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Deutsche focus turns to towering task ahead
German bank caught at centre of global stock sell-off as investors weigh up litigation dangers and risks to earnings
Deutsche Bank

JAMES SHOTTER — FRANKFURT
LAURA NOONAN — LONDON

Deutsche Bank spent much of the past
two decades determined to break into
the top tier of investment banking, buying up the likes of Morgan Grenfell and
Bankers Trust in an attempt to go toeto-toe with the US groups that dominate
global finance.
In October, however, Germany’s biggest bank effectively called time on this
20-year effort, unveiling a restructuring
plan that involves cutting assets and
jobs, and exiting 10 markets in order to
retrench around its core businesses.
Such a sweeping retrenchment was
never going to be easy. But Deutsche is
now facing the prospect of having to pull
it off against the unforgiving backdrop
of mounting turbulence in financial
markets.
The bank’s shares tumbled 5 per cent
yesterday, having lost 9.5 per cent a day
earlier. Deutsche’s riskiest bonds have
also sold off as investor concerns over
restructuring and potential litigation
charges hanging over the bank put it at
the centre of a global sell-off in banking
securities.
The market turmoil prompted Deutsche to issue a statement on Monday
night reassuring investors it had the
means to pay €350m in coupons on its
hybrid capital due in April.
Yesterday, John Cryan, the bank’s new
chief executive, had another go at calming investors, insisting in a note to staff
published on Deutsche’s website that
the bank’s position was “absolutely
rock-solid”.
He received backing from Germany’s
influential finance minister, Wolfgang
Schäuble, who said in an interview with
Bloomberg yesterday that he had “no
concerns about Deutsche Bank”.
Deutsche is by no means alone in
being shunned by investors. Credit
Suisse’s shares shed another 8 per cent
yesterday, amid broader concern about
the health of the global financial sector
at a time of low growth and record-low
interest rates.
But three months into Deutsche’s
five-year restructuring plan, investors
are increasingly focused on the scale
and difficulty of the task ahead.
Following Deutsche’s lacklustre showing in the last three months of 2015 —
the bank made an operating loss of
about €600m, even excluding one-off
charges — one key question is whether
the lender can shrink itself to the more
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Two of the biggest losers, Bank of America and Morgan Stanley, are down 27 per
cent and 28 per cent respectively. Citigroup, also down 27 per cent, is now
trading at just 6.5 times earnings, not far
off its post-crisis trough of 5.9 times,
reached during the depths of the European debt crisis five years ago. What is
going on?

Collapsing expectations of US
interest rate rises
Analysts offer a lot of different reasons
for the big sell-off, but on this they
agree. “Lift-off” in December was supposed to usher in an era of higher interest rates — which are always good news
for the banks. In previous rate-raising
cycles, assets have always re-priced
faster than liabilities, earning banks a
bigger spread between the yields on
their loans and the cost of their funds.
But worsening data since then from
big economies, notably China, have
investors worried that the world economy is sicker than they had assumed.
Expectations of another three rate rises
from the Fed this year have collapsed.
Talk of a rate cut, or even a move to negative rates, is entering the picture.
Meanwhile, the muted reaction to
Japan’s latest burst of monetary stimulus has fuelled concerns over the power
of central banks to defibrillate the world
economy. “The impact of [quantitative
easing] seems to be becoming less
meaningful,” says Brian Kleinhanzl,
banks analyst at Keefe, Bruyette &
Woods in New York. “Investors are worried about what central banks have left.”
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Deutsche Bank’s shares slid 5% yesterday after losing 9.5% the day before amid rising investor concerns that the group can find a successful model — Arne Dedert/EPA
modest institution envisaged by its new
strategy without hurting its earnings
power too dramatically.
On top of this are fears about the
threat of further litigation charges. The
German lender last year paid $2.5bn to

Deutsche is now facing the
prospect of having to pull
off its restructuring against
an unforgiving backdrop
US and UK authorities to settle allegations that it manipulated Libor, and has
€5.5bn set aside to meet further potential legal costs. But it is still entangled in
a host of regulatory probes into issues
ranging from mortgage-backed securities to alleged mirror trades involving
Deutsche’s Russian business.
“Deutsche has generated big losses as
a result of their restructuring, but the
benefits of that process haven’t showed

energy exposures amount to less than 3
per cent of gross loans at the big banks,
which have mostly investment-grade
assets, and which have already pumped
up reserves.
Perhaps more worrying are the second-round effects: if weakness in oil-dependent communities begins to spill
into commercial real estate loan books,
or if consumers find they cannot afford
repayments on loans for their new gasguzzling cars.
In an environment of precious little
growth — the big six US banks produced
exactly the same amount of revenue last
year as they did in 2014 — rising credit
costs are likely to lead to lower profits.

Deutsche Bank
Every sell-off needs a point of focus
and in recent days it has been Deutsche Bank. The contortions of the
Frankfurt-based lender weighed on the
entire banking sector on Monday, as it
fought to dispel fears that it could not
pay a coupon on a bond. For some analysts, the episode had uncomfortable
echoes of events leading to the Lehman
crisis.
“I think maybe counterparty risk is
emerging,” says Shannon Stemm, an
analyst at Edward Jones in St Louis. “At

up yet, which puts them in a special category versus their peers,” says Jon
Peace, an analyst at Nomura. “Then
there is Deutsche’s specific risk relating
to litigation.”
Deutsche’s €6.8bn loss in 2015 was
driven by €12bn of writedowns. Litigation, restructuring costs and the prospect of further charges this year has
prompted some analysts to suggest that
the bank might need more capital.
Deutsche’s core tier one capital ratio
— a closely watched measure of financial strength — stood at 11.1 per cent at
the end of December. That is above what
regulators demand, but low in comparison with some of its global peers. Goldman Sachs’s ratio stands at 12.9 per cent,
while Morgan Stanley has reached 14.1
per cent.
However, the absolute level of the
CET1 ratio is only part of the equation.
Wells Fargo — often described as the
US’s safest bank — has a ratio of just
10.7 per cent, but there are no calls for a

the root, are some of these [European]
banks as well capitalised as the US
banks? Probably not. Can they continue
to build capital in an environment
where there is not a lot of revenue
growth, and a lot of expenses have
already been taken out of the business?”

Banks are banks
These are confidence stocks. When
markets are doing well, banks tend to do
well, as companies feel better about
doing deals and raising money, investors put on a lot of trades, and asset
management arms benefit from big
inflows.
But when confidence disappears,
banks tend to bear the brunt of the
sell-off. Matt O’Connor, an analyst at
Deutsche Bank, notes that in 15 corrections going back to 1983, the US banks
sector has been hit twice as hard as
the rest of the market — regional banks
about 1.8 times worse, and capital
markets-focused banks about 2.3 times
worse.
“At the end of the day when markets
get scared, banks go down more, that is
just what happens,” he says.
“There is not any kind of imaginary
line where you can say, ‘OK this has gone
down enough,’ and it’s now a recovery
play or a turnround play. They just go
down more, until they are done going
down or markets feel better about
macro conditions.”

Bank stocks were not cheap before
the slide

Worsening credit quality
In itself, a lower oil price will not do
much direct damage to the big banks’
balance sheets, say analysts. Total
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Rates concerns and echoes of Lehman
fuel brutal start to year for US lenders
US bank stocks have suffered a brutal
start to 2016. Out of the 90 stocks on
the S&P financials index, just eight
were in positive territory for the year
during trading yesterday.
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Citigroup shares are down 27% this
year and trade at 6.5 times earnings

At the peak last July, the S&P 500 was
trading about 20 per cent above historical levels, and bank stocks were up to 25
per cent higher than their historical
averages, based on multiples of estimated earnings.
But none of these reasons is providing
much comfort to investors. At Edward
Jones, Ms Stemm is recommending clients ride out the turmoil by switching
big global universal banks for steadier,
US-focused lenders such as Wells Fargo
and US Bancorp.

capital raising. But Wells is expected to
make money over the coming months
and years. Deutsche has said that it cannot rule out another loss in 2016.
The German group has already
warned that it expects its capital ratio to
come under pressure in the first quarter
of this year, before rising thereafter,
helped in part by the sale of its 19.99 per
cent stake in Huaxia, the Chinese
lender. However, even if the benefits
from the Huaxia sale feed through, analysts worry about how Deutsche will
reach its midterm target — a CET1 ratio
of 12.5 per cent by the end of 2018.

“They said at their results that they
were not expecting to reduce their
risk-weighted assets this year and, coupled with a pretty weak earnings outlook, that means they’re not building
much capital organically over the year
ahead,” says Jeremy Sigee, an analyst at
Barclays.
“If they need to improve capital ratios
more rapidly, and don’t want to issue
equity at these price levels, then they
may have to look at other ways to
generate capital, such as selling further
assets, or being more aggressive on
deleveraging.”
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