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Banks — Too cheap to ignore or value trap?

e Banks have underperformed badly this year and last year. In fact banks are the only
sector to be down both in 2015 and 2016 y-t-d (chart below)

e In actual fact, underperformance has been much longer-lasting than this, most banks’
share prices still sit well below their 2008-09 crisis highs (chart below)

e The latest plunge in Deutsche Bank’s share price begs the question “when will banks
performance finally turn around?”, or perhaps more pointedly, “are bank stocks now too
cheap to ignore?”

e The short answer is; while the temptation to buy the sector is high given its
underperformance, the time is not yet right. The reason for this is because the causes for
bank share price weakness have yet to be resolved, we discuss the main 3 causes as we
see them below

A steeper yield curve, stronger economic growth or less regulation
is needed to turn banks’ performance around

While there have been individual bank-specific factors which have contributed to banks’ long-standing
underperformance (such as at Deutsche Bank and Wells Fargo), the primary causes for weakness are:

e Central bank policy is causing banks pain
e Economic slowdown, banks are a proxies for economic activity
e  Regulatory environment has changed for banks

1) Central Banks unconventional monetary policy is hurting bank profitability

The threat of deflation has driven major central banks around the world to slash interest rates and buy-
bonds (mostly longer dated ones). Investors have followed suit, flooding into longer-dated maturities in
the hope of capital appreciation (more so than yields). With short yields theoretically limited as to how low
they can go, and longer dated bond yields in many cases pushed towards zero or below, it has over time
flattened the yield curve. Since it is banks’ business model to borrow from short-term deposits and lend at
longer-dated maturities it has had a major impact on banks’ net interest margin, a key measure of bank
profitability. The chart below shows the yield curves over time of the US, Germany and Japan (calculated
as the yield differential between 10-year and 2-year bonds), the lower the differential the flatter the curve.
Although the trend has been in place for many years, it has really accelerated over the past two years as
the ECB has joined the QE-party and Japan has ratcheted up its easing measures (chart on next page).
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Bank shares have not recovered from the 2008-09 crisis
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Developed market yield curves (10-2Y)
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2) Economic slowdown, banks are proxies for economic activity.

Banks are exposed to everything, which makes them proxies for the health of the economy. If consumers are under pressure and
need to deleverage, banks will be impacted. If energy prices fall sharply enough so that questions will be asked about the solvency of
borrowers in the energy sector banks will also be impacted. If house prices fall banks again will bear the brunt. If financials markets
conditions are generally weak this will weigh on returns that banks are able to generate from their wealth management or broking
businesses. The fact that the global economic upswing post-2009 has been much weaker than is typically the case following a
recession means that banks have been faced with a challenging environment.

3) Regulatory environment has changed for banks

Post the 2008-09 crisis governments around the globe have understandable made big efforts to curb the amount of risk that banks
take on, nowhere more so than in Europe and the US. This has transformed banks operations, especially those banks with big
investment banking and brokerage businesses. Not only that, but past-offences have been punished. Although total numbers differ

depending on the source, the general consensus is that global banks have racked up fine in the region of $200bn since 2009 (up to
the end of 2015).

10 major banks fined since 2009 (up to end 2015)

Total settiments ‘EI:EEIE::
Bank of America 34 77.0
JPMorgan Chase 26 40.1
Citigroup 18 18.4
Wells Fargo 10 10.2
BMP Paribas 1 8.9
UBS 8 6.5
Deutsche Bank 4 5.5
Morgan Stanley 7 1.8
Barclays 7 1.2
Credit Suisse 4 3.7

Source: CNBC
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Conclusion

Deutsche Bank’s woes have made headlines, and the environment for banks is undoubtedly challenging. However, it is also
important not to view the Deutsche Bank situation as a precursor for what is to come for the broader sector, the reality is likely that
the situation is not as dire as Deutsche Bank’s performance would suggest. Of course banks have performed very poorly, in line with
the energy sector since the start of 2015. And while energy sector performance has rebounded in 2016, banks are the only sector to
be down both in 2015 and 2016 y-t-d and substantially more since the 2008-09 crisis. This considerable underperformance has put
banks on the radar screen of value investors around the world. The temptation to buy the sector at depressed levels is therefore
understandable, but in order to turn more positive on global banking stocks we believe mere underperformance of the sector is
insufficient reason. Unless there is a central bank induced change which leads to steeper yield curves or a substantial improvement
in economic growth prospects (the former is more likely we think) it will be difficult to view a rally in bank share prices as anything
other than a dead cat bounce. Longer-term, regulation changes mean that a return to pre-2008 profit levels is unlikely, however,
there will come a time when banks offer a very attractive risk-reward trade-off. We do not believe that we are there quite yet and
recommend investors focus on defensive sectors such as telecoms, consumer staples, health care and utilities instead. Of course we
will monitor the situation carefully for changes to these key drivers for bank performance.

Deutsche Bank's sell-off extreme

Major US and European banks share price YTD
performance (Icl, %)
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Sources

All information in this report has been obtained from the following sources except where indicated otherwise:

Bloomberg

Wall Street Journal
RTTNews

Reuters

Gulfbase

Zawya
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Disclaimer

This publication is intended for general information purposes only. It should not be construed as an offer, recommendation
or solicitation to purchase or dispose of any securities or to enter in any transaction or adopt any hedging, trading or
investment strategy. Neither this publication nor anything contained herein shall form the basis of any contract or
commitment whatsoever. Distribution of this publication does not oblige Abu Dhabi Commercial Bank PJSC (“ADCB”) to
enter into any transaction.

The content of this publication should not be considered legal, regulatory, credit, tax or accounting advice. Anyone
proposing to rely on or use the information contained in the publication should independently verify and check the accuracy,
completeness, reliability and suitability of the information and should obtain independent and specific advice from
appropriate professionals or experts regarding information contained in this publication.

Information contained herein is based on various sources, including but not limited to public information, annual reports and
statistical data that ADCB considers accurate and reliable. However, ADCB makes no representation or warranty as to the
accuracy or completeness of any statement made in or in connection with this publication and accepts no responsibility
whatsoever for any loss or damage caused by any act or omission taken as a result of the information contained in this
publication. This publication is intended for qualified customers of ADCB.

Charts, graphs and related data or information provided in this publication are intended to serve for illustrative purposes
only. The information contained in this publication is prepared as of a particular date and time and will not reflect subsequent
changes in the market or changes in any other factors relevant to their determination. All statements as to future matters
are not guaranteed to be accurate. ADCB expressly disclaims any obligation to update or revise any forward looking
statements to reflect new information, events or circumstances after the date of this publication or to reflect the occurrence
of unanticipated events.

ADCB does and may at any time solicit or provide commercial banking, investment banking, credit, advisory or other
services to the companies covered in its publications. As a result, recipients of this publication should be aware that any or
all of the foregoing services may at time give rise to a conflict of interest that could affect the objectivity of this publication.

Past performance does not guarantee future results. Investment products are not bank deposits and are not guaranteed
by ADCB. They are subject to investment risks, including possible loss of principal amount invested. Please referto ADCB’s
Terms and Conditions for Investment Services.

This publication is being furnished to you solely for your information and neither it nor any part of it may be used,
forwarded, disclosed, distributed or delivered to anyone else. You may not copy, reproduce, display, modify or create
derivative works from any data or information contained in this publication.
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