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Financials have significantly underperformed the market this year and their weight within the S&P 500 Index 
has fallen to levels last seen at the depth of the Great Financial Crisis--when the survival of many of them 
was in question.  This time it has happened as earnings estimates have been pressured by expectations for 
higher credit losses, along with the negative impact of lower interest rates on their spread revenues.

With credit losses more fully reflected on banks’ balance sheets now, earnings should rebound from this 
pressure point provided there is not a meaningful backslide in the economy.  A significant portion of the 
negative impact of lower rates has also now been reflected in bank earnings.  While this headwind will linger 
over the next few years if current interest rates persist, the fact that the share of market cap has declined 
well ahead of the earnings may indicate a degree of overreaction by investors.

Uncertainty over the economic recovery and ultimate credit losses may continue for some time. But if credit 
loss estimates do not rise materially, there appears to be opportunity for Financials to recover relative to the 
rest of the market.  This would likely also be positive for Value stocks, in general, since Financials are heavily 
represented in that cohort.
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