       237,916         5.50% 31,425          206,491     4.81%
1987 4,502,060       234,405         5.21% 34,482          199,923     4.47%
1988 4,737,285       262,543         5.54% 32,652          229,891     4.89%
1989 4,726,874       274,194         5.80% 24,679          249,514     5.31%
1990 4,648,668       286,151         6.16% 24,950          261,201     5.65%
1991 4,543,684       300,327         6.61% 23,116          277,212     6.13%
1992 4,536,385       337,817         7.45% 22,820          314,998     6.98%
1993 4,707,980       375,025         7.97% 24,033          350,993     7.49%
1994 5,020,675       392,161         7.81% 29,755          362,406     7.26%
1995 5,340,917       435,847         8.16% 37,084          398,763     7.52%
1996 5,611,184       461,432         8.22% 52,947          408,485     7.35%
1997 6,044,718       507,378         8.39% 72,674          434,704     7.28%
1998 6,531,025       556,755         8.52% 94,432          462,322     7.18%
1999 6,883,659       574,637         8.35% 112,879        461,757     6.82%
2000 7,462,898       633,276         8.49% 120,792        512,485     6.98%
2001 7,869,067       706,895         8.98% 143,730        563,165     7.29%
2002 8,435,712       776,007         9.20% 153,127        622,880     7.52%
2003 9,075,307       830,657         9.15% 189,492        641,164     7.22%
2004 10,105,923     1,039,324      10.28% 316,016        723,308     7.39%
2005 10,878,229     1,118,757      10.28% 344,597        774,160     7.35%
2006 11,860,296     1,248,124      10.52% 413,440        834,683     7.29%

2007 (a) 12,261,029     1,279,333      10.43% 435,932       843,400    7.13%  
 

(a) At June 30, 2007 Source:  FDIC 
 
In this table, we’ve also included tangible equity, as it is strips out intangible assets created by 
mergers and acquisitions.  As one can see, even on the more objective tangible equity 
measure, bank balance sheets have seemingly strengthened over time, with nearly eight cents 
of equity retained or invested for every dollar of assets added to the balance sheet since the 
end of 1984.  On a regulatory, or Tier One capital2, basis, banks in their entirety have held 
more or less steady at 10.3% of risk-weighted assets since 1992, the first year for which 
industry-wide data is available.  
 
As bank balance sheets have statistically improved, so has their profitability, as measured by 
returns on average equity and tangible equity, as shown in Table 2. 
 
 

                                                 
2 Tier One capital is essentially tangible capital plus qualifying preferred equity and minority interests, less 
unrealized security gains, with a few other minor adjustments.  A bank or bank holding company with a 4% 
Tier One ratio is considered adequately capitalized, and a 6% Tier One ratio is considered indicative of a “well-
capitalized” bank. 



Table 2            FDIC Insured Commercial and Savings Banks 
Returns On Average Common & Tangible Equity 

1984 – 2007 (in $ millions) 
 

ROAE (b) ROATE (b)
1985 11.7% 13.7%
1986 8.9% 10.4%
1987 -1.1% -1.2%
1988 8.1% 9.3%
1989 3.7% 4.2%
1990 4.0% 4.4%
1991 6.4% 7.0%
1992 12.1% 13.1%
1993 14.0% 15.0%
1994 13.3% 14.3%
1995 13.6% 14.8%
1996 13.2% 14.7%
1997 14.0% 16.1%
1998 13.5% 16.1%
1999 14.6% 17.8%
2000 13.5% 16.7%
2001 13.0% 16.3%
2002 14.1% 17.7%
2003 15.0% 19.1%
2004 13.1% 17.9%
2005 12.4% 17.9%
2006 12.3% 18.1%

2007 (a) 11.5% 17.3%  
 

(a) For the first six months only 
(b) Divides full year net income by the average of beginning and ending equity and tangible equity, respectively.  2007 multiplies net income by two and 

divides by the average of beginning and ending values for equity and tangible equity. 
 
Source:  FDIC 
 
The improved return on equity can be attributed to three factors not unique to banks among 
American businesses: an increase in fee and service income; improved efficiency; and, of 
course, increased leverage.  The average bank in 1985 generated 29% of its net revenue from 
non-interest income, had operating expenses equivalent to 72% of net revenue, and 
borrowings equivalent to 12% of its total funding3. Through the first six months of 2007, 
these metrics equaled 43%, 56%, and 21%, respectively.  The growth in non-interest income 
resulted, in part, from forays into asset management, trading, and insurance, aided by the 
steady erosion of the Glass-Steagall Act and the subsequent creation of “supermarkets” like 
Citigroup and JP Morgan Chase.  The decline in operating expenses resulted from the 
corporate world’s general drive toward leanness, and also reflects the impact of mergers and 
acquisitions, which reduced the number of banks (and thus overhead, overlaps, and such) 
from over 18,000 to 8,600.  As for the increase in borrowings to total funding, banks have 
used leverage to grow interest-earning assets in the absence of sufficient deposit growth, 
                                                 
3 Here, we define total funding as deposits plus borrowing, as they fund the near-entirety of earning assets 
such as loans and securities. 



which speaks as much to banks’ desire for higher ROE as it does to Americans’ dearth of 
savings.   
 
Investors have benefited from this industry-wide improvement in equity generation.  Net 
income for the banking sector grew by 8.5% annually from 1985 through mid-2007. The 
KBW Bank Index, a market-cap weighted index of 24 large national and regional banks, 
appreciated by an average of 10% annually from the beginning of 1985 through June 30, 
2007, in line with the S&P 500. The composite P/E ratio of the index nearly doubled from 
6.7 to 12.8, as shown in Figures 1 and 2. 
 
Figure 1:  KBW Bank Index, 1961-2007 
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 Figure 2:  KBW Bank Index P/E vs. S & P 500 
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Additionally, of the cumulative $1.45 trillion of net income generated by US banks since the 
beginning of 1985, nearly 68%, or $982 billion, was paid out as dividends.   
 
In recent years, a flat-to-inverted yield curve, which caused narrow net interest spreads on 
loans and securities, depressed returns on equity. But, as we head into the likely end of a 
credit cycle, banks are nevertheless at higher levels of balance sheet strength and profitability 
than during the last comparable credit cycle in the late 1980s. 
 
So why, you might ask, do we harbor such serious concerns about the investment-
worthiness of the banking sector? 
 
 

EQUITY ROT & ITS IMPLICATIONS 
 

Epoch has been underweight in financials for some time owing to early concerns about this 
credit cycle and its excesses: namely, the high level of house price appreciation, record 
consumer debt to income, and a securitization model run amok that functioned only when 
liquidity was cheap and available.  Now that some (but by no means all) of the chickens have 
come home to roost – as seen in increasing mortgage defaults and leverage-amplified losses 
in the financial system – it seems reasonable to us that the banking sector should be viewed 
with caution, despite external indications of balance sheet strength. 
 
Our primary supporting argument in this regard is the destruction of equity. Charge-offs, 
along with realized security losses, are the purest forms of equity destruction.  According to 
the FDIC, the median bank saw its net charge-offs as a percent of loans & leases increase 
sequentially by 7 bps to 57 bps annualized in the third quarter of 2007.  These levels are 
hardly unprecedented or cause for immediate panic.  According to FDIC data, in 1990 and 
1991, during the savings and loan (S&L) crisis, net charge-offs totaled between 120 and 135 
basis points, respectively, when measured on year-end loans.  To give a sense of the speed 
with which charge-offs accelerated, 1988 and 1989 showed net charge-offs of 67 and 80 bps.  
More recently, in 2001 and 2002, net charge-offs equaled 81 and 93 bps.  According to our 
research, the worst year on record was 1934, when full year charge-offs totaled 342 bps of 
year-end loans4.  Today, we are nowhere near these metrics.  But the distinct upward trend 
of recent charge-off activity still warrants a careful and measured approach to banking sector 
investments. 
 
While equity creation (through net income and security price appreciation) results in growth 
in earning assets and shareholder returns, its destruction generates the opposite effect.  
Consider how equity is required to create new loans.  To be considered adequately 
capitalized, a bank must hold 4% of so-called Tier One capital against its loan and securities 
portfolio, adjusted for risk.  The adjustment considers the riskiness of different classes of 
assets and requires more or less capital to be reserved as a result.  So, for example, the risk-
weighting for a residential mortgage under the Basel II – Standardized Approach5 is 0.35, 
such that a $200,000 residential mortgage loan would require $2,800 of capital reserved 
                                                 
4 1934 data is for commercial banks only.  Comparable data on savings institutions unavailable prior to 
1984. 
5 For the purposes of our analysis, this approach is more straightforward than the Internal Risk Based 
approach. 



($200K * .35 *.04).  For a commercial mortgage, the risk factor is 1, thus a similarly-sized 
loan would require $8,000 of capital.  Unsecured corporate loans have risk weights of 0.2 to 
1.5, based on the creditworthiness of the borrower. 
 
It is rare for a bank to brush up against the 4% minimum for Tier One capital.  In reality, 
banks typically achieve at least a 6% Tier One ratio, which earns the bank a “well-
capitalized” designation.  Citigroup, with the broadest array of businesses among all US 
banks, targets a 7.5% Tier One ratio.  With these factors in mind, one can see how equity 
destruction can severely curtail a bank’s ability to fund new loans well in excess of the actual 
equity lost.  
 
Given the current and future weakness in the sub-prime space, it is worth examining the 
manner in which this phenomenon will affect not only the equity erosion issues in the 
banking sector, but within the financial system as a whole. The OECD estimates that $300 
billion of the estimated $1.3 trillion of sub-prime loans will ultimately be written off6.  This 
$300 billion loss can be viewed as equity destruction:  it will be borne by equity holders first, 
not insured depositors or senior debt-holders.  Equity holders own the “junior tranche” in 
the parlance of structured finance.  To put this in context, this represents roughly a quarter 
of the equity in the US banking system, and roughly two years of industry net income at the 
current ROE of 11-12%.   
 
Now, of course, due to the miracle of securitization, US banks and their equity-holders are 
no longer on the hook for some of these loans, as they have long since been sold to hedge 
funds, mutual funds, institutional investors, and foreign banks, to name a few. Those 
institutions have their own equity holders, and should losses eat through their equity, the 
institution’s debt-holders would then bear further losses, absorbed by their equity, and so 
forth.  In addition, US banks may hold other banks’ securitized loans in their own securities 
portfolio.   
 
So, as a result of the dispersive effects of securitization, US banks will not absorb 100% of 
the losses related to the sub-prime collapse.  Perhaps, then, the $300 billion equity loss 
should be viewed in terms of the system-wide multiplier effect it has on new loan creation.   
Simple math7 tells us that an “average” bank could use that $300 billion to create $3 trillion 
of new loans assuming an overall risk weighting, for simplicity’s sake, of 1. 
 
This lost lending power is a devastating, but not deadly, blow to the banking system in its 
entirety.  There is roughly $1 trillion of Tier One capital in the banking system, and risk-
weighted assets of $10 trillion.  Thus, removing $300 billion would still the leave the system 
with an overall 7% Tier One ratio, above the 6% necessary to be considered well-capitalized.  
That being said, however, some institutions will not remain solvent, and loan growth will 
necessarily slow, in order to re-fortify bank balance sheets.  This slowdown will be triggered 
by the requirement to hold more equity against new loans. In Epoch’s Shareholder Yield 
investment framework, more equity on the balance sheet means less equity available to 
distribute to shareholders, with the exception of a select group of overcapitalized entities. 

                                                 
6 OECD, “Financial Market Trends No. 93,” November 21, 2007 
7 Take the $300 billion of equity lost and divide it by the average Tier One capital in the US banking 
system of 10%. 



The key to making successful investments in the banking industry, therefore, is to identify 
the companies that are still able to return capital directly to shareholders. Hudson City 
Bancorp and People’s United Financial are two such examples, both of which are owned in 
Epoch’s portfolios.     
 
 
AT WHAT PRICE, NEW EQUITY? 
 
The question of equity destruction begs the additional, and equally crucial, question of equity 
re-creation.  Freddie Mac, for example, recently reported it is barely above its regulatory 
capital requirement due to a $2.1 billion loss in its third quarter.  Faced with this erosion in 
equity, Freddie had two choices:  restrict lending, or seek new capital.  It chose the latter, and 
is now publicly seeking up to $6 billion of new funds via a preferred equity offering.  Or, 
consider Citigroup, which announced the sale of $7.5 billion of convertible securities to the 
Abu Dhabi Investment Authority with a pre-tax cost of capital of 11%.   
 
Both Freddie and Citi embody what the banking system faces going forward: cut back or 
seek new equity, even if it means selling equity at depressed prices to non-traditional sources.  
Freddie, widely viewed as having the backing of the US government, should have little 
trouble raising funds at a reasonable price.  Citi, on the other hand, houses all of the ailments 
of the modern banking system.  Against $91 billion of Tier One equity ($62 billion of 
tangible equity), the bank holds $55 billion of sub-prime direct exposure in its loan 
packaging business, $24 billion of sub-prime first mortgages in its consumer bank, and $57 
billion of highly leveraged transaction loans on its balance sheet.  In addition, Citi oversees 
$83 billion of assets in off-balance sheet structured investment vehicles (SIVs), for which its 
liquidity obligations are unclear.  Partly as a result of these balance sheet issues, Citi’s cash 
flow from operating activities was a negative $110 billion through the nine months ended 
September 30, 2007.  Faced with the prospect of selling assets, cutting its dividend, or raising 
new capital, Citi chose the latter, albeit at a high cost to existing shareholders. (We think the 
convertible offering has elements of a pyramid scheme, but that is fodder for another paper.) 
 
In today’s environment of declining equity availability, banks both large and small may not 
have a choice but to raise expensive new capital if they wish to remain well or adequately 
capitalized.  The relative P/E of bank stocks (see Figure 3), a crude measure of how 
favorable conditions are for banks to raise equity, historically has troughed during 
economically stressful periods:  the “first wave” of the S&L crisis in 1982-1983, 
corresponding with historically high short term interest rates; the 1987 stock market crash; 
the “second wave” of the S&L crisis in 1990; and the bursting of the Nasdaq bubble in 2000.  
We would argue that the current spate of sub-prime related losses (not to mention those on 
LBO loans) is our new “stressful period,” which seems even more likely given the run-up in 
consumer and corporate leverage during this cycle.   
 
 
 
 
 
 
 



Figure 3:                      Relative P/E Ratio or Bank Stocks vs. S&P 500 
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Source:  KBW 
 
Another potential hindrance to the generation of new equity is the origin of the equity in 
question.  Although ADIA’s investment in Citi, with its myriad troubles, appears to have 
passed regulatory muster, suspicion of sovereign wealth funds (SWFs) runs deep in the US 
political system.  This should cause skepticism among those looking for SWFs to replace 
damaged equity in the US banking system en masse.  We ask: with the cost of new equity 
high and likely to increase, and equity generation consumed by write-offs, from where will 
the new equity come?  We don’t know the answer.  And, if nobody else does, it is not just 
the banking system that is due for a slowdown, but any entity reliant on credit. 
 
The financial economy and the real economy are two sides of the same coin.  When one side 
has a problem, it affects the other.  Credit is contracting in the financial system as bank 
equity shrinks and structured finance comes under a dark cloud.  It is inconceivable, 
therefore, that a contraction in the financial economy will not affect the real economy.  In 
our view, a broad-based economic slowdown is inevitable, as household leverage shrinks and 
residential investment continues its decline. 
 
UNCLE SAM … AND COUSIN TAXPAYER 
 
Are there any actions the federal government can take?  In the past, Uncle Sam has been 
particularly ham-handed at managing banking crises.  For example, in response to the “first 
wave” of the S&L crisis in 1982-83, the government, in a fit of ill-considered policy 
decisions, reduced capital requirements at banks, allowed banks to include goodwill incurred 
from purchasing failed thrifts in their capital calculations (and then disallowed it), and reduced 
certain loan-to-value limitations.  In the spirit of deregulation, the Reagan administration 
weakened both the requirements to start a new bank and the number of regulatory staff 
enforcing existing bank laws.  Count us among those skeptical that regulatory or legislative 
action can have a meaningfully positive impact on the banking space.  In fact, the opposite 
may be true. 
 
Which leaves, then, the American taxpayer.  The US General Accounting Office estimates 
that the final cost of resolving failed S&Ls in the early 1990s was just over $160 billion, 



including $132 billion from federal taxpayers.  We are by no means projecting an economic 
fall-out of this magnitude, but we do see distinct similarities between our current situation 
and the S&L crisis.  With Fannie & Freddie on the ropes, and a presidential election in 2008, 
some form of government intervention is possible.  We think this could come in the form of 
a cash infusion or guarantees issued by the US Treasury.   
 
 
IN CONCLUSION 
 
At certain points in the economic cycle, bank stocks become attractive.  Given what we 
currently know, however, concerning the fall-out of the sub-prime collapse and the 
destruction of banking sector equity, we would tread cautiously.  Bank stock performance 
troughed roughly at the depths of the past two recessions, in Q3 1990 and Q3 2001 after the 
Fed cut rates 175 and 350 bps, respectively.  Note that the Fed continued to cut rates, by 
another 500 bps after Q3 1990 and 200 bps after Q3 2001.  On a positive note, the 10-2 year 
spread, a leading indicator of bank stock performance, has turned positive for the past two 
quarters after almost five quarters in negative territory.  A similar upward trend in the 10-2 
year spread also signaled a turn in bank stocks prior to the two aforementioned recessions.  
However, audited year-end financial statements, due in February and March, could reveal 
further stress in the system and cause another leg down in stock prices.  Additionally, the 
corporate-spread (10 year swap less three month LIBOR) has remained flat, while it had 
turned significantly positive in by 3q 20018.  Sub-prime issues will also likely amplify the 
effects of the trough in the upcoming credit cycle.     
 
As we slowly and painfully exit third quarter reporting (and re-reporting) season, it is 
important that we distinguish between originators and distributors of credit (i.e. thrifts, 
commercial and investment banks) and others within the financial space.  For example, a 
company like Bank of New York Mellon, an asset manager and transaction processor, is in 
an entirely different boat than a conglomerate like Citigroup.  We have a much more positive 
view of fee-based businesses than we do of Citi, with its large book of on- and off-balance 
sheet loans.  However, if our negative view of the credit origination and distribution space is 
correct, the outcome of widespread equity destruction has the potential to pummel the 
consumer and reduce profits in all segments of the market. 
 
We think it reasonable that more equity destruction is to come.  The same is true for the 
sub-prime market, where losses thus far have touched “only” $50 billion.  The likely result 
will be some combination of the following: 
 
 

- Reduction of dividend payments to conserve equity 
- Common and preferred equity offerings at unfavorable prices 
- Sale of non-strategic assets to raise cash and pay down debt, thus increasing equity 

percentage of capitalization 
- A slowdown in balance sheet growth 
- Headcount and other G&A expense reduction 

                                                 
8 We do not have ten year swap data prior to July 2000. 



- Increased M&A activity as stronger players with excess capital and strong deposit 
franchises take over weaker ones 

- Foreign acquisitions of US banks by their overseas counterparts, especially those 
concentrated in a particular ethnic group looking to gain a foothold in the US 

- The acceleration of the proposed “Super SIV”, designed to give banks breathing 
room by creating a temporary warehouse for illiquid mortgage-backed securities.  

 
Other solutions may emerge, such as government-guaranteed bond issuances similar to the 
Brady Bill program that helped Mexico weather a crisis in 19949.  Nevertheless, it seems that 
substantial amounts of equity, generated over decades, is poised to be wiped out in a matter 
of months.  The resulting weakness in the banking sector will represent another casualty, we 
believe, of the ongoing sub-prime collapse.   

 
 

                                                 
9 In the view of William Priest, CIO of Epoch Investment Partners, this is the only way the super SIV can 
work.  To “defrost” the seizing of liquidity in the ABCP will require a “guarantee” of the principal value of 
the underlying collateral. 


