
Broad, nuanced, and historically 
cheap—should value investors 
keep faith in financials?

Gabe Solomon
Co‑Portfolio Manager, 
Large‑Cap Value Fund

	— For value‑oriented investors, the financials sector remains one of the cheapest in 
the S&P 500 Index and is trading below its long‑term average valuation. 

	— Near‑term economic uncertainty and lingering concerns following the crisis in U.S. 
regional banking in March 2023 are weighing on investor sentiment.

	— The broad financials sector comprises a range of underlying industries, each with 
its own nuances and fundamental influences.
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T he financials sector remains one 
of the cheapest sectors in the S&P 

500 Index and is also cheap relative 
to its own historical average valuation 
level (Fig. 1). Economic uncertainty and 
the risk of recession are weighing on 
investor sentiment, while the banking 
crisis in March 2023 has also raised 
questions about potential systemic risk. 
However, while there are clear and obvious 
near‑term risks, the diverse nature of the 
financials sector means that there are 
many good businesses that are trading at 
seemingly cheap valuations. For investors 
with a deep understanding of the sector’s 
secular risks and a disciplined valuation 
focus, there is potential to exploit these 

mispricing opportunities and be well 
positioned to benefit from what we believe 
is a positive longer‑term sector outlook. 
Our long‑held view is that, over time, 
the prospects of the financials sector are 
closely tied to the strength or weakness 
of the underlying economy it serves. While 
the impact of rising U.S. interest rates is 
arguable, a slowdown in the economy, or 
possible recession, is a key headwind for 
the sector. Given this economic sensitivity, 
two questions immediately come to mind 
when assessing the near‑term sector 
outlook. First, where are we within the 
current economic cycle, and second, has 
the recent banking crisis resulted in any 
lasting damage to the sector?
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Financials closely aligned to 
economic health

Of course, any predictions about the 
economic cycle are ultimately a best 
estimation. It’s not possible to know 
exactly how the cycle will evolve, or if the 
coming months could see a soft landing 
or an outright recession. However, if 
we are correct in our view that the U.S. 
Federal Reserve is close to ending its 
cycle of interest rate hikes, then this would 
be broadly positive for financials, and at 
some point in 2024, we may see bank 
net interest margins expanding again. 

Even at the height of the banking crisis in 
March 2023, we felt comfortable that the 
economic backdrop had not deteriorated 
significantly. This gave us confidence 
that the banking stocks we owned were 
being overly discounted by the market, 
based on a too pessimistic view of the 
contagion spreading through the wider 
economy. Suffice it to say that, during any 
period of heightened uncertainty, it pays 
to go back to the start and reassess every 
assumption, on each individual stock, in 
light of the changed conditions.

The immediate deposit crisis 
is over

In terms of the banking sector, we believe 
that the deposit crisis in U.S. banking 
has been solved with time, but we 
cannot rule out further deposit runs. The 
failure of Silicon Valley Bank, Signature 
Bank, and First Republic Bank in March 
was undoubtedly a major shock to the 
financial system. Encouragingly, however, 
the banking sector has stabilized in the 
months since the crisis, suggesting a 
baseline level of resilience and settling of 
concerns over deposit flight. That said, 
the failure of three U.S. banks during the 
recent crisis serves as a stark reminder 
that no bank is ever completely immune to 
a potential run on its liquidity. 

Also stunning was just how quickly the 
fear contagion can accelerate in today’s 
world. Gone are the days when nervous 
customers would have to drive to a bank 
branch and potentially wait in line around 
the block to withdraw their money. Today, 
the slightest chink in a bank’s armor 
can spread like wildfire via social media, 
regardless of how short term or fixable the 
issue may be. And before the bank can 
come up with solutions, or the Federal 
Reserve can act to provide support, 
customers have already placed their orders 
online to redeem their accounts.

Is the U.S. banking sector 
completely fixed? 

Looking back to the lowest point of the 
March 2023 banking crisis, the Federal 
Reserve made the key decision to create new 
lending facilities and the Federal Deposit 
Insurance Corporation (FDIC) expanded 
its deposit insurance above USD 250,000 
in select instances. These decisive actions 
proved pivotal in helping to restore 
confidence in the U.S. banking sector. We 
believe, however, that the modern era of 
digital banking necessitates the expansion 
of deposit insurance in order to ensure 
long‑term confidence in the sector. However, 
Congress has not yet made any move on 
the insurance limit or a potential targeted 
expansion of deposit guarantees. 

The financials sector is one of the cheapest in the market
(Fig. 2) S&P 500 sector valuations
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U.S. financials are cheap compared with history
(Fig. 1) Near‑term uncertainty is weighing on investor sentiment
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As a result, the banking sector has had 
to rely on a less certain and more painful 
fix, which is simply the passage of time. In 
hindsight, this has worked, with some of 
the acute problems easing considerably in 
the months since March while banks have 
had time to rebuild their capital bases. 
However, while immediate concerns have 
been quelled and the current liquidity crisis 
is over, unless Congress legislates to raise 
the deposit insurance limits for U.S. banks, 
another banking sector crisis cannot be 
ruled out. 

The financials sector is broad 
and nuanced

The financials sector is one of the largest 
portions of the S&P 500 Index, comprising 
a number of underlying industries. While 
the crisis in the banking sector in March 
2023 has understandably focused 
investors’ minds on this area, it has also 
resulted in negative sentiment being 
applied to other financial industries, each 
with their own nuances, idiosyncrasies, 
and fundamental influences. As such, there 
are opportunities to find good businesses 
that are potentially mispriced. Here 
we consider some of these underlying 
industries in more detail. 

 Banking: Select regional banks 
look appealing on a valuation 
basis, and we are overweight 

this area of banking with a bias toward 
the Midwest region. Specifically, our 
focus is toward banks with strong deposit 
franchises. These businesses have very 
granular and engaged relationships with 
their customer bases. Compare this with 
the failed Silicon Valley Bank, for example, 
whose customer base was dominated 
by a relatively small group of “unicorn” 
depositors who made up a significant 
proportion of the bank’s total deposits.

More broadly, it is important to factor in 
the regulatory changes that have been 
introduced in response to the crisis. In our 

view, the potential impact on the earnings 
power of U.S. banks could be notably 
lower over time, compared with pre‑crisis 
levels. As such, moving forward, valuations 
should be weighed against banks’ 
structurally lower earnings potential. 

 Credit cards: We have zero 
exposure to pure‑play credit card 
businesses. These companies 

are most exposed to any weakening in the 
credit environment. The cost of credit card 
interest has risen to the highest level in 
decades, leading to increased delinquency 
levels. As such, we do not believe the 
current valuations on these stocks 
adequately discount the associated risk. 

 Capital markets: We also have 
zero direct exposure in the capital 
markets subsector, in areas 

like investment banks, asset managers, 
private equity, and trust banks. Our 
expectation at the start of the year was 
for a far worse environment for capital 
markets in 2023 than has actually panned 
out. The rally in growth stocks has been 
particularly supportive in the sector. We 
have some indirect exposure to capital 
markets through holdings in some of the 
large money center banks—companies 
that we feel have superior business models 
and that offer better valuations.

 Insurance: We have been 
overweight to insurance 
companies for some time, 

but the nature of that overweight has 
evolved more recently. Previously, the 
overweight was driven by a positive 
top‑down view, specifically a constructive 
view of the pricing environment for 
insurance companies. While the pricing 
argument is less compelling today, we 
remain overweight by virtue of bottom‑up 
stock selection. Particularly in defensive 
segments, like property and casualty 
insurance, we are finding opportunities 
where we believe headline valuations 
underrepresent a company’s “sum of its 
parts” true worth. 

Onshoring of U.S. industry 
represents a major tailwind 

Another important factor in our positive 
longer‑term view of the financials sector is 
the trend of onshoring of U.S. industry that 
is gathering pace. Driven by the chronic 
disruption to global supply chains, first 
due to the coronavirus pandemic and 
more recently as a result of geopolitical 
conflict, the onshoring or nearshoring of 
U.S. business operations and processes 
is being prioritized. The financials sector 
is likely to be a key beneficiary of the 
positive demographic trends associated 
with bringing these jobs back to the U.S., 
particularly banks in “middle America.” 

The prospect of “higher 
for longer” rates favors 
value investing 

As we continue to move through the 
post‑pandemic economic recovery, we 
believe that the backdrop of persistent 
U.S. inflation and higher‑level interest 
rates will remain prevalent for some time. 
This represents a supportive backdrop 
for value investing, as investors refocus 
on the appeal of near‑term profits bought 
at lower prices. As such, the large and 
diverse financials sector will continue 
to present a range of stock‑specific 
value‑oriented opportunities. However, a 
cautious approach also seems prudent 
in the near term as weakening economic 
output, high inflation, regulatory pressures, 
and potentially lower earnings ensure 
ongoing volatility. Longer term, however, 
the outlook appears more compelling. 
Ironically, the recent banking crisis 
highlighted that lessons have been learned 
over recent decades, resulting in a more 
resilient, better capitalized, and durable 
sector overall. As the economic landscape 
turns more supportive, and the impact 
of U.S. onshoring is increasingly felt, the 
financials sector looks set to make good 
progress, particularly given the current 
low‑level sector valuation.

The financials sector weight in the Large‑Cap Value Fund as of 10/31/2023 was 19.11%. 
T. Rowe Price uses the current MSCI/S&P Global Industry Classification Standard (GICS) for sector and industry reporting. T. Rowe Price 
will adhere to all updates to GICS for prospective reporting.
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Important Information

Call 1‑800‑225‑5132 to request a prospectus or summary prospectus; each includes investment objectives, risks, fees, 
expenses, and other information you should read and consider carefully before investing.
This material is provided for informational purposes only and is not intended to be investment advice or a recommendation to take any particular 
investment action.
The views contained herein are those of the authors as of November 2023 and are subject to change without notice; these views may differ from those 
of other T. Rowe Price associates.
This information is not intended to reflect a current or past recommendation concerning investments, investment strategies, or account types, advice 
of any kind, or a solicitation of an offer to buy or sell any securities or investment services. The opinions and commentary provided do not take into 
account the investment objectives or financial situation of any particular investor or class of investor. Please consider your own circumstances before 
making an investment decision.
Information contained herein is based upon sources we consider to be reliable; we do not, however, guarantee its accuracy. Actual outcomes may 
differ materially from any estimates or forward‑looking statements provided.
Past performance is not a reliable indicator of future performance. All investments are subject to market risk, including the possible loss of principal. 
The value approach to investing carries the risk that the market will not recognize a security’s intrinsic value for a long time or that a stock 
judged to be undervalued may actually be appropriately priced. Financial services companies may be hurt when interest rates rise sharply 
and may be vulnerable to rapidly rising inflation. All charts and tables are shown for illustrative purposes only.
T. Rowe Price Investment Services, Inc.
© 2023 T. Rowe Price. All Rights Reserved. T. ROWE PRICE, INVEST WITH CONFIDENCE, and the Bighorn Sheep design are, collectively and/or apart, 
trademarks of T. Rowe Price Group, Inc.
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T. Rowe Price identifies and actively invests in opportunities to help people thrive in an 
evolving world, bringing our dynamic perspective and meaningful partnership to clients 
so they can feel more confident.


