
 © Hedgeye Risk Management LLC. All Rights Reserved. 

JAN 1, 2015 

TEAM MEMBER ONE 
TEAM MEMBER TWO 

TEAM MEMBER THREE 
TEAM MEMBER FOUR 

 © Hedgeye Risk Management LLC. All Rights Reserved. 

CREDIT CARDS 
VALUE TRAPS WITH DOWNSIDE RISK 
SEP 28, 2016 

JOSHUA STEINER, CFA 
JONATHAN CASTELEYN, CFA 

 © Hedgeye Risk Management LLC. All Rights Reserved. 



2  © Hedgeye Risk Management LLC. All Rights Reserved. 

DISCLAIMER 
Hedgeye Risk Management is a registered investment advisor, registered with the State of Connecticut.  Hedgeye Risk 
Management is not a broker dealer and does not provide investment advice for individuals. This research does not constitute 
an offer to sell, or a solicitation of an offer to buy any security. This research is presented without regard to individual 
investment preferences or risk parameters; it is general information and does not constitute specific investment advice.  This 
presentation is based on information from sources believed to be reliable. Hedgeye Risk Management is not responsible for 
errors, inaccuracies or omissions of information.  The opinions and conclusions contained in this report are those of Hedgeye 
Risk Management, and are intended solely for the use of Hedgeye Risk Management’s clients and subscribers.  In reaching 
these opinions and conclusions, Hedgeye Risk Management and its employees have relied upon research conducted by 
Hedgeye Risk Management’s employees, which is based upon sources considered credible and reliable within the 
industry.  Hedgeye Risk Management is not responsible for the validity or authenticity of the information upon which it has 
relied.  
 

TERMS OF USE 
This report is intended solely for the use of its recipient.  Re-distribution or republication of this report and its contents are 
prohibited.  For more details please refer to the appropriate sections of the Hedgeye Services Agreement and the Terms of Use 
at www.hedgeye.com 

DISCLAIMER 
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PLEASE SUBMIT QUESTIONS* TO 
  

QA@HEDGEYE.COM 

*ANSWERED AT THE END OF THE CALL  
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IT’S LATE CYCLE 
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SMALL BUSINESS CANARIES – LOAN VOLUMES 

Small Business lending 
volumes dropped -12.7% 
MoM in July according 
to the latest Thomson 
Reuters/Paynet Small 
Business Lending Index.  
At an index reading of 
121.5, this represents the 
slowest pace of small 
business lending activity 
in almost two years 
outside of the peak 
growth/deflationary 
angst print in January. 
 
Looking back, lending 
peaked in Jan, 2007 in 
the last cycle and 
declined ~15% by the 
end of 2007. This cycle, 
lending peaked in June, 
2015 and is now down 
~17%. 

Data Source: Thomson Reuters/PayNet  
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SMALL BUSINESS CANARIES – LOAN VOLUMES 

The Y/Y change taking 
place in small business 
lending originations is 
also striking. Three of 
the last four monthly 
prints have been 
negative Y/Y and the 
most recent print is 
down over 15%. The last 
time the index looked 
like this was December, 
2007. 

Data Source: Thomson Reuters/PayNet  
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SMALL BUSINESS CANARIES - DELINQUENCIES 

Small Business loan 
delinquencies  volumes 
dropped -12.7% MoM in 
July according to the 
latest Thomson 
Reuters/Paynet Small 
Business Lending Index.  
At an index reading of 
121.5, this represents the 
slowest pace of small 
business lending activity 
in almost two years 
outside of the peak 
growth/deflationary 
angst print in January. 

Data Source: Thomson Reuters/PayNet  



8  © Hedgeye Risk Management LLC. All Rights Reserved. 

SMALL BUSINESS CANARIES - DELINQUENCIES 

While the uptick in small 
business delinquencies 
thus far has been 
relatively small, it’s also 
been the largest 
increase we’ve seen 
since the Great 
Recession.  

Data Source: Thomson Reuters/PayNet  
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LARGE & MID-SIZE CANARIES – C&I LOANS 

A net percentage of 
banks tightened C&I 
lending standards for 
the fourth quarter in a 
row in the most recent 
Fed Senior Loan Officer 
Survey (Early August). 
9% of banks tightened 
C&I standards for large 
and medium firms (7% 
for small firms). While 
the net percentages are 
still fairly low, it’s the 
trend inflection that 
matters. 

Data Source: Federal Reserve 
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LARGE & MID-SIZE CANARIES – C&I LOANS 

Historically, when C&I 
standards have begun 
to tighten it has 
coincided with a general 
tightening in credit 
conditions.  

Data Source: Federal Reserve 
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LARGE & MID-SIZE CANARIES – CRE LOANS 

The persistent negative 
responses in the C&I 
and CRE lending 
categories appears to 
be signaling an 
inflection point in the 
credit cycle. The chart 
to the left shows 
historical C&I lending 
standards (LHS) vs the 
S&P 500 Financials 
Index (RHS). C&I lending 
standards have 
historically begun 
tightening coincident 
with or ahead of peaks 
in Financial equity 
prices.  

Data Source: Federal Reserve, Hedgeye 
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LARGE & MID-SIZE CANARIES – CRE LOANS 

Commercial real estate 
(CRE) lending saw 
continued tightening 
this quarter across all 
three subcategories: 
Construction & 
Development (C&D), 
Nonfarm Nonresidential, 
and Multifamily.  
This marks the fifth 
quarter in which 
standards have 
tightened on C&D loans 
and the fourth quarter in 
which Nonfarm 
Nonresidential loans 
have seen standards 
tighten. The MF 
category reached a new 
high at 44.3% of banks 
tightening this quarter. 

Data Source: Federal Reserve 
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CONSUMER CANARIES – NON-MORTGAGE CONSUMER 

Consumer loan 
standards are also 
trending towards 
tightening. Auto loans 
are the most 
conspicuous example, 
where lending 
standards are now 
tightening, but credit 
card and other 
consumer loans (ex card 
and ex auto) are also 
trending towards the 
zero-bound. 

Data Source: Federal Reserve 



14  © Hedgeye Risk Management LLC. All Rights Reserved. 

SHOCK ABSORBERS? 

One of the challenges 
as we move into this 
next cyclical downturn 
will be the Fed’s ability 
to stimulate. In the last 7 
cycles, the Fed has 
eased rates by an 
average of 750 bps. In 
the last two cycles, it 
has cut rates by 560 
and 520 bps. The 
current policy cushion, 
meanwhile, is less than 
50 bps. 

Data Source: NBER, BEA, BLOOMBERG, CENSUS, HEDGEYE 



15  © Hedgeye Risk Management LLC. All Rights Reserved. 

ISM MANUFACTURING AND SERVICES ARE ROLLING OVER 

ISM Services print worst 
since 2010.  Drops -4 
pts sequentially with 
Business Activity and 
New Orders dropping a 
remarkable -7.5 pts and 
-8.9 pts, respectively.  
Employment down -0.7 
and barely holding 
positive at 50.7 as well.  
 
New Orders posted its 
largest sequential 
decline in 104 months. 
 
 

Data Source: ISM, Bloomberg, Hedgeye  
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THE PREPONDERANCE OF US ECO DATA IS WORSENING 
Dividing the economy into 
Services & Goods, here’s 
how August looked: 
Goods = Contraction 
Services = worst print since 
2010. 
 
Let’s consider data breadth. 
  
The Tale of the Aug Tape: 
1. Chicago PMI = Worse 
2. ISM Services = Worse 
3. ISM manuf. = Worse 
4. Markit Manuf. PMI = Worse 
5. Bbg Cons. Conf. = Worse 
6. NFP = Worse 
7. ISM New York = Worse 
8. Auto Sales = Worse 
9. Labor Mkt Cond. = Worse 
10. Retail Sales = Worse 
11. Housing Starts = Worse 
12. Exist. Home Sales = Worse 
13. Industrial Prod. = Worse 

Data Source: Bloomberg, BLS, BEA, Census, NAR, Hedgeye  
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LABOR IS LONG IN THE TOOTH 

The last three cycles 
have seen initial jobless 
claims fall below 330k 
and remain below that 
level for 24 months, 45 
months and 31 months, 
respectively. That works 
out to an average of 33 
months. The current 
cycle is now entering its 
32nd month below 330k 
indicating that we’ve 
eclipsed the late 1980s 
expansion and the 
2000s expansion and 
we’re now ~12 months 
away from tying the 
1990s expansion in 
duration. 

Data Source: Dept. of Labor, Factset, Hedgeye  
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LABOR IS LONG IN THE TOOTH 

Meanwhile, small 
business hiring plans 
appear to be slowing.  
 
Bear in mind,  
Small Businesses 
represent ~99% of total 
U.S. Employer firms, 
~50% of total Private 
Sector Employment 
and ~60% of net private 
sector hiring on a 
monthly basis.  
  
The trend in small 
business hiring, 
confidence and 
investment spending 
remains critical to 
aggregate trends in 
employment and 
economic activity.  In 
short, it still matters.  

Data Source: NFIB, Bloomberg, Hedgeye 



19  © Hedgeye Risk Management LLC. All Rights Reserved. 

THE CURIOUS CASE OF THE MATERNITY SLOWDOWN 

There’s another 
interesting sign of 
slowdown occurring and 
that is that maternity 
rates nationwide have 
been slowing over the 
last six months.  
 
Historically, maternity 
rates decline amid 
recessionary periods.  
The Pew chart to the left 
shows the reductions in 
birth rates that followed 
the 2000 and 2007 pre-
recessionary peaks. 

Data Source: Hedgeye, Pew 
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MEANWHILE, THE MARKET’S VALUATION IS STRETCHED 

It’s worth mentioning 
that on a CAPE Ratio 
(Shiller P/E) basis, the 
market is at 26.9x and is 
trading above valuation 
levels seen 95% of the 
time over the last 135 
years. 
 
AQR has analyzed the 
prospective market 
returns in the decade 
following various levels 
of CAPE valuation and 
has found that when the 
market is in the 10th 
decile, as it is today, the 
expected forward real 
return is just 0.5% per 
year for the next 
decade. 

Data Source: AQR (An Old Friend: The Stock Market’s Shiller P/E, Clifford Asness, Ph.D.), multipl.com/shiller-pe  
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CYCLE PERFORMANCE STUDIES – FINS SUBSECTORS 

We were curious 
whether certain 
subsectors of Financials 
were consistent 
underperformers / 
outperformers based on 
different points in the 
cycle.  
 
This is the output of the 
first of three cycles that 
we evaluated. It covers 
the 1991-2002 period. 
We divided the Early / 
Mid / Late cycle bins 
evenly and compared 
performance. Cards 
were one of the best 
mid-cycle performers 
and one of the worst 
late-cycle. Note, there 
was no early cycle 
performance to evaluate 
due a lack of 
companies  Data Source: Factset, Hedgeye 
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CYCLE PERFORMANCE STUDIES – FINS SUBSECTORS 

This is the output of the 
second of three cycles 
that we evaluated. It 
covers the 2003-2009 
period. Cards were one 
of the better early-cycle 
performers, but 
performed poorly mid-
cycle and were the 
second worst overall 
subsector late cycle.  
 
It’s interesting to note 
that cards were the 
second worst overall 
performer in both the 
previous cycle and this 
cycle.  

Data Source: Factset, Hedgeye 
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CYCLE PERFORMANCE STUDIES – FINS SUBSECTORS 

In this final assessment, 
we’ve taken some 
creative liberty. Namely, 
we’ve assumed that the 
cycle lasts one more 
year. This was a 
necessary assumption 
in order to divide the 
cycle into even thirds 
and analyze 
performance. For 
reference, the 1990s 
cycle lasted 9 years, the 
2000s cycle lasted 6 
years, and our 
assumption is that this 
cycle lasts 8 years. 
Interestingly, cards were 
the second best 
performing sector early 
cycle, top-third mid-
cycle and thus far are 
bottom quartile late 
cycle. 

Data Source: Factset, Hedgeye 
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THE RE-EMBRACE OF SUBPRIME 

In a classic date 
with density, 
lenders began 
re-embracing 
subprime 
borrowers a few 
years back and 
now the signs of 
stress are 
beginning to  
show. 

…executives warn the long boom 
in credit quality has peaked. “ ” 

Lenders including J.P. Morgan Chase & Co., 
Wells Fargo & Co., Capital One Financial 
Corp. and Discover Financial Services said on 
earnings calls this month that they have 
bolstered their reserves—in some cases for 
the first time in years—to prepare for an 
uptick in loan losses. 

“ 
” http://www.wsj.com/articles/banks-bet-on-consumers-is-getting-riskier-1469221959  

Data Source: Wall Street Journal 

http://www.wsj.com/articles/banks-bet-on-consumers-is-getting-riskier-1469221959
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CAPITAL ONE (COF) 
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$19,870 

$2,384 
$1,624 

$690 

Net interest income

Interchange fees, net

Svcs charges

Other non-interest
income

COF NET REVENUE BY TYPE 
(2Q16 TTM, Millions) 

Source: Capital One 

SEGMENTS 
• Credit Card—consumer and small 

business card lending 
• Consumer Banking—Auto 

Finance, Home Loans, Branch-
based lending and deposit 
gathering 

• Commercial Banking—Lending 
and deposit gathering to 
commercial customers with annual 
revenues between $10M and $1B. 
 

CAPITAL ONE: COMPANY OVERVIEW 

$15,406 
$6,458 

$2,531 

$173 

Credit Card

Consumer Banking

Commercial Banking

Other

COF NET REVENUE BY SEGMENT 
(2Q16 TTM, Millions) 

Source: Capital One 
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CAPITAL ONE: COMPANY OVERVIEW 

$15,406 

$6,458 

$2,531 

$173 

Credit Card

Consumer Banking

Commercial Banking

Other

COF NET REVENUE BY SEGMENT 
(2Q16 TTM, Millions) 

Source: SEC Filings 

Consumer Banking: 26% Revs & NI 

Commercial Banking: 11% Revs, 10% Net Income 

62% 

11% 

26% 

US Card: 57% Revs & Net Income 
Intl Card: 5% 
-------------------- 
Credit Card: 62% 
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CYCLE PERFORMANCE – CAPITAL ONE (COF) 

Capital One offers a 
fascinating look at the 
cyclical performance 
nature of credit card 
stocks having come 
public in 1994 and being 
a monoline card 
company until the mid-
2000s. Peak to trough 
declines in the last two 
cycles have been -66% 
and -90%, and the 
stock is currently down 
-22% from its mid-2015 
peak. Late cycle returns 
in the last two cycles 
were -11% and -82%.  

Data Source: Factset, Hedgeye 
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CYCLE PERFORMANCE – CREDIT CARD LOANS 

Here’s a snapshot of the 
longer-term trend in 
credit card delinquency 
rates – this is Fed data 
for all US banks. The 
data is seasonally 
adjusted. 

Data Source: Federal Reserve, Hedgeye 
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MIGHTY OAKS, FROM LITTLE ACORNS GROW 

The turn has finally 
begun with delinquency 
rates just starting to 
peak above zero for the 
first time this cycle in 
the last few quarters. 
While the magnitude of 
the move isn’t overly 
impressive as yet, this is 
how all previous cycles 
have looked at their 
twilight. 

Data Source: Federal Reserve, Hedgeye 
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MIGHTY OAKS, FROM LITTLE ACORNS GROW 

The Fed’s Survey of 
Consumer Expectations 
showed a recent 
upswing in the 
percentage of 
respondents who said 
they would be unable to 
make minimum 
payments on certain of 
their debt obligations in 
the next three months. 
 
The percentage rose 
from the 11-12% range in 
2015 to ~14% as of the 
latest readings. 
Considering that DQ 
rates are still near all-
time lows for most card 
issuers, this is certainly 
cause for concern. 

Data Source: Survey of Consumer Expectations – NY Fed, Hedgeye 
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MIGHTY OAKS, FROM LITTLE ACORNS GROW 

Here’s the Y/Y change 
in the previous chart. 
The trend has been 
accelerating since mid-
2015. 

Data Source: Survey of Consumer Expectations – NY Fed, Hedgeye 



33  © Hedgeye Risk Management LLC. All Rights Reserved. 

WHEN RICH SPEAKS, WE SHOULD LISTEN… OR SHOULD WE? 

RICH FAIRBANKS: THE THINGS TO WATCH FOR ON CREDIT QUALITY 
• Rising Delinquencies 
• Rising Roll Rates 
• Rising Bankruptcies 
Data Source: SEC Filing (Form 425, 8/2/06) 

These comments were made at a Sell Side Luncheon, July 28, 2006 
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US CARD CREDIT QUALITY  LOOKS GOOD … 

At first glance, there’s 
nothing especially 
remarkable about 
Capital One’s credit 
quality situation. 30+ 
day delinquency rates in 
the US Card book are at 
3.52% as of August, 
which is generally in-line 
with the 3.0-3.5% range 
they’ve been in since 
2013. 

Data Source: SEC Filings 
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US CARD CREDIT QUALITY  LOOKS GOOD … OR DOES IT? 

Delinquency rates are 
seasonally impacted 
and tend to rise late in 
the year and fall early in 
the year. As such, one 
needs to look at them 
on a Y/Y basis for a 
more accurate depiction 
of what’s really 
happening. Post 
recession, credit quality 
was a major tailwind, 
and remained a steady 
tailwind in the 2012-
2014 period. Since 
early-2015, however, 
credit costs have been 
growing steadily. You’d 
have to go back to 
Spring, 2007 to find the 
last time credit costs 
were growing as quickly. 

Data Source: SEC Filings 

HSBC/BBY Noise 
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COF: A SNAPSHOT OF THE CONSUMER BUSINESSES 

DELINQUENCIES & NCO’S ARE RISING AT AN ACCELERATING RATE 
• The credit situation in US Card is deteriorating with 30+ Delinquency rates +40 bps Y/Y, NCO rates +65 bps Y/Y. 
• The credit situation in International Card is also deteriorating with 30+ Delinquency rates +59 bps Y/Y, NCO rates +109 bps Y/Y. 
• The credit situation in Auto Finance is stable with 30+ Delinquency rates -8 bps Y/Y, NCO rates +4 bps Y/Y. 
 Data Source: SEC Filings 
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CREDIT DETERIORATION  IT’S NOT JUST CAPITAL ONE 

DELINQUENCIES & NCO’S ARE RISING AT A MAJORITY OF ISSUERS 
• Credit quality is now deteriorating at four (COF, DFS, AXP, C) of the big six card issuers, with DQs and NCOs up Y/Y. 

 
 

 Data Source: SEC Filings 
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CREDIT QUALITY  ROLL RATES 

Roll rates are an 
important analytical tool 
for determining whether 
there’s greater flow-
through from early stage 
delinquencies to later 
stage delinquencies, 
and ultimately to 
charge-offs. In other 
words, rising roll rates 
are an early warning 
sign of credit 
deterioration. 
 
This chart shows the 
flow through of US Card 
delinquencies to 
charge-offs on a 1Q and 
2Q lag. We’ve added 
the polynomial trend 
line to illustrate the 
inflection that occurred 
~12 months ago. 

Data Source: SEC Filings, Hedgeye 

HSBC/BBY Noise 
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CREDIT QUALITY  ROLL RATES 

This chart shows the 
Y/Y change in the data 
from the previous slide. 
There’s a lot of noise in 
this series. Back in 2005 
the bankruptcy laws 
changed which 
triggered a pull-forward 
effect and a subsequent 
drop-off the next year. In 
2012 the data was 
distorted by the 
acquisition of HSBC’s 
card book and the 
subsequent disposition 
of the Best Buy book. 
We’ve tried to clean the 
data up to show the 
underlying trends taking 
place. Rising trends in 
this chart indicate 
accelerating credit 
quality deterioration. 

Data Source: SEC Filings, Hedgeye 

HSBC/BBY Noise 

BK Law Noise 
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INTL CARD CREDIT QUALITY  WORSENING 

International card credit 
quality is showing clear 
signs of deterioration.   

Data Source: SEC Filings 

Policy Chg Noise 
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INTL CARD CREDIT QUALITY  WORSENING 

Looking at International 
card credit quality 
through the lens of YoY 
rate of change shows 
how much worse it’s 
getting.  

Data Source: SEC Filings 

Policy Chg Noise 
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CREDIT QUALITY  ROLL RATES 

International card roll 
rates are also rising. 

Data Source: SEC Filings 

Policy Chg Noise 
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CREDIT QUALITY  ROLL RATES 

This chart illustrates the 
trend more clearly. 

Data Source: SEC Filings 

Policy Chg Noise 
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AUTO FINANCE CREDIT QUALITY 

Auto credit quality, while 
not yet deteriorating in a 
meaningful way, has 
ceased to be a tailwind. 

Data Source: SEC Filings 
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AUTO FINANCE CREDIT QUALITY 

Auto Finance has 
reached the flattening 
point, but as we’ll show 
in a bit, this is 
misleading. 

Data Source: SEC Filings 
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AUTO FINANCE  ROLL RATES 

Roll rates in auto appear 
steady. 

Data Source: SEC Filings 



47  © Hedgeye Risk Management LLC. All Rights Reserved. 

AUTO FINANCE  ROLL RATES 

Very steady. 

Data Source: SEC Filings 
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USED CAR VALUES 

The Manheim Index 
shows that used car 
values are near an all-
time high, which creates 
enormous risk to the 
downside for 
collateral/repos. 

Data Source: Manheim Consulting 
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OFF-LEASE VOLUMES ARE GROWING STEADILY 

One of the major 
drivers, typically on a 
lag, of used car values is 
the number of cars 
coming off lease, i.e. the 
supply of used cars 
hitting the market. The 
supply of off-lease cars 
troughed in 2012-2013 
and has been climbing 
rapidly since with sharp 
increases in both 2016 
and 2017 and continuing 
through 2018.  

Data Source: Manheim Consulting, 2015 Used Car Market Report 
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THE SUBPRIME GOLD RUSH AT CAPITAL ONE 

Capital One has re-
embraced the subprime 
borrower in the US card 
business in the last few 
years, taking the share 
of sub-660 loans to 35% 
in 2Q16, up from 31% in 
2Q14. 

Data Source: SEC Filings 
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DANGER … DANGER 

While the share stats on 
the previous slide are a 
bit alarming, they don’t 
tell the whole story. You 
need to look at what 
that implies about actual 
dollars of subprime US 
card loan growth. 
 
The stark reality is that 
Capital One has gone 
from $21Bn in subprime 
US card loans in 1Q14 to 
$31Bn in 2Q16. That’s 
$10Bn in growth in two 
years. Said differently, 
the company has 
grown its US subprime 
book 40% in the last 
two years. 

Data Source: SEC Filings, Company Documents, Hedgeye 
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WITH SO MUCH SUBPRIME GROWTH, WHY ARE MARGINS ↓ 

Revenue margins in the 
US card business have 
been trending lower by 
8 bps per quarter for the 
last two years. What’s 
remarkable/curious 
about this is the fact that 
the company has grown 
its US Card subprime 
book by 40% during the 
same period. Normally, 
when you bolt on a ton 
of subprime loans, your 
margin improves. 

Data Source: SEC Filings 
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THE BROADER SUBPRIME RE-EMBRACE 

According to NY Fed 
data, subprime has 
been the fastest 
growing category of US 
card loans in the last 
few years. 

Data Source: NY Fed Consumer Credit Panel / Equifax 
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THE BROADER SUBPRIME RE-EMBRACE 

In fact, looking a the 
trends on a Y/Y basis, 
the growth in subprime 
US cards over the last 
two years is the fastest 
since at least 2004. 

Data Source: NY Fed Consumer Credit Panel / Equifax 
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BALANCE DETAILS 

One of the surprising 
things about the 
subprime borrowers is 
that many of them carry 
relatively large 
balances. 

Data Source: NY Fed Consumer Credit Panel / Equifax 
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BALANCE DETAILS 

We’ve interpolated the 
Fed’s histogram to try 
and understand average 
balances by credit score 
bucket. Surprisingly, the 
deep subprime bucket 
(sub-620) and the 
traditional subprime 
bucket (620-659) carry 
average balances not 
dissimilar from prime 
borrowers. This means 
the risk of these 
borrowers is greater 
than what’s generally 
understood. 

Data Source: NY Fed Consumer Credit Panel / Equifax, Hedgeye 
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CREDIT EXTENSIONS 

The net extension of 
card credit (number of 
cards) to deep subprime 
and traditional subprime 
borrowers put up its 
fastest year on record in 
2015. 

Data Source: NY Fed Consumer Credit Panel / Equifax 



58  © Hedgeye Risk Management LLC. All Rights Reserved. 

CREDIT EXTENSIONS 

It’s interesting that total 
net extensions of 
subprime card credit 
system-wide totaled 
$10.6bn in 2015 and in 
that same year, Capital 
One alone grew 
subprime card 
receivables by $5bn. 

Data Source: NY Fed Consumer Credit Panel / Equifax 



59  © Hedgeye Risk Management LLC. All Rights Reserved. 

BANKRUPTCIES MATTER  THE SPEAR OF DESTINY 

Now let’s turn to 
bankruptcies and the 
roll they play for 
lenders. 
 
This is an analysis we 
ran a few years back to 
determine the share of 
credit card charge-offs 
being driven by 
delinquency vs the 
share being driven by 
bankruptcy at Bank of 
America.  
 
Our conclusion is that 
typically ~40% of credit 
card net charge-offs are 
driven by bankruptcy 
filings. 

Data Source: Company Documents, SEC Filings, Hedgeye 



60  © Hedgeye Risk Management LLC. All Rights Reserved. 

BANKRUPTCIES MATTER 

Personal bankruptcy 
filings have been 
declining steadily since 
2010, generating an 
enormous credit quality 
tailwind for the card 
lenders. 

Data Source: American Bankruptcy Institute 
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BANKRUPTCIES MATTER 

The Y/Y RoC in 
bankruptcies, however, 
is slowing and steadily 
converging towards 
zero. We expect that in 
2017/2018 the number 
of bankruptcies will be 
unchanged Y/Y without 
a recession. With a 
recession, obviously the 
number will rise 
significantly. 

Data Source: American Bankruptcy Institute 
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CAPITAL ONE – US CARD LOAN GROWTH HAS BEEN HOT 

Capital One has been 
the fastest growing 
large card operator in 
the last few years. 

Data Source: Capital One Company Documents 
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CAPITAL ONE US CARD LOAN GROWTH 

US Card loan growth at 
Capital One hit +14% in 
early 2016 – the fastest 
rate in last decade, 
notwithstanding the 
HSBC deal in 2012.  

Data Source: SEC Filings 

HSBC/BBY Noise 
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CAPITAL ONE US CARD LOAN GROWTH 

The Denominator 
Effect  When lagged 
metrics are lower than 
coincident metrics, 
growth is having an 
impact on current 
period loss rates.  
– Fitch 
 
In periods of rapid 
growth, delinquency 
and net charge-off rates 
are understated (black 
line exceeds blue line), 
and in periods of 
contraction the opposite 
holds as well. 
 
In other words, the 
deteriorating credit 
metrics we just 
reviewed appear better 
than they actually are.  

Data Source: SEC Filings, Fitch 

HSBC/BBY Noise 
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CAPITAL ONE US CARD LOAN GROWTH 

The Denominator 
Effect  When lagged 
metrics are lower than 
coincident metrics, 
growth is having an 
impact on current 
period loss rates.  
– Fitch 
 
In periods of rapid 
growth, delinquency 
and net charge-off rates 
are understated (black 
line exceeds blue line), 
and in periods of 
contraction the opposite 
holds as well. 
 
In other words, the 
deteriorating credit 
metrics we just 
reviewed appear better 
than they actually are.  

Data Source: SEC Filings 

HSBC/BBY Noise 

Negative values mean rapid growth is understating 
DQ & loss rates, while positive values mean the 
opposite. Current loss and delinquency rates are 
the most understated they’ve been since 2005. 
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INSIDER BEHAVIOR – CAPITAL ONE (COF) 

Capital One last saw 
insider buying activity in 
early 2013. Insider 
selling ramped up 
sharply in the 2014-2015 
period, but has been 
more muted since. 

Data Source: Factset, Hedgeye 
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Change in 
Interest Rates 

Affect on Net 
Interest Income 

+200 bps 1.70% 
+100 bps 1.90% 
+50 bps 1.40% 
-50 bps -1.90% 

Source: COF 2Q16 10-Q 

INTEREST RATE SENSITIVITY: COF 
Rate sensitivity is a 
definite potential positive 
for Capital One, but we 
remain skeptical that the 
Fed will actually raise 
rates. 

Data Source: SEC Filings 
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CAPITAL ONE: OTHER CHALLENGES 

SOME OF THE CHALLENGES FACING CAPITAL ONE IN THE QUARTERS AHEAD 

Consumer Banking Highlights: 

 - Loans +1% y/y  

 - Revenue -2% y/y 

 - Non-interest Expense +1% y/y 

 - Provision +10% y/y 

 - Pretax Income -12% y/y 

 - 30-day DQ Rates up 

Commercial Banking Highlights: 

- Similar dynamic / Pretax income -20% Y/Y 

- Taxi Medallion Exposures 

- Oil & Gas Exposures 

- Hibernia / Flooding? 

Other Considerations: 

- 3Q16 Charge for $50mn for rewards 

- Growing 2H16 pressure on consumer banking business (auto loan revenue margin falling while NCOs are rising) 

- Expect higher non-interest expenses in 2H16 (branch optimization and FDIC expenses)  

- Interchange pressures 

- Seasonality-related earnings challenges in the back half  

 

 
Data Source: SEC Filings, Company Documents 
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HERE’S WHERE WE SEE 2017/2018 SHAKING OUT 

We’re well below the 
Street for 2017 and 
2018. 

Data Source: Factset, Hedgeye 
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CYCLE PERFORMANCE – CAPITAL ONE (COF) 

Capital One offers a 
fascinating look at the 
cyclical performance 
nature of credit card 
stocks having come 
public in 1994 and being 
a monoline card 
company until the mid-
2000s. Peak to trough 
declines in the last two 
cycles have been -66% 
and -90%, and the 
stock is currently down 
-22% from its mid-2015 
peak. Late cycle returns 
in the last two cycles 
were -11% and -82%.  

Data Source: Factset, Hedgeye 



 © Hedgeye Risk Management LLC. All Rights Reserved. 

AMERICAN EXPRESS (AXP) 
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SEGMENTS 

• U.S. Consumer Services 

• International Consumer and 
Network Services 

• Global Commercial Services 

• Global Merchant Services 

AMERICAN EXPRESS: COMPANY OVERVIEW 

$1,449 

$4,824 

$715 

$702 
$545 

Net interest income

Discount revenue

Net card fees

Other fees and
commissions
Other fees and
commissions

AXP REVENUE BY TYPE 
(2Q16 TTM, Millions) 

Source: AXP 

$13,180 

$5,399 

$9,795 

$4,623 
U.S. Consumer Svcs

Intl Consumer and Network
Svcs
Gbl Commercial Svcs

Gbl Merchant Svcs

AXP NET REVENUE BY SEGMENT 
(2Q16 TTM, Millions) 

Source: AXP 

60% 

18% 
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CYCLE PERFORMANCE – AMERICAN EXPRESS (AXP) 

American Express offers 
an interesting case 
study in credit card 
cycle performance. In 
the last two cycles the 
stock has seen peak-to-
trough declines of -59% 
and -84%, respectively, 
while generating total 
return of +8% and -77% 
in the “late cycle” (final 
third) portion of the last 
two cycles. Currently the 
stock has declined by -
33% from its mid-2014 
peak in the mid-$90s. 
 
One thing to note is that 
in the early 1990s, 
American Express was a 
more diversified 
Financial Services 
company. 

Data Source: Factset, Hedgeye 
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THE DISCOUNT RATE 

The Discount Rate at 
Amex is the key and it’s 
been steadily declining 
for 16 years. 
 
The decay has 
averaged 1.3bps/Q since 
1999. 

Data Source: SEC Filings 
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THE DISCOUNT RATE 

In the last 3 years, the 
decay has sped up to 
1.5bps/Q. 

Data Source: SEC Filings 
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THE DISCOUNT RATE 

Amex has gone from 
losing 4bps of Discount 
Rate per year to losing 
over 6bps per year. In 
the first half of 2016, 
they’ve lost 8-10bps Y/Y. 
 
 

Data Source: SEC Filings, Hedgeye 
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THE DISCOUNT RATE 

On a 2yr rolling basis, it 
looks a little worse. 

Data Source: SEC Filings, Hedgeye 
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THE DISCOUNT RATE 

This chart shows what 
the decaying discount 
rate means for revenue 
headwinds. The 
company is now facing 
top-line headwinds from 
discount rate 
compression in the 3-5% 
range, up from 2-3% just 
a few years ago. 

Data Source: SEC Filings, Hedgeye 



79  © Hedgeye Risk Management LLC. All Rights Reserved. 

BILLED BUSINESS 

American Express has 
grown billed business at 
an incredibly linear rate 
in dollar terms. That, 
however, is precisely the 
problem. 

Data Source: SEC Filings, Hedgeye 
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BILLED BUSINESS 

Dollar growth has been 
relatively steady. 

Data Source: SEC Filings, Hedgeye 
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BILLED BUSINESS 

From a rate of change 
standpoint, however, 
growth is slowing 
signficantly. 

Data Source: SEC Filings, Hedgeye 
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BILLED BUSINESS 

This is even more 
evident on a 2yr rolling 
basis. 

Data Source: SEC Filings, Hedgeye 
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AMERICAN EXPRESS – CONVERGING TO ZERO 

HERE’S THE BIG PICTURE CHALLENGE FACING AMEX 
Global Discount Rate 

• Declined by 1.3 bps/Q from 1999-2016  

• Declined by 1.5 bps/Q from 2Q13-2Q16 

• The discount rate decline is accelerating to the downside at a rate of 0.13-0.14 bps/year. 

• Adding all of this up, revenue headwinds from discount rate compression are now 3-5%/year, up from 2-3% a few yrs ago. 

• Here’s the key thing to understand:  

• The Discount Rate is compressing at an accelerating rate and that is against a SHRINKING DENOMINATOR. 

• This means revenue headwinds are growing at an accelerating rate.   

Global Billed Business: 

• GBB grew at a remarkably linear rate in dollar terms (+$13Bn/Qtr) from 1999-2016 with little volatility. 

• Steady dollar growth, however, translates into a shrinking growth rate on a growing denominator. 

• The last five years (2012-2016) of Global Billed Business growth have averaged 5.5% amid a global expansion. 

• Compare that to the 5yr period of 2003-2007 when growth averaged 15.8%. 

• Growth in the last two years has averaged just 2.4%. We don’t consider Costco an add-back. 

Discount Revenue Outlook 

• Discount Revenue still accounts for 60% of revenue at American Express and has long been the growth engine. 

• We’re approaching a point in time when Global Billed Business growth will merely offset Discount Rate compression, leading to zero 
revenue growth. 

• Consider the last two years. Revenue headwinds from Discount Rate compression = -7.8%; Global Billed Business Growth = +4.7% 

• Looking further ahead, Discount Revenue will likely enter a permanent decay phase within a few years. 

• Amex looks cheap at 11x LTM Earnings, but with zero top line growth, the multiple will compress further. 

 Data Source: SEC Filings, Hedgeye 
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SHORTING THE RICH 

Luxury Goods 
Consumption is in 
decline. 

Data Source: Bloomberg, BEA, Hedgeye 
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SHORTING THE RICH 

Thus far, 2016 is 
showing an incredible 
slowdown in the luxury 
market. 

Data Source: Bloomberg, BEA, Hedgeye 
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SHORTING THE RICH 

Tiffany’s is one poster 
child. 

Data Source: Factset 
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SHORTING THE RICH 

Rich people hate 
volatility. 

Data Source: Data Source: Bloomberg, BEA, Hedgeye 
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SHORTING THE RICH 

The Fed is the last 
stronghold. 

Data Source: Bloomberg, Atlanta Fed 
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INSIDER BEHAVIOR – AMERICAN EXPRESS (AXP) 

American Express saw 
significant insider selling 
in the 2003-2007 
period and again in 
2013 and 2014, both of 
which were followed by 
sharp declines in the 
stock. There continues 
to be insider selling at 
the company with only 
two insider buys since 
2011. 

Data Source: Factset, Hedgeye 
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+100 BPS INCREASE IN RATES 

   
-$216 million affect on NTM net interest income 

 

INTEREST RATE SENSITIVITY: AXP 
American Express would 
not benefit from rates 
rising. 

Source: AXP 2015 10-K 

Data Source: SEC Filings, Hedgeye 
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DISCOVER FINANCIAL (DFS) 



HEDGEYE  92 ©2016 Hedgeye Risk Management. All Rights Reserved. 

Direct Banking ⊲ Discover-branded credit 

cards 

⊲ Student loans 

⊲ Home equity loans 

⊲ Deposit products 

Payment Services 
⊲ ATM, debit and electronic funds 

transfer network 
 

⊲ A global payments network 

 
 

 

DISCOVER: COMPANY OVERVIEW 

$6,918 

$1,915 
Net interest
Income

Other revenue

DFS NET REVENUE BY TYPE 
(2Q16 TTM, Millions) 

Source: DFS 

Network Partners 
Business 

⊲ Provides payment transaction processing and 
settlement services on the Discover network 

$8,563 

$270 

Direct Banking

Payment Svcs

DFS NET REVENUE BY SEGMENT 
(2Q16 TTM, Millions) 

Source: DFS 



93  © Hedgeye Risk Management LLC. All Rights Reserved. 

CYCLE PERFORMANCE – DISCOVER FINANCIAL (DFS) 

Discover offers the 
shortest history of the 
three, but is an 
interesting case study 
nevertheless in that it 
exhibited quite similar 
share price performance 
to COF and AXP in the 
last cycle (down -85% 
from its IPO in mid-2007 
to its trough in early 
2009), and saw gains of 
comparable magnitude 
in the early and mid-
cycle portions of the 
current expansion. The 
stock has declined by  
-14% vs its late-2014 
peak. 

Data Source: Factset, Hedgeye 
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DISCOVER IS SEEING CREDIT DETERIORATE AS WELL 

Admittedly, Discover’s 
deterioration is far more 
nominal than what 
we’ve seen from Capital 
One. 

Data Source: Discover Company Documents 
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DISCOVER CREDIT QUALITY 

At just +20 bps Y/Y, it 
doesn’t look like much, 
but Discover’s August 
data showed the largest 
increase in the US Card 
Delinquency rate since 
the Great Recession. 
 
We think it bears 
watching. 

Data Source: Discover Company Documents 
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DISCOVER CREDIT QUALITY 

A closer look. 

Data Source: Discover Company Documents 



97  © Hedgeye Risk Management LLC. All Rights Reserved. 

DISCOVER CREDIT QUALITY 

DISCOVER HAS NOT FOLLOWED COF DOWN THE SUBPRIME RABBIT HOLE 

Data Source: SEC Filings 
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DISCOVER CREDIT QUALITY 

One notable segment at 
Discover is the Personal 
Loans category. 

Data Source: Discover Company Documents 
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DISCOVER CREDIT QUALITY 

Personal Loan credit 
quality is showing signs 
of deterioration. 

Data Source: Discover Company Documents 
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DISCOVER CREDIT QUALITY 

On a YoY basis, 
Discover’s Personal 
Loan book looks a lot 
like Cap One’s card 
book. Is this where the 
bad credits are buried? 
 
We’ll be doing more 
work on Discover and 
each of these names in 
the coming months. 

Data Source: Discover Company Documents 
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INSIDER BEHAVIOR – DISCOVER FINANCIAL (DFS) 

Discover had several 
insider buys in the 
2008/early 2009 
timeframe, but none 
since then. Meanwhile, 
open market insider 
selling has stepped up 
sharply in the last ~2yrs. 

Data Source: Factset, Hedgeye 
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+100 BPS INCREASE IN RATES 

   
+3%, +$230 million affect on NTM net interest income 

 

INTEREST RATE SENSITIVITY: DFS 
Discover would see a 
benefit from rising rates. 

Source: DFS 2Q16 10-Q 

Data Source: SEC Filings, Hedgeye 
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FOR MORE INFORMATION, CONTACT US AT: 

SALES@HEDGEYE.COM 
(203) 562-6500 
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