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Financial Sector Overview: Q1 2014 
 
 

XLF versus S&P 500 1-Year Price Chart  
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 3 Month 
(Cumulative) 

 6 Month 
(Cumulative) 

 1 Year 
(Cumulative) 

 5 Year 
(Annualized) 

S&P 500 TR USD 10.51   16.31   32.39   17.94 

Financial Select Sector SPDR® 10.26   13.41   35.37   13.68 

                      Source: Morningstar Direct 

 
 
The following report will describe the financial sector in its present state.  It will begin with a 

brief discussion of the sector as defined by the Global Industry Classification Standard (GICS).  Then, it 
will touch upon the sensitivity, common characteristics, macro drivers, and current macro environment 
of the sector.  Lastly it will incorporate a valuation comparison of leading companies and a discussion 
of XLF (the sector benchmark) and the S&P500. 

The financial sector provides financial services to a wide variety of commercial and retail 
customers.  There are many different types of firms within the financial sector such as banks, insurance 
companies, stock brokerages, and money markets.  The first industry is banking which consists of two 
sub industries. Among these is commercial banking which includes diversified banks and regional 
banks. These banks have activities in retail banking and small corporate lending.  An example of a firm 
in the banking industry is Wells Fargo (WFC).  The next sub-industry includes thrifts and mortgage 
finance.  These are institutions that deal with mortgage related services.  Another industry within the 
financial sector is diversified financials. The first sub industry is consumer finance. The firms within this 
sub industry provide services such as personal credit, lease financing and other personal financial 
services.  The next sub industry within the diversified financials industry is capital markets. This 
includes firms that provide asset management and investment banking.  The next industry within the 
financial sector is insurance. There are many different sub industries for insurance, some including, 
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insurance brokers, life and health insurance, multi-line insurance, and property and casualty insurance. 
An example of an insurance company in the S&P 500 is ACE Limited (ACE). The last industry within the 
financial sector is real estate. The sub industries within real estate include REITs, and real estate 
management and development. REITs are real estate investment trusts that deal with industrial, 
mortgage, office, residential, and retail properties. An example of a real estate company within the 
S&P 500 is the CBRE Group (CBG).  

According to John Stumpf (CEO of Wells Fargo), the current interest rates are low and there are 
not enough loans. He states that in an ideal world, they would loan out all the money they have. 
However, companies are only able to loan out around 80 cents for every dollar (Brady, 2013).  In the 
current macro environment, there are many changes that are taking place. The Fed is currently 
heightening regulation by being stricter with monetary policies. Also, many companies are de-
leveraging which is lowering the demand for loans. The current changes are going to greatly affect the 
outlook for 2014. According to an article by Deloitte, the financial sector is going to focus on growth in 
2014. In Exhibit 1 in the appendix, they describe the potential actions of industries within the financial 
sector (Deloitte, 2014).  After looking at this exhibit, one can see that the main theme is growth and 
expansion.  

 
The Financial sector is cyclical to the business cycle, and with an industry average beta of 1.37 

(reuters.com), volatility of earnings is an ongoing concern.  The three largest components of sector 
sensitivity are (1) economic flux, (2) public perception, and (3) inherent difficulties, primarily 
uncertainty and asymmetric information.  

In the coming Q1 and Q2, emerging market uncertainty is one of the most pervasive concerns 
toward the sector in terms of economic instability.  Continuing volatility in emerging markets coupled 
with concerns about weakness in China led to a sharp decline of the XLF index between January and 
February; also of significance, emerging markets provide substantial commodity inputs to China, and 
China’s dependence on fixed asset investments as a percentage of GDP is still over 50% (Smead, 
2014)— these emerging markets have not telegraphed any signs of departure, and predicatively, things 
will be bad once the current liquidity-driven investment boom subsides (msnbc.com Video).  
Companies involved with world banking and investments, such as the likes of Goldman Sachs, will have 
to negotiate high interest rate environments abroad while domestically, Fed tapering might make long-
end (10yr) rates go appreciatively higher possibly putting a cap on equities.  Albeit, a steeper yield 
curve helps banks increase profit margins, and it could signal greater money velocity occurring in the 
financial system.   

Sensitivity in the banking sector is subject to movement based on domestic and international 
speculation, but this level of flux is not present in all sectors of the finance industry; whereas, 
leveraged and traditional ETFs impact the volatility of real estate stock prices more so than EM’s 
(Curcio et al., 2012). Insurance on the other hand predicts earnings via premium profiteering based 
roughly on premiums plus investment income less losses paid, operational costs and taxes—
“Historically, this money was invested in stocks, bonds and real estate. However, (recently) companies 
such as AIG got caught trying to increase the yield on their returns by investing in sub-prime mortgage 
markets and mortgage backed securities (Rothbort, 2008)” which exacerbated the late 2000s crisis 
initiating a litany of policies that loom over the financial system to date. Impacts of Dodd-Frank, the 
Basell II Accord, etc., are felt across the sector, but to varying degrees based on capital ratios and 
sector/firm specific risk thresholds.  
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In recent news, banks ease standards as mortgage business slows down. “Wells Fargo (WFC) 
has lowered the minimum FICO score for borrowers applying for FHA loans to 600 from 640, and 
JPMorgan (JPM +0.1%) plans to lower LTV standards for both jumbos and conforming mortgages, 
reports TheStreet.” (SeekingAlpha.com)  

With the XLF fielding 1.1x velocity in a moderately bullish circumstance, predictions estimate 
growing figures within banking and credit services given to a departure from slow mortgage and loans 
business, whereas brokerages and asset managers rely in part on advisory services in unstable 
emerging markets making their global market returns more volatile in the short run.  

 
Capital expenditures in the financial sector are low compared to other sectors. These 

expenditures vary depending on the industry within the sector, however. Life and Health Insurance 
companies spend next to nothing on capital expenditures, banks have most of their assets tied up in 
long-term investments making capital expenditures for both large and small banks very minimal. Real 
Estate Investment Trusts (REITs) are the main spenders on capital expenditure for the finance sector. 
Companies within the sector also spend very little on research and development. The largest research 
and development spending comes from innovation.  

The largest expenditures in the financial sector stem from legal expenses. The JPMorgan 
settlement in November of 2013 was coined the largest settlement in US history involving issues 
surrounding insider trading. The settlement triggered other banks such as Bank of America, Citigroup, 
Goldman Sachs and Morgan Stanley, among others, to set aside billions for future litigation costs 
(NYTimes). Legal expenses cause the volatility of the sector to vary. Seen in Exhibit 2, JPMorgan had a 
great amount of visible volatility during the months surrounding the settlement, compared to both the 
financial sector and the S&P 500.  

 
Macroeconomic drivers have a large effect on the financial sector.  Evidence of the financial 

sectors sensitivity to economic changes can be seen in the sectors beta of 1.37 (Reuters.com).  The 
three most pertinent macroeconomic drivers are regulation, interest rates and U.S. economy as a 
whole. 

Recent regulations and upcoming regulations are the biggest issues facing the financial sector.  
After the financial crisis in 2008 there was a huge push for financial reform.  As a result, Congress 
passed the Dodd-Frank Wall Street Reform and Consumer Protection Act in 2010.  Its main goals were 
to keep banks in check, consolidate regulatory agencies and increase transparency in derivatives 
trading (Schapiro, SEC).  The Volker Rule is a new piece of legislation that will be effective in July of 
2015.  This law will further restrict proprietary trading, market making, access to capital and the use of 
private equity.  These two laws have already begun to restrict the growth potential of large banks and 
investment firms.  Over the next few years they will have significant negative effects on earnings and 
share prices.  However they will have little effect on the insurance portion of the financial sector 
(Morningstar). 

The second most important macroeconomic driver is the interest rate.  If the Federal Reserve 
continues to taper QE3, interest rates will rise.  This will affect every industry in the financial sector.  
Banks and brokerages will benefit from increased margins in the long term, but won’t benefit 
substantially in the short term.  Asset Managers may be negatively affected by the rise in rates because 
raising interest rates would theoretically lower equity valuations.  A correction in the stock market 
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could reverse the gradually increasing risk appetites of investors.  The insurance industry has been 
traditionally very exposed to the direction of the overall market.  Recently their higher premiums have 
been offset by lower interest rates and lower investment income (Morningstar). 

Lastly we identify the economy as a whole as a macroeconomic driver.  Though this statement 
is slightly redundant, we are simply identifying the financial sectors reliance on indicators such as GDP, 
employment, inflation etc.  For example, Investment Banks and Brokerages have a beta of 1.87 
(Reuters).  The only industry in the financial sector with a beta less than one is the Real Estate 
Investment Trusts. 

 
One of the biggest potential effects on the 2014 outlook is the Fed’s decision to taper off their 

easy monetary policies. This would greatly affect the financial sector because a direct result from 
tapering off easy monetary policies is an increase in interest rates. Theoretically, this would hurt the 
financial sector because an increase in interest rates would lower the demand for loans. (Kenny, 2013) 
However, an increase in interest rates could increase profit margins on new loans. Overall, the decision 
to discontinue quantitative easing shows an increase in confidence in the economy. This means that 
the Fed believes that the economy can support itself without the assistance of the government 
pumping in new funds. Despite earlier announcements of the Fed easing off quantitative easing, Janet 
Yellen recently announced that the Fed will stay the course on tapering. This could mean that interest 
rates could remain low until they decide to increase their tapering efforts.  

 
The current industry life cycle stage places the XLF index in the upswing, showing expansive 

growth from the 2013 fiscal year carrying over into 2014. Financial services are positively correlated 
with the overall state of the economy, which places investment banks and brokerages in the greatest 
position to profit in a healthy environment (1.87 Beta), and REITs and Insurance as the most risk 
tolerant. The XLF pre-recession was at +60% (Yahoo Finance, XLF), and with nearly that much room to 
expand as of 2014; steady growth in the long run will equilibrate before any macro-decline occurs, 
especially with so many more regulations in place than before the recessional crisis.  
  With the regulations placing pressure to increase capital ratios with greater risks on the 
horizon, when the financial services sector displays reluctance to lend, this may be indicative of an 
impending downturn. Albeit, with big names like JPMorgan Chase and Wells Fargo slightly alleviating 
the mortgage standards, this telegraphs the sectors’ anticipation of upcoming economic stability.  

The competitive landscape is twofold: (1) disruptive challenges of new innovators, and (2) 
regulatory impacts, especially taking into consideration which firms fare better under the proscriptions 
of the laws versus others. In regard to the latter, a prevalent example of the impact is the level of data 
inquiry being displayed by the Consumer Financial Protection Bureau (CFPB): “According to [a 
congressional] hearing testimony, every federal employee has access to the database, which has credit 
report data on 53 million American borrowers. (Roller, 2014)” With this level of transparency, the woes 
of asymmetric information lessen, but heightened levels of scrutiny may impact the volatility of 
earnings if bureaucratic measures interrupt free market business practices.  

In regard to new innovators, disruption will primarily occur in technological advances and how 
that translates into “big data” success. Insurance companies typically spend 3-5% of their premium on 
I.T. (Turner et. al., 2013) because of a heavy reliance on actuarial sciences, so looking towards the 
insurance industry for a competitive advantage in the short-, mid-run is recommended. Sophisticated 
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analytical tools and data management push technological innovation, and the companies that 
capitalize on this trend will increase the bottom line while simultaneously appeasing lawmakers with 
transparent data.  

 
The following paragraph is a valuation comparison of the four stocks Goldman Sachs, First Cash 

Financial Services, Investors Title Company, and Realty Income Corporation against their sector and 
industry averages.  Their respective industries are banking, consumer financial, insurance and REIT.  
Appendix 3 – Exhibit 7 shows that Goldman Sachs is undervalued based on earnings, sales, and cash 
flow compared to its industry and sector.  First Cash Financial Services is undervalued based on 
earnings and sales but overvalued on book value against its industry.  Investors Title Company is 
consistently undervalued compared to its sector and overvalued against its industry.  Lastly, Realty 
Income Corp is primarily overvalued compared to Industry and sector (Reuters).  It is important to note 
that valuation ratios are important but only explain a small part of these complex financial firms. 

XLF follows the overall S&P financial sector index. It was created in December 1998 and has 
assets under management that surpass $6.8 billion. XLF has an average daily trading volume of 75 
million shares (Fry, 2011). In the 3-month price chart (Exhibit 3) it is clear that XLF outperformed the 
S&P 500 consistently. The visible increase in mid- December is due to the Fed announcing the decision 
to begin tapering. Interest rates rose 3.6% in the 24 hours immediately following this announcement. 
And the S&P 500 ended the day after the announcement at an all-time high. The sizeable dip at the 
end of January 2014 was due to the selloff in emerging market currencies. This caused central banks to 
raise their interest rates, which in turn sent the S&P 500 and XLF down 3.6% (Somerville, 2013). The 
overall 3-month return for the period for the S&P 500 was 10.51 and 10.26 for XLF (Morningstar).  

Exhibit 4 represents the 6-month price chart for the sector ETF. Around October is a sizable 
drop in the S&P 500 and XLF, which was around the time of the government shutdown. Interest rates 
went down, which in turn caused the return to plummet for this time period. Overall both XLF and the 
S&P 500 performed similarly for this 6-month period, however the overall S&P 500 return for the 
period was 16.31 while XLF was at 13.41 (Morningstar).  

XLF outperformed the S&P 500 for the majority of the 1-year price chart. Large banks such as 
Bank of American Corp, JPMorgan Chase & Co, Citigroup and Wells Fargo make up a large proportion 
of the sector, meaning when they are performing well or poorly, the price chart for XLF will be effected 
either positively or negatively. These larger companies have a considerable effect on the return and 
price charts for the sector. Seen in Exhibit 5, both the S&P 500 and XLF were getting positive returns, 
which kept growing throughout the year. The S&P 500 underperformed XLF with an average return of 
32.39, with XLF at 35.37 (Morningstar). Seen in Exhibit 6, the 5-year price chart outlines the very end of 
the financial crisis surrounding 2008. The crisis hit small banks drastically, and they are still recovering 
today. Both XLF and the S&P 500 performed similarly for the majority of this time frame; nevertheless 
the average S&P 500 return was 17.94 with XLF staying at 13.68 (Morningstar). 
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Appendix 1 
 
Exhibit 1- Outlook for 2014; source: deloitte.com 

 
 

Exhibit 2- JPMorgan volatility; source: reuters.com 
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Appendix 2 

 

Exhibit 3- 3-Month XLF Price Chart; source: reuters.com 

 
 

Exhibit 4- 6-Month XLF Price Chart; source: reuters.com 

 
Exhibit 5- 1-Year XLF Price Chart; source: reuters.com 
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Appendix 3 

 

Exhibit 6- 5-Year XLF Price Chart; source: reuters.com 

 
 
Exhibit 7 – Valuation Matrices, source: reuters.com 
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