Global Banks: Resilience in
the Face of Crisis
We view the potential for a systemic bank failure due to
the COVID-19 economic shock as low. Today’s banks are
more resilient than in the past given their robust capital
positions and lower risk profile, not to mention supportive
liquidity operations provided by central banks.

Banks Stand Out

Banks’ Strength

While their valuations suggest the need
for industry-wide dilutive capital raises,
banks are broadly in good shape relative
to other segments of the economy and
their history.

Equity capital is at post-World War II
highs. Combined with de-risked and
deleveraged balance sheets over the last
decade, this implies that widespread
bank insolvencies are less likely than in
the past.
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Bank stocks have come under intense pressure as investors
contemplate the potential for meaningful credit losses on
their balance sheets.
Markets tend to fixate on recent history, and we argue
that there are many reasons to believe this period will
resemble a “typical” recessionary environment — not
the financial crisis of 2008. Strong capital positions and
supportive government actions bolstering liquidity have
reduced the risk of systemic bank failures related to this
COVID-19-induced shock. After examining how banks
have fared in prior periods of economic decline, we
believe that this time will not resemble the pattern of the
global financial crisis (GFC).
To examine what lessons we can draw, we surveyed
global developed-market credit cycles going back to the
Great Depression. This historical survey supports our view
that in aggregate, the banking system today can sustain
a once-in-a-century level of loan losses without the risk
of meaningful dilution to equity owners. Importantly,
however, this doesn’t preclude individual banks from
having credit issues requiring more capital.
Before digging into the data, it’s useful to review some
fundamental mechanics about how banks work, such as
how credit events impact a bank’s earnings and its balance
sheet. In its simplest form, a bank gathers deposits and
advances the money out to borrowers in the form of loans.
The spread between the lending rate and the rate paid to
depositors provides an earnings buffer to absorb any losses
that may occur from a borrower’s failure to repay. Banks are
required to set up a reserve for loan losses and to maintain
equity capital in case those losses exceed current earnings.
Each reporting period, banks estimate future loan losses and
adjust the size of the reserve accordingly.The adjustment,
or “provision for loan losses,” is accounted for in the profit
and loss statement (P&L) and the “reserve” resides on
the balance sheet. Any profits earned by a bank are either
added to its capital and used to fund growth or returned to
shareholders through dividends or buybacks or both.

calculations and standards vary by region, regulators
around the world require banks to maintain a certain
amount of capital relative to their assets. Breaching these
minimums due to losses from poor credit can ultimately
result in shareholder dilution, via a forced capital raise at a
distressed price, or an outright nationalization of the bank.
In looking at nearly 130 years of banking history, we
see that credit events resulting in significant capital
destruction have been less frequent than intuition
suggests. Only a few recessions globally have resulted
in large bank losses: The Great Depression, the savings
and loan (S&L) crisis, the bursting of Japan’s real estate
and stock market bubble, the Asian financial crisis, and
the GFC. The good news is that bank equity capital
is at post-World War II highs and, relative to assets, is
approximately 40% greater than in 2007. These additional
equity buffers combined with de-risked balance sheets
over the last decade imply that widespread bank
insolvencies are less likely than in the past.
Current valuations imply that banks will book loan losses
in orders of magnitude unlike any recorded in US history
and, further, that announced government interventions
will be broadly ineffective. There is no reward without
some level of risk, but we believe the tradeoff today is
asymmetrical and skewed to the upside.
BANKS HAVE RARELY ENDURED LARGE LOSSES
Figure 1 demonstrates clearly that large credit events in
the US have been the exception rather than the rule. Even
the extreme calamities that include two world wars and
the Spanish Flu of 1918 didn’t lead to large-scale losses for
banks. We will broaden the scope of our analysis outside of
the United States shortly but start here because it provides
the most extended history of data on the subject.
Figure 1: Banks Have Rarely Provisioned for More than 2% of Loans
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The process of monitoring loans and adjusting reserves
happens throughout all credit environments. Most of the
time, delinquencies are more than offset by a bank’s overall
earnings and are manageable without the bank having to
raise additional capital.
In more extreme credit events, a significant increase in
expected loan losses causes a bank’s capital levels to
fall below the regulatory minimums.Though the exact
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CREDIT EVENTS RARELY LEAD TO CAPITAL DESTRUCTION FOR BANKS
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One way to quantify bank solvency is to determine how
much loan losses could grow before breaching minimum
capital requirements. At the end of 2019, banks had reserves
equal to approximately 1.2% of loans. In addition, their
annual earnings before the provision for loan losses has
been about 3.4% of loan balances. (This is the five-year
average of the entire US banking sector.)1 Thus, if the loan
losses had to be absorbed over 3 years, banks could forfeit
10.1% of their beginning loan balances before eating into
capital. US banks ended 2019 with 7.8% in excess capital
relative to loan balances. So, adding the 1.2% in existing
reserves, the 10.1% in cumulative earnings over three years,
and the 7.8% in excess capital, banks can absorb total loan
losses of up to 19.1% before breaching minimum capital
requirements. Put simply, capital cushions are far more
robust than they were during the GFC, leaving banks better
equipped to absorb losses than they were in the past.
Moving on to banks in the eurozone, we see from Figure 2
that they can absorb 9.4% in loan losses. The combination
of lower excess capital and lower profitability via earnings
illustrates decreased flexibility among eurozone banks
relative to the US.
Figure 2: Banks Annually Could Absorb All Depression-Era Write-Downs
As a Percentage of Loans
Excess Capital
Loan Loss Reserve

US

Europe

7.8%

4.4%

1.2%

1.3%

Pre-Provision Earnings (3 Years)

10.1%

3.7%

Total Loss Absorption Capacity*

19.0%

9.4%

Figures may not sum due to rounding.
*A higher proportion of low-risk loans, such as high-quality
mortgages on European balance sheets, drives some of the gap in
loan loss absorption capacity.
Source: Pzena analysis, FDIC, ECB.

In summary, banks have a substantially greater capacity for
absorption that should shield them from more extreme loss
rates incurred in past credit crises.2 Like everything, the devil
is in the details. Despite the overall healthy nature of the
Normally investors consider pre-tax, pre-provision return on assets.This
has averaged 1.8%. Since loans are 55% of assets, that translates into 3.4%
of loan balances. Source: FDIC.
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We acknowledge several simplifying assumptions in our analysis. First,
stress-case scenarios generally inflate risk-weighted assets (RWA) as
borrowers tap undrawn facilities, and worsening credit conditions
drive higher risk weightings. (For perspective, if RWA inflation is
10%, the above factors would reduce banks’ total loss absorption capacity
by over 1%.) Second, a bank’s pre-provision earnings profile in a stress
scenario depends on such factors as the level of interest rates and transaction
activity as well as the business mix. Lastly, the overall analysis belies
significant variation across geographies or individual companies, particularly
in Europe. Consider, for example, that the 5-year average pre-tax return on
assets for banks starts as a losing proposition at -114 basis points — in Greece —
and ranges up to a positive 170 basis points — in Estonia (source: ECB).
2

industry, individual banks are bound to book outsized credit
losses and be forced to raise capital. The opportunity for
investors today lies in picking among the solid franchises
and taking advantage of the fear surrounding this industry
because we believe the aggregate picture is bright.
A RUN-UP NORMALLY CAUSES LARGE BANK LOSSES IN CREDIT
To get a better sense of what bad credit events look
like and how today’s loss-absorption capacity of 19.1%
compares, we examined 10 periods of extreme banking
system stress around the world, including the US Great
Depression (starting in 1929), the US S&L Crisis (1987),
Japan’s Bubble (1989), the Scandinavian Crisis (1991),
several EM Debt Crises (1994/1997/1998/2001), the GFC
(2008), and the Peripheral European Crisis (2008–2012).
Each of these events were preceded by a meaningful
increase in private debt-to-GDP, a characteristic that
doesn’t exist today.
Periods of excessive debt-to-GDP growth naturally
coincide with booms in fixed asset investment (FAI). The
progression of rising debt-to-GDP, inflating asset prices,
and increasing leverage causes an asset bubble that
ultimately hits a breaking point. Then the bubble bursts.
The collateral for the excess debt becomes impaired and
leads to a credit cycle. Japan’s property bubble during the
1980s serves as an example. High savings and negative
interest rates caused over-investment in real estate,
pushing asset prices ever higher. Similarly, the Baltic
region in the early 2000s experienced an unprecedented
pace of growth in foreign direct investment driving up
asset prices and ending in a banking crisis. Figure 3
illustrates that the peaks in debt-to-GDP growth often
coincide with the onset of financial crises.
Figure 3: A Run-Up in Debt-to-GDP Portends Trouble
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TODAY’S LOAN LOSSES ARE NOT A THREAT TO SOLVENCY
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Global Banks: Resilience in the Face of Crisis – June 2020 | 2

But this pandemic-inspired recession is quite different.
The post-GFC recovery didn’t include a run-up in FAI.
There has been no run-up in private debt-to-GDP. Nor has
there been a comparable bubble in real asset prices. This
downturn is a consumption-driven recession caused by
public health issues. It’s undeniable that some segments
have re-leveraged (e.g., private equity-sponsored, belowinvestment-grade corporate issuers, etc.). However, this
type of debt is held mostly outside of the banks due to
both regulatory constraints and because banks’ business
models have substantially reduced risk since the GFC.
Furthermore, the private sector had been deleveraging
going into this downturn. This is especially true of
consumers, who accounted for some of the worst credit
performance during the GFC.
Other crises were exacerbated by regulatory problems
that led to liquidity issues and the subsequent
deleveraging among banks. For example, failures during
the Great Depression were caused largely by a depositdriven bank run, leading to a liquidity event. In the current
crisis, regulators and governments have been proactive
in supporting banks from both a liquidity and capital
perspective. For instance, the US Federal Reserve bought
more assets in the first two months of this downturn
than in the first five years of the GFC. Regardless of one’s
politics, it’s difficult to deny that the magnitude of today’s
interventions to buttress the economy is unprecedented.
The point is not to minimize the economic shock from
COVID-19 but to contextualize it in terms of capital and
liquidity and how these safeguards seem disconnected
from current valuations.
During the Great Depression, over 5,0003 banks failed —
more failures than over the next 90 years combined. In
this case, it wasn’t loan losses that posed the problem,
but liquidity. A run on the banks drained deposits, as
panicked customers demanded cash. With 30% of
deposits withdrawn, the banks quickly tightened credit,
contracting their loans outstanding by 47%4. This event
prompted the creation of the Federal Deposit Insurance
Corporation to ensure that depositors’ funds were
protected in the event of a bank failure, another bank run,
or any corresponding forced deleveraging.
Turning to the GFC, excessive lending in the US housing
market created a bubble in home prices. Many loans were
made to borrowers who were incapable of servicing their
debt, and the subsequent defaults led to sizable losses
Source: FDIC, KBW research.
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Source: St. Louis Fed. https://fraser.stlouisfed.org/files/docs/publications/
bms/1914-1941/BMS14-41_complete.pdf
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for lenders. Once again, liquidity issues exacerbated the
losses, this time in wholesale funding and shadow banking
(non-bank lenders), sparking solvency concerns for
banking systems first in the US and then around the world.
To meet short-term liabilities, numerous banks offered
their illiquid assets at fire-sale prices, pushing loan losses
arguably higher than they should have been.
So, what kind of systemic credit losses are possible from
any single crisis? Figure 4 shows that based on history
losses have ranged between 2% and 12% and have
typically been absorbed over several years. The bursting
of the Japan asset bubble was an exception; here, the
12% loan losses took more than a decade to materialize.
Figure 4: In Aggregate, The Banking System Absorbs Fewer Losses

Crisis

Private Debt
to GDP*

GDP
Decline

Total Cycle
Losses

US GFC (2008-2009)

38%

2%

7%

Baltics (2008-2010)

NA

25%

9%

Japan (1990-2000)

48%

NA

12%

US Savings & Loan (1987)

26%

NA

2%

US Depression (1929-1934)

20%

36%

11%

*Reflects the change preceding the crisis. For the GFC, Japan, and S&L
crises the data reflect a 10-year change; for the Depression, 5 years.
Source: Pzena analysis, FDIC, Federal Reserve, World Bank, KBW,
Eesti Pank, Latvijas Banka, and Crisis and Change in the Japanese
Financial System-Takeo Hoshi.

Recall that banks have the capacity today to manage
sizable losses in the US (up to 19.2%) and the eurozone
(up to 9.4%). Given the historical range of a cumulative
2%-12% in total losses for banking systems, banks are
well-positioned to deal with a substantial crisis today.
GOVERNMENTS AND REGULATORS: FRIENDS OR FOES?
Like any regulated industry, banks are at the mercy
of political forces, in their case a combination of
government agencies and central banks. Actions taken
by those entities have far-reaching consequences for the
industry. The policy response during the Great Depression
was liquidation, an approach that’s now viewed as more
damaging than supportive of the broader economy. The
regulatory reaction during the S&L crisis of the 1980s was
characterized by lenience and forbearance, which led to
moral hazard and an expensive taxpayer bailout.
In the current recession, regulators have considered
banks to be part of the solution. Governments need
banks to work swiftly and around the clock to properly
distribute money to the intended beneficiaries of public
support (e.g., Payroll Protection and Main Street Lending

Programs). Regulators are encouraging them to work
with borrowers and are already working to help banks
defer customer loans without increasing risk-weighted
capital charges. While the winds of politics can shift, so
far, banks are viewed as constructive partners to the
government in bolstering a sensitive economy.

stance toward banks both by permitting them to
consume countercyclical capital buffers and delaying
the implementation of new Basel IV capital rules.
In return, they expect banks will remain supportive
to borrowers. Japan and the UK have deployed
similar playbooks. In all cases, monetary policy and
regulatory easing have been complemented by a
massive fiscal stimulus to protect consumers and
corporate balance sheets — measures which we
expect to partially mitigate the extent of loan losses.

Figure 5: Central Banks’ Unprecedented Balance Sheet Expansion
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The magnitude of the actions taken by central
banks so far is astounding (figure 5): As mentioned
earlier, the US Fed expanded its balance sheet with
unprecedented speed in the early days of COVID-19
lockdowns, growing its balance sheet by over
50%. Developed economies around the globe have
taken similar actions to those moves by the Fed.
In March, the European Central Bank announced a
series of asset purchase programs, including a €750
billion Pandemic Emergency Purchase Program, to
inject liquidity into both public and private sector
capital markets. As with their US counterparts,
European regulators have taken a constructive

Bottom Line: Today’s economic environment is like
no other that we have seen in modern history, and
against this volatile backdrop, bank stocks stand out.
While their valuations suggest the need for industrywide dilutive capital raises, banks are broadly in good
shape relative to other segments of the economy and
their history. After being widely maligned and held
accountable for the global financial crisis, this time,
banks get to be part of the solution. In much of the
developed world, they are working in concert with their
local governments to bolster the public by creating
liquidity for a wide range of businesses, large and
small. Furthermore, many of these banking franchises
are leaner, more resilient, and have balance sheets
that are fortified to withstand a protracted downturn.
In our opinion, the banking system has more-thanadequate capital to remain solvent under the current
circumstances. For our part, the ability to focus on
bottom-up, bank-by-bank analyses within a healthy
global bank ecosystem confirms our belief that banking
is one of the most compelling areas for investment that
we have seen.
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While less patient competitors sway from their investment approach to
boost short-term returns, we remain relentlessly committed to the value
discipline. Ultimately, we believe style drift undermines long-term returns.
PZENA INVESTMENT MANAGEMENT has adhered to a classic value,
research-driven investment approach, continuously applied since its
inception 25 years ago.
Research Excellence
We are committed to our classic value
investing approach. This commitment
requires an emphasis on research-driven
stock selection. Our team shares a common
understanding of the research task:
A thoroughly vetted estimate of a business’
ability to generate long-term, or normalized,
earnings.
Before adding a position to the portfolio,
we ask ourselves whether we would be willing
to buy the entire company at the current price.
We invest in companies whose share prices
have dropped for reasons that we believe to be
temporary. Thus, we take a long-term view on
the nature of the business we are considering,
the company’s competitive positioning, and
the management team’s strategies for change.
By focusing on businesses, instead of shortterm share prices, we have an opportunity to
deliver superior long-term returns.

Disciplined Investment Processes
We are disciplined bottom-up investors.
Rather than focusing on outperforming peers
or benchmarks, we construct concentrated
portfolios consisting of the best value
opportunities that we see in the market. Our
investment approach emphasizes inexpensive
stocks based on normalized earnings
estimates.

Through our research, we determine
if a company’s business is strong,
management’s plan to generate earnings
recovery appears sound, and there is
downside protection.

Breadth and Independence
We oversee a range of investment
strategies across market capitalizations
and regions. As an independent asset
manager Pzena is free to restrict capacity
and preserve its ability to deliver high
value-added strategies.

Client Service and Communication
We cultivate long-lasting client
relationships through consistent
management of assets along with
timely, straight-forward and frequent
communication. We try to bring a fresh
perspective to the conventional thinking
that dominates the investment world.
The client and investments teams
work in partnership to ensure that
our clients have a contact who is fully
knowledgeable about the portfolio,
our investment decisions, and our
perspective.

