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Investment highlights    
 

Following the higher tail risks flagged in our 1Q22 United States (US) banks results analysis (1Q22 

results highlights, watchful for higher tail risks) and subsequent downgrade of the global financials 

sector last quarter (Global Financials - Higher growth risks ahead) on a deteriorating risk-reward 

outlook driven by increased growth risks which outweighed higher rate benefits, sector returns have 

softened further as recessionary expectations and investors’ risk-off sentiment intensified over the 

past few months.  

 

The 2Y-10Y US Treasury yield curve has inverted for a second time this year reflecting increased 

recessionary worries by the bond markets. Looking ahead, we believe the narrative around inflation, 

implications of a hawkish Federal Reserve (Fed) and worries over an eventual rise in credit losses 

(if a recession does materialize) would persist as continued headwinds for the financials sector. 

With the latest US headline inflation print remaining uncomfortably elevated at 9.1%, our economist 

expects the Federal Open Market Committee (FOMC) to raise the Fed funds rate by another 75 

basis points (bps) this week to 2.25-2.5%, with further hikes expected in 2H22 that should bring the 

Fed funds rate to 4% by early 2023 (Fed Preview: Another 75bps hike).  

 

Overall, we maintain a defensive stance on financials given the sector’s sensitivity to macro 

uncertainties and scope for valuations to retrace further if a recession scenario materialize (not our 

base case although risks have increased). The MSCI World Financials Index last traded at 1.1x price-

to-book (P/B), still above historical recession troughs below 1x book value, and with consensus 

forecasts still expecting +12.5% FY23E earnings growth (vs +7.1% forecasted for world equities), we 

believe sector share prices are reflecting some level of recession risks, but not fully pricing this 

scenario in. This points to further potential under-performance should a recession occur - not our 

base case, although we see the risks for a recession have increased towards a more material 50-

50 probability (Macroeconomics: Fed hikes & recession risks). On the other hand, should global 

growth navigate a soft landing or inflation expectations moderate, there is potential for a re-rating 

in sector share prices.  

 

In this report, we provide 2Q22 results highlights of large US banks which recently reported mixed 

results although key takeaways included the continued health of the US consumer. We also assess 

the results of the Fed’s latest stress tests for large banks which included various severe recession 

assumptions and concluded that while large banks would see credit losses and earnings 

contraction in a severe recession scenario, they should still maintain capital ratios above minimum 

risk-based requirements.  
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• Growth impact from the Fed’s front loading of rate hikes this year and implications for sector 

earnings and banks’ provisioning trends will be closely assessed in the quarters ahead.  

 

• Maintain a defensive stance and reiterate our prior advice to reduce outsized positions on 

bounce given significant macro uncertainties and scope for sector valuations to retrace further 

if a recession scenario materializes. 

 

• Key positives of the recent 2Q22 results included solid net interest income and margin expansion 

which surprised on the upside and FICC performance (driven by FX and commodities, while 

credit was weaker). Fee income and investment banking activities however were soft. Sector 

focus has moved into capital build following the Fed’s 2022 stress tests with share buybacks 

moderating. Provisions were increased in 2Q22 as a precautionary move given higher macro 

uncertainties, continuing the normalization process following last year’s capital release trend.    

 

• While the sector is entering the downturn from a position of relative capital strength and is 

projected to weather through the Fed’s severe hypothetical recession scenarios, helped by the 

capital build-up since the global financial crisis in 2007-2009, we expect sector returns to remain 

under pressure until there is better clarity on recession outcome, of which the risks for a recession 

have increased towards a more material 50-50 probability (Macroeconomics: Fed hikes & 

recession risks).  

 

Mixed 2Q22 results   
 

Further to our previous call to trim outsized positions and lock in some gains in April (US Banks - 1Q22 

results highlights, watchful for higher tail risks), key US banks have reported a mixed set of 2Q results.  

 

In the recent 2Q22 results release, US banks’ net interest income (NII) and margins (NIM) have 

generally surprised on the upside, which is not entirely surprising given the higher rate expectations 

in recent months. NII outlooks have been lifted across the board as banks gave fresh guidance 

based on the updated yield curve (Fed funds rate is expected to reach 3.25-3.5% by end of 2022, 

versus ~2.5% forecasted previously).  

 

We believe one implication for the sector is that earnings forecasts are being pulled forward as the 

rate hike schedule will likely take place this year at a faster pace than previously expected. Given 

the increased probabilities of a recession resulting from an aggressive rate hike schedule, one 

uncertainty is the sustainability of a higher Fed funds rate, which could see expectations moderate 

depending on the health of the economy, employment market and inflation pressures, and should 

in turn have implications on the earnings outlook of the banking sector in the coming year.  

 

In terms of guidance, fee outlook for most banks is lower due to the current uncertain backdrop. 

Fees have been weaker in the recent results release, which was expected. The weakness was 

largely driven by substantially slower investment banking (lower deal volumes, activities more than 

halved from high levels last year), mortgage (decline in volumes as rates/cost of borrowing 

increased) and wealth management fees (appetite and activities have been impacted by volatile 

markets). Common trends also included still solid FICC (fixed income, currency and commodities) 

trading and benign asset quality trends. FICC revenues continued to register positive growth, driven 

by strength in FX and commodities, while credit was weaker. Other positives continue to be seen in 

solid loan growth, card fees/spending and trading fees.  
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Commentary on credit metrics have also remained stable. Banks such as JP Morgan have 

highlighted healthy trends in both the jobs market and consumer spending although geopolitical 

constraints on commodities and aggressive rate hikes could translate into negative implications for 

global growth in future. While sector provisions have started to normalize/increase (in contrast to 

last year’s trend of capital releases) as part of precautionary moves given higher macro 

uncertainties, banks are not yet taking any large reserving actions in anticipation of a recession at 

this point. This remains an area we are closely monitoring ahead, given the potential negative 

impact on bottom line profits of the sector if a recession is imminent.  

 

Share repurchases are expected to moderate, as highlighted in 1Q22 previously, as banks continue 

to digest some of the accumulated other comprehensive income (AOCI) shifts/temporary effects 

on capital. Expenses were mostly in line with market expectations, with wage pressures a continued 

feature (mostly from regional bank management teams). The big four US banks have kept their 

expense outlook largely stable.  

 

Exhibit 1: Four US megabanks have lifted provisions  

  
Source: Companies, Bloomberg 

 

Overall, our stance remains that while banks are entering the downturn from a position of relative 

capital strength compared to past recessions, share prices are likely to continue underperforming 

until recession and economic growth concerns ease.  While valuations have pulled back following 

our sector downgrade last quarter, recession concerns ahead could lead to further reductions in 

earnings forecasts and more meaningful provision builds are needed down the road to cater for 

potential asset quality deterioration.  

 

Key items we are monitoring ahead include the pace of delinquencies and credit stress trends, 

which could imply potential deterioration in asset quality outlook, changes in provisioning required 

and weaker bottom lines. On the flip side, should we avoid a recession, the sector could see re-

rating potential given their sensitivity to economic growth. Within the US banking sector, we see 

improving value for long-term investors following the recent correction and favour quality franchises 

such as JPMorgan, Bank of America and turnaround potential in Citigroup, although investors 

should note risks from the latter’s higher credit card exposure which could be pressured in the event 

of a recession. 
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Key 2Q22 results highlights of the big four banks: 

 

JPMorgan was the first to report in the sector, which was a fairly decent set of results despite softness 

in fee income. 2Q22 earnings per share (EPS) of USD2.76 came in below market expectations of 

USD2.89 but was in line with Morningstar’s forecast of USD2.73. Revenue of USD30.71b was flat 

quarter-on-quarter (QoQ). Fees were softer than expected while NII was strong (+16% QoQ/+26% 

year-on-year (YoY), NIM expanded 31bps QoQ to 2.26%), which was ahead of expectations. 

Unsurprisingly, given the steeper rate hike trajectory expected from the Fed, management lifted its 

2022 NII guidance to USD58b from USD56b. Return on tangible equity was still 17% during the 

quarter, while misses on fees are not unexpected at this phase in the cycle. Expenses was largely 

in line with forecasts, with full-year expense guidance maintained. 

 

Asset quality outlook was largely stable with few signs of credit stress and no material change in 

outlook at this point. Capital increased 30bps last quarter to 12.2%. The bank has suspended share 

buybacks to build up capital levels ahead of upcoming increase in capital requirements (this was 

expected given higher capital requirements expected for various global systemically important 

banks in the short-term and near-term pressure from accumulated other comprehensive income 

movements on capital). In the bank’s post results call, management shared that potential loan loss 

reserves required in a moderate recession scenario should be significantly less than the USD15b 

seen during the pandemic. This implies a potential modest/manageable hit to CET1 ahead if such 

a scenario materializes.  

 

Bank of America’s 2Q22 revenues of USD22.7b and EPS of USD0.73 were largely in line with 

expectations. NII increased 22% YoY or USD872m from previous quarter, which was above the 

bank’s USD650m guidance. NIM expanded 17bps to 1.86%, better than expected. Management 

upgraded its NII outlook and expects to grow another USD900m-1b in 3Q22, which could mean a 

quarterly run rate of USD14.5b (or USD58b in annual NII, versus previous peak in NII of USD49b in 

2019). Further acceleration in NII is expected in 4Q22. Non-NII fell 9% YoY to USD10.2b. Fees were 

mixed, similar to peers, with solid card related and trading fee income but softer wealth and 

investment banking (-47% YoY). Loans and leases grew 4% QoQ. Commercial loans rose +5% QoQ, 

while cards grew 11% YoY. Asset quality was stable, with low net charge off ratio of 23bps. Higher 

provisions and regulatory related expenses (USD425m) contributed to the weight on earnings. CET1 

ratio improved ~10bps QoQ to 10.5% (above regulatory requirement of 9.5%, which is likely to 

increase at the start of 4Q22 following recent CCAR results) and is expected to grow to ~11.4% by 

start of 2024, driven by measured share buybacks (albeit at a slower pace ahead) as the bank 

builds up its capital over the coming six quarters.  

 

Citigroup reported a strong set of 2Q22 results, with top line of USD19.6b and EPS of USD2.19 beating 

market expectations of USD18.4b and USD1.68 respectively. As highlighted in our earlier updates, 

this has been one of our relative sector picks given its undemanding valuations and turnaround 

story as the bank continues to wind down legacy operations and progress from prior consent 

orders. Positives from the results update included a beat in 2Q22 fees (driven by trading and 

services, although weighed by lower wealth fees and investment banking) and reduced guidance 

for a severe loss scenario for its Russian exposure (from a range of USD2.5-3b last quarter and USD5b 

previously) to USD2b. Guidance for revenue growth at low single-digits for 2022 was reiterated, with 

2H22 NII expected to grow ~USD1.8b YoY. Citi is suspending buybacks to build capital up.  CET1 

ratio expanded 50bps QoQ to 11.9%, which the bank plans to build to 13% CET1 in 2023 (vs new 

minimum regulatory ratios of 11.5% by 4Q22 and 12% by 1Q23). Looking ahead, Morningstar 

expects roughly ~USD3B a quarter in Citi’s net income that could be used to shore up capital, or 

roughly 25 bps of CET1 ratio. Other items that are harder to predict will also affect how CET1 moves 
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each quarter, such as risk-weighted asset (RWA) growth, AOCI movements, etc. Citi’s dividend 

policy is expected to remain stable at around USD0.51 for the foreseeable future.  
 

Wells Fargo reported weaker than expected 2Q22 results, with reported EPS of USD0.74 vs market 

expectations of USD0.8. NII guidance was updated, with the bank expecting it may grow NII by 

20% this year, upgraded from prior guidance of 8% at the start of this year. Fees were below 

expectations, dragged by weaker investment banking (included USD107m of writedowns due to 

leveraged finance commitments) and mortgage revenues, which is expected to continue ahead 

in our view. Costs were in line, with full year guidance of USD1.5b reiterated although management 

cautioned that operating losses could push 2022 cost outcome higher. Average loans grew 3.2% 

QoQ, better than expected. Average deposits were lower by 1.2% QoQ, which may decline further. 

For 2023E, the bank expects some cost reductions but cautioned inflation and revenue related 

expenses could add to total cost base. Buybacks could resume in 2H22, although subject to 

volatility in AOCI impact.  

 

Fed funds rate could reach 4% in early 2023 
 

The Fed is expected to raise rates by 75bps in July, followed by 50bps in September and November, 

before 25bps hike in December. Our house expects this should bring the Fed funds rate to 3.75-4% 

in early 2023. As highlighted by our economist in his report last month (Macroeconomics: Fed hikes 

& recession risks), the Fed is expected to continue raising the Fed funds rate towards 3.75-4% by 

early 2023. As a result of the aggressive tightening, US growth is expected to expand by a more 

modest 1.8% in 2022 and 1.4% in 2023, versus 5.7% growth registered in 2021. The likelihood of a US 

recession is assessed to be close to one-in-two in 2023. Looking ahead, Sahm’s rule (formulated by 

former Fed economist) which looks at changes in unemployment as an indication of potential onset 

of a US recession will be one of the metrics that will be closely assessed. 

 

Exhibit 2: Implied overnight rate & Number of Fed rate hikes 

 

 
Source: Bloomberg 
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Exhibit 3: US Unemployment rate (RHS) & labor force participation rate (LHS) 

 

 
 
Source: Bloomberg 

 

Exhibit 4: US CPI YoY 

 
Source: Bloomberg 

 

Assessment of potential downside risks in the Fed’s 2022 stress tests 

for large banks suggest the sector should still be able to weather a 

severe recession scenario given its healthy capital buffers, although 

profitability will take a hit in such a scenario. 
 

US banks have weathered most past recessions fairly well, with one exception being the global 

financial crisis in 2008-2009, which was unusually severe for the sector.  

 

The latest round of Fed stress tests for 34 large banks (vs 2021’s 23 banks that participated in the 

stress tests) was tougher than the previous year and included severe hypothetical recession 

scenarios, which were worse than any recession after the great depression.  
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The broad conclusion of the 2022 stress tests was that large US banks should have sufficient capital 

to absorb more than USD600b of losses and should still be able to continue lending to household 

and businesses even in the scenario of substantially more stressful macro conditions. This is due to 

the substantial capital buildup in the sector since the 2007-2009 financial crisis.  

 

In particular, the Fed’s supervisory severely adverse scenario in the 2022 stress tests involved a 

scenario of a severe global recession which was accompanied by a period of heightened stress in 

commercial real estate and corporate debt markets. In this scenario, the U.S. unemployment rate 

was also assumed to increase 5¾ percentage points (ppt) from the starting point of the scenario in 

4Q21 to its peak of 10% in 3Q23. The sharp decline in economic activity was also accompanied by 

higher market volatility, wider corporate bond spreads, and collapse in asset prices (including a 

nearly 40% fall in commercial real estate prices). The international component of the scenario 

features deep recessions in four countries or country blocs (Euro area, United Kingdom, developing 

Asia and Japan), followed by declines in inflation and large swings in USD versus these countries’ 

currencies.  

 

Exhibit 5: Aggregate CET1 ratio  

 
Source: Federal Reserve 

 

Earnings would be hit in the severe adverse scenario, given material increase in provisions 

expected during a recession: Under the severely adverse scenario, large banks could suffer 

substantial losses and double-digit percentage earnings contraction, but still maintain capital ratios 

above minimum risk-based requirements. The aggregate cumulative (over the nine quarters of the 

projection horizon) pre-tax net income of the banks could be a negative USD198b, which implies 

negative ~0.9% of average total assets. As a percentage of average assets, projected cumulative 

pre-tax net income would be negative for 21 out of 33 banks and varied from negative 2.7% to 

positive 2.7%, reflecting differences in sensitivity of banks’ earnings to economic and financial 

market conditions in the bearish scenario.  
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Exhibit 6: Federal Reserve estimates under the severely adverse scenario 

 

Table below features projected stress capital ratios, loan losses, risk weighted assets, losses, 

revenues and net income before taxes.  

 
Source: Federal Reserve  

 

 

 

 

 

 



 

 Equity Research 
25 July 2022 

 

 9 

Potential impact on capital ratios: In the severely adverse scenario, the banks’ aggregate CET1 

capital ratio could decline 2.7% from an actual 12.4% in 4Q21 to 9.7%, before improving to 10.3% 

at the end of nine quarters (end of projection time horizon), which would still be well above the 

minimum requirement levels. The projected loss under the Fed’s extreme bear case is slightly higher 

than the aggregate decline of 2.4% decline last year is largely due to base effects, as the sector 

had reduced allowances for credit losses as macro conditions improved over the past year and 

smaller initial allowances result in larger post-stress capital declines. Overall, aggregate and 

individual bank post-stress CET1 capital ratios continue to see healthy buffers above regulatory 

minimum levels over the entire projection horizon.  

 

Exhibit 7: 2022 stress test results - Aggregate maximum decline in stressed CET1 capital ratios, under 

the severely adverse scenario 

 
Source: Federal Reserve 

 

Exhibit 8: 2022 stress test results – Projected loan loss rates under the severely adverse scenario 

 
Source:  Federal Reserve    

 

Loan loss projections: Under the severely adverse scenario, the aggregate loss on loans and other 

positions is estimated to be USD612b, which included USD463b in loan losses (~76% of total losses 

projected) and USD100b in trading and counterparty losses at 11 banks with more meaningful 

trading, processing or custodial operations (~16% of total losses projected).  
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The specific projected loan loss rates varied across banks, and ranged from 1% to 16.3%, which is a 

function of differences in loan portfolio mix as projected loss rates differ for different loan categories. 

For instance, the median credit card loan loss rate (~16.8%) is historically more sensitive to economic 

downturns compared to domestic first-lien mortgages which had a median loan loss rate of 1.3%. 

Portfolios sensitive to credit spreads or unemployment rates are also projected to see higher stress 

in their loan loss rates in such a bearish scenario.  

 

Overall, the stress tests indicate that projected consumer loan losses represented a smaller 31% of 

total losses than commercial loan losses (~45% of total losses). The loan portfolios that could see the 

largest amount of losses are commercial and industrial (C&I) loans and credit cards, each 

representing 26% of total loan losses. 

 

Exhibit 9: Projected minimum CET1 ratios of 33 banks under the severely adverse scenario ranging 

from 1Q22 – 1Q24  

 
Source:  Federal Reserve    

 



 

 Equity Research 
25 July 2022 

 

 11 

Exhibit 10: Projected loan loss (% of average loan balances) by loan types under the severely 

adverse scenario 

 
Sources: Companies, Federal Reserve  

 

 

Valuations 

 

 
Sources: Bloomberg, Internal estimates 
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Exhibit 11: MSCI US Financials Index – Long term price-to-book  

 
Sources: Bloomberg 
 

Exhibit 12: MSCI World Financials Index – Long term price-to-book 

 
 
Sources: Bloomberg 
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