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Holland Views: Schwab Inc. – Price: $49; MCap: $91bn  
                                                                                                                                                                                              
 

Stormy weather 
 
With your author first starting work in Equities in 1987 he has seen a few crises, banking and 

other, come and go. Along the way you learn a little (even a lot). During this Spring period that 

saw the collapse of SVB and the knock-on consequences, we were closely following the fortunes 

of Schwab. We were however aware that events can unfold fast and that in such periods it can 

take a while for the dust to settle enabling investors to see longer term consequences clearly. That 

is where we think we now are with Schwab. As such we share a few reflections. Clearly, they are 

events (SVB/First Republic) and reasons (higher interest rates and deposit flight) that brought us 

to this moment. We write assuming readers are fully aware of these. 

 

What we knew and what we missed 

The work Holland have done to explain the Schwab business model over time we are proud of. 

Our suggestion that the company is the Amazon of finance is something we firmly stand behind. 

That comparison references Schwab’s commitment to both super low unit-costs and high 

customer service. This combination being what drives consistent future customer assets towards 

it, thus fueling further growth. It is arguably the only financial services company using the Scale 

Economy Shared (SES) model. Today Schwab’s total revenue as a percentage of customers $7.6tn 

of assets is only 0.26%. Costs are only 0.16%. Schwab is huge, efficient, and profitable. As a 

tough, low-cost competitor however not all want to see it prosper..! 

 

Fig.1: The Moat – Revenue and expense as a percentage of client assets, 2004-2021 

 
Schwab 2021 annual report 

 



May 2023                                                                 This is a marketing communication 

 

 

2 

 

 

Banking background 

We also observed in our work that despite Schwab’s powerful investor platform, it is structured 

as a bank with all the capital needs and regulations that accompany that fact. This complexity of 

an asset light, SES platform and asset heavy bank we thought could offer potential to investors 

that bothered to understand it. We still think that to be true. 

 

Having spent time looking at Schwab’s accounts we also knew its balance sheet to be very safely 

invested (i.e. almost all in treasury securities). Thus we knew it had little or no credit risk in the 

bank. 

 

What we missed was two factors that become evident in the last two months: 

1. That whilst the company had little credit risk it had arguably (through its actions and 

market movements) assumed quite a bit of interest rate risk by owning long duration 

bonds as interest rates rose 

2. That a good portion of its long bond portfolio was held in a Hold to Maturity (HTM) 

classification, meaning mark to market losses were not being taken to balance sheet 

capital.  

• As a category 3, not category 2 bank regulations were favourable on AOCI  

 

This not ‘marking to market’ is perfectly legal and allowed (currently) by regulators of mid-size 

(Cat 3) banks. The long duration treasury security assets it owns will mature at par meaning such 

losses are temporary and will reverse in time as they mature. What has caused problems at other 

banks recently is where depositors leave, and such assets then need to be sold. The result is 

temporary losses become permanent. 

 

Updating our Schwab views 

As recent weeks have unfolded, so has our thinking on Schwab – in light of new news and further 

reflections. Summarising these changes in our view however are not easy with much occurring at 

so many lines of both the company P & L and Balance Sheet. By chance, the other day we 

stumbled across an excellent investor letter from David Pope. He as a fellow Schwab shareholder 

summarised his thinking on it last week. Helpfully for us, his articulation perfectly summarises 

our evolved thinking on the company. We agree 100% with Mr Pope assessment in three areas:  

• The power of the underlying Schwab model – which we think still intact. 

• The shortcomings of how c.50% of its income is derived from banking income and all 

the volatility and regulatory complexity that brings.  

• Thirdly on how Schwab might be better to charge its platform clients just a small fee to 

align its income more with it $7trillion of client hosted platform assets rather than its 

c.$300bn deposit base.  

o Indeed, on last weeks’ investor call we submitted a question (which sadly was 

not called) on exactly that subject – i.e. “is management in light of SVB looking 

at any pivots in its business model to better align its income with the platform it 

offers customers so as to rely less on banking income and the capital and 

regulatory complexities that accompany it?”  
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Schwab – The perfect summary: Extract from David Pope letter 

 

 
 

Source: Giverny Capital Asset Management Investor Letter, Q1 2023 
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What happens next….? 

We repeat that we think this above summary of Schwab an excellent update and we agree with 

every word. The only addition we might make is the regulatory changes that we suspect are 

coming down the track. Regulators we note, almost always address the problem of the last crisis 

in future oversight changes. 

 

Thus it is quite likely that the current $250,000 FDIC deposit protection will likely be officially 

raised sometime soon. Post SVB/First Republic that might be implicit, but all can see that making 

it explicit will likely improve system deposit stability. With already c.85% of Schwab deposits 

being below the current $250k level a further rise will likely take the deposit flight risk off the 

table for Schwab once and for all. This is good news. What might be of less good news is the 

regulatory price this comes at….  

 

Whilst not directly linked to this deposit limit change and regulatory intervention over the SVB, 

First Republic period, we think another regulatory change likely. We suspect that some (or all) 

Hold to Maturity (HTM) securities on mid-sized bank balance sheets will be required to be 

marked to market for the calculation of regulatory capital. Maybe a distinction is made between 

liquid assets, i.e., market securities needing to be M2M and illiquid ones (loans) not..?. Whatever 

the change it will not be perfect and likely have knock on implications. Most Schwab investors 

now know that were such an event to occur with immediate enforcement Schwab might not have 

enough regulatory capital. More likely such new rules would be gradually brought in. 

 

Indeed, Schwab spoke to this prospect on last week’s investor call. They pointed out that in such 

a scenario by both retaining profits and gradually seeing HTM securities move to par the company 

would rebuild any such capital internally. Whilst our calculations suggest this is correct, as 

investors we need to be clear that this changes one part of the Schwab investment story we had 

laid out in recent years. This being that the company had gone through a heavy capital retaining 

period, against increased internal deposits. Now we saw it as set to offer investors not just 

continued growth of the customer franchise, but also near-term cash returns in higher dividend or 

buy backs. i.e., it would soon offer growth and capital return, not just growth that required capital 

retention. 

 

Potential or Schwab investors should look closely at the recent financial release and listen to the 

management call that accompanied it. Whilst we share some of managements’ frustrations, we 

think some humility on their part would not go amiss. It should be acknowledged that some 

unintentional fragility was built into the Schwab model by using the bank structure and having a 

longer dated HTM portfolio.  

 

Complexity squared 

That the Schwab model is seen as largely free by clients is a compelling customer offering. c.50% 

of its revenue is earned on c.5% of customers assets that sit in transactional cash. The disconnect 

between Schwab’s customer offering (simple low-cost platform) and business model (complex 

assets heavy bank) we have known for some time. That 50% of the revenue of the company is 

derived from c.5% of customer assets (i.e., bank deposits) is not ideal in hindsight. During this 

last quarter the company saw its total assets rise, as its huge investment platform was seen as a 

safe port in the storm. At the same time customer cash deposits reduced c.$100bn from the prior 

year. Whilst the former is impressive, the fact of the matter remains that the company’s earns its 

income on the latter balance. This contradiction and complexity we understood, and we even 

admired the invisible way that customer paid Schwab without noticing (i.e. the interest earnt on 

small amounts of idle cash).  
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However reflecting on all of this today a number of points are worth making: 

1. When each of the lines in the below table are stable then investors can look at the 

outputs. Seeing as a result NIM rising or falling in a slow way mirroring market 

interest rates 

a. With rates having been super depressed for years a normalisation to a higher 

NIM was/is now likely 

2. However, with $2.77bn (c.50% of the company’s revenue) being derived from small 

changes in multiple line drivers of many assets and their cost, things become far more 

complicated: 

a. Will deposits balances that have already fallen $100bn, drop further? 

b. Will the company have to borrow more at more expensive rates from 

facilities like FHLB at 5.0% 

c. Will market movements impact Available for Sales security values? 

d. Will HTM security losses gradually erode as they mature or be crystallised 

if the company were forced to sell them? 

 

Sadly, Schwab investors are now forced to have opinions on all these factors, when in truth what 

they are just wanting to invest is the scale economy platform that is offered to Schwab clients. 

Again, we state that whilst Schwab management might feel under pressure currently, they have 

to accept that they created this structure. Just as this structure has accrued benefits (low costs and 

M+A strength) to management and shareholders. If it creates complexity, volatility and even 

dilution, the structuring of the company in this way was managements responsibility. 

 

Fig.2. Net Interest Revenue – Now so many moving parts   

 
Source: Schwab, Q1 2023 Earnings Release, April 2023 
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The near-term future 

Schwab management spelt out a future on their call last week. It was one where regulators might 

ask them to bring HTM losses into capital needs. Were that to occur, they believed could build 

the capital needed by retaining profits and in tandem running HTM assets to maturity. Whether 

Mr Market would see it that way, were such a regulatory change to come we are not so sure. The 

company might come under pressure to raise some equity under such a scenario, even if it did not 

think it needed it longer term. The company also accepted that its need for more expensive funding 

might last another 18 months or so. 

 

We will admit to finding this an uncomfortable period. We are aware that not all “investors” are 

interested in long term franchises like we are. More speculative short sellers could not necessarily 

force a ‘run’ on Schwab, but they might be able to force some form of equity raise considering 

regulatory changes above, were they to occur. If enough noise were made to keep depositors away 

from Schwab just for a few quarters that impacts its earning power. We have had plenty of dilution 

experiences over our investing lives (UK banks during 2008/9 or more latterly easyJet in 2021 

and Ryman Healthcare in 2022). A such we are mindful of not dismissing such dilutive threats to 

intrinsic value. Management will of course dismiss such an idea; our view is to consider all 

eventualities.  

 

Fig.3. Schwab’s coming earnings power 

 
Source: Schwab, Q1 2023 Earnings Release, April 2023 

 

As the storm passes – Earnings power grows 

Just for a moment we look past the current uncertainties to normalise Schwab’s earnings power. 

As the current asset book rolls forward against current market interest rates it will likely result in 

a NIM of 3.0% a few years out. The above table also extracted from the recent financial release 

puts this into context. Simply put the current $2.77bn of net interest income is derived from two 

depressed metrics. 

• Firstly, the net interest margin at 2.19%. The 30y NIM chart in the appendix puts this 

figure into historical context. 

o Each reader will have a different view on the normalisation of interest rates and 

thus the evolution of Schwab’s medium Term NIM 
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o We are in the camp that sees the scale of recent interest rate rises and how 

resilient the US economy has been even as they rose. As such we do not think 

we will revisit a ZIRP world again anytime soon 

• Secondly the fact that current bank deposits as a percentage of assets are very low by 

historic standards due to customers actions (either due to fear or rate-shopping) 

 

Rolling the company’s quite reasonable observation that c.2years out NIM might be 3.0%, up 

from todays 2.19% gives some interesting numbers: 

• Assuming no growth in assets or deposits in that 2y period a NIM of 3.0% on today’s 

interest earning assets would result in net interest revenue rising from $2.8bn in the 

current qtr. to $3.8bn 

• This extra $1bn of revenue comes at zero extra operating cost 

• Taxed at 25% this creates an extra $750m on net income 

• As such annualised net income might be $9.1bn ($1.53bn+0.75bn x 4), up from $6.1bn 

($1.53bn x4) 

• This compares with today’s market cap at $49 of c. $91bn… So a PE of exactly 10x  

o we reiterate that this assumes no growth in the franchise or the assets that 

accompany it at all 

 

The second metric we observe as depressed above was the level of deposit balances. Table 1 

shows that these have fallen from $453bn to $343bn in the last 12 months, but in isolation this 

means very little. For years this transactional cash (i.e. rump money that sits in customer accounts 

but not part of an allocation or investment in cash) has been monitored by Schwab. Its percentage 

of assets rises in periods of market uncertainty as investors hold off investing. It then falls in boom 

periods as investors are confident, resulting in lower cash. The below chart should be looked at 

in this context. Both absolute levels of customer deposit cash, and as a percentage of assets held 

with Schwab are at all time low levels. Assuming this storm passes and investors behaviour return 

to normal, most likely these balances would again rise. The NIM recalculation we make above is 

only done by moving the NIM rate to a look through basis on current deposit assets It does not 

also assume a recovery in customer cash levels that most likely would also occur as cash deposits 

are less forefront in customer minds. We note a small recovery in customer cash balances from 

4% to c.5% might also add another strong lift in net interest income. 

 

Fig.4. Customer deposits at an all-time low  

 
Source: Schwab April 2023 Business update  
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Uncertainty vs Risk 

“Wall Street sometimes gets confused between risk and uncertainty….  

here are few scenarios that are likely to lead to a depressed share price: 

High risk, low uncertainty 

High risk, high uncertainty 

Low risk, High uncertainty” 

Mohnish Pabrai. The Dhandho Investor 

 

At Holland we spend much of our time identifying events that we think are uncertain, but not 

necessarily risky. Thus, we feel they offer investors opportunities. In the case of Schwab in 2023 

so far, we are not prepared to suggest this is a low risk, high uncertainty event. Indeed, the nil 

value now accrued to the once respected First Republic Bank’s equity shareholders makes that 

point undebatable. What we conclude in Schwab’s case today is that the risks to this business are 

mostly in the short term (regulation/forced capital raise/need to retain capital). The opportunities 

remain in the longer term. What has always interested us about Schwab is not that its business 

model is powerful or better than its peers. These are true. More so it was that so few investors 

took the time to understand and see the model and what it offered to customers. As such we think 

it most likely that one day in the future Schwab will again be mispriced vs the compounding 

future in front of it. If near term uncertainties have by then passed the risk/return on offer might 

be better than today. 

 

If no shareholder dilution event occurs at the company, then today is likely a wonderful buying 

opportunity to benefit from Schwab’s future compounding. However, with so much uncertainty 

surrounding the company’s balance sheet, earnings power, regulation, capital requirements, even 

business model it is easy for some of these to merge and create real risk.  

 

We are also minded of the consistency bias we suspect will raise its head amongst Schwab 

management. The observation Mr Pope makes above about a pivot in Schwab’s business model 

to better align it with customer assets is something we agree with. However, a company under 

threat wants to show it is strong and has done nothing wrong. As a result, were such a model 

change to ever occur it might take much much longer to come to fruition than market observes 

might suspect. 

 

If we sound confused, we are a little. No one said this job was easy. We remain long term bulls 

of Schwab. Its bank-backed model has thus far delivered the lumpy 15-17% IRRs vs the smooth 

c.10-12% ones that Buffett and Munger speak to. Such a comparison does not hold however if 

risks are different and real. We are finding out. This is an important period in the history of 

Schwab. Short term we have what could best be described as a ‘watch and wait approach’. 

Interconnected complexity makes this not a fat pitch…yet.  

With kind regards  

Andrew firstname@hollandadvisors.co.uk 

 

The Directors and employees of Holland Advisors may have a beneficial interest in some of the companies mentioned in this report 
via holdings in a fund that they also act as managers to 

 

 

Contact: 

 

 

 

Holland Advisors London Limited 

The Granary, 1 Waverley Lane 

Farnham, Surrey 

GU9 8BB 

 

Tel: (0)1483 449363  

Mob: (0)7775 826863  

www.hollandadvisors.co.uk 
 

  

mailto:firstname@hollandadvisors.co.uk
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Appendix 
 

Schwab: Net interest margin – 30 year history 

 
Source Bloomberg  

 

 

Schwab: Total client cash 

 
    Source: Spring 2023 Investor Presentation  
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Disclaimer 

 
This document does not consist of investment research as it has not been prepared in accordance with UK legal 

requirements designed to promote the independence of investment research. Therefore even if it contains a research 

recommendation it should be treated as a marketing communication and as such will be fair, clear and not misleading 

in line with Financial Conduct Authority rules. Holland Advisors is authorised and regulated by the Financial Conduct 

Authority. This presentation is intended for institutional investors and high net worth experienced investors who 

understand the risks involved with the investment being promoted within this document. This communication should 

not be distributed to anyone other than the intended recipients and should not be relied upon by retail clients (as defined 

by Financial Conduct Authority). This communication is being supplied to you solely for your information and may 

not be reproduced, re-distributed or passed to any other person or published in whole or in part for any purpose. This 

communication is provided for information purposes only and should not be regarded as an offer or solicitation to buy 

or sell any security or other financial instrument. Any opinions cited in this communication are subject to change 

without notice. This communication is not a personal recommendation to you. Holland Advisors takes all reasonable 

care to ensure that the information is accurate and complete; however no warranty, representation, or undertaking is 

given that it is free from inaccuracies or omissions. This communication is based on and contains current public 

information, data, opinions, estimates and projections obtained from sources we believe to be reliable. Past performance 

is not necessarily a guide to future performance. The content of this communication may have been disclosed to the 

issuer(s) prior to dissemination in order to verify its factual accuracy. Investments in general involve some degree of 

risk therefore Prospective Investors should be aware that the value of any investment may rise and fall and you may 

get back less than you invested. Value and income may be adversely affected by exchange rates, interest rates and other 

factors. The investment discussed in this communication may not be eligible for sale in some states or countries and 

may not be suitable for all investors. If you are unsure about the suitability of this investment given your financial 

objectives, resources and risk appetite, please contact your financial advisor before taking any further action. This 

document is for informational purposes only and should not be regarded as an offer or solicitation to buy the securities 

or other instruments mentioned in it. Holland Advisors and/or its officers, directors and employees may have or take 

positions in securities or derivatives mentioned in this document (or in any related investment) and may from time to 

time dispose of any such securities (or instrument). Holland Advisors manage conflicts of interest in regard to this 

communication internally via their compliance procedures.  

 

 

 

 


