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Since October 2020, U.S. bank stocks have climbed an astounding 90%,
well ahead of the 42% gain in the S&P 500. But is there any further
upside for the sector?

In October 2020, Petiole Asset Management published an article about their extremely bullish position on U.S. banks.
Drago Kolev, a Portfolio Manager at Petiole called it, “the best opportunity in decades to invest in the U.S. banking
sector.”

We saw the pandemic as a natural disaster. With the unprecedented U.S. government response, we told our clients
that the COVID-19 downturn would not be a repeat of the 2008-2009 Global Financial Crisis (the ‘GFC’). Instead,
the economic shock more closely resembled Hurricane Katrina’s impact on New Orleans. Following Katrina, the
city’s economy was wiped out. However, banks were not overburdened with bad loans thanks to quick government
intervention. Last year, we believed the recovery in the U.S. would be like Katrina for the same reason. We were
right. U.S. GDP dropped by roughly $2 trillion during the pandemic but was met with more than $5 trillion in
stimulus. It didn’t appear to be a catastrophe.
Banks also entered the pandemic with double the capital they did before the GFC – the most in 80 years. Together
with the stimulus, it was clear banks would only experience 1-2% systemwide loan losses at most. Once the market
realized this and vaccines were introduced, banks rallied strongly in early 2021.

Despite 90% appreciation in large regional banks since the COVID-19 bottom, we continue to own them in our
liquid funds as we expect further upside from here.
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I noticed that in this century, each time the Fed raised rates three times or more in a single year, U.S. banks have
climbed above 2.25x price-to-tangible book value. The current forecast implies three increases in the Federal
Funds Rate in 2023. Bank stocks will need to rise 30% from current valuations in order to re-rate to 2.25x.
A Fed tightening signals a robust economic recovery with rising inflation, which would benefit banks. The graph
below shows that the price of regional bank stocks has closely followed inflation over the past years. Bank stocks
are a great inflation hedge, and the market expectations for future inflation are currently pointing north.

For investors willing to accept less liquidity, we have uncovered a niche opportunity in smaller, less liquid
“community” banks that take time to build positions. We were very active in this space from 2011-2016, and our
investments during that period generated a 21% gross IRR. We believe a similar opportunity exists today. Investors
can double their money over the next three years given that the valuations of these smaller community banks remain
very attractive. This is not a long duration trade, with a planned exit by the end of 2024, so investors benefit versus
the traditional 6-to-8-year private equity lock-up.

The US banking system today is still rather fragmented, with roughly 4,800 community banks each holding less
than $10 billion in assets. Of these, around 700 are listed or trade over-the-counter and present a very compelling
investment opportunity following the COVID-19 disruption.
Community banks proved irreplaceable during the pandemic. Even though they only held 15% of total U.S. banking
assets, they made 60% of the most crucial first round of government sponsored business (Paycheck Protection
Program, or PPP) loans. These banks are deeply integrated in local communities with customer relationships that
have been forged over years, which help them maintain a sustainable competitive advantage. The valuations of these
community banks have yet to improve since the pandemic. While larger regional peers rose from 1x to 1.8x priceto-tangible book value over the past year, community banks are still stuck trading at roughly 1x.
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At the start of a cycle, investment capital is channeled to larger banks as institutions seek to ‘buy the sector.’
Consequently, the smaller names fall behind. We saw this pattern unfold after the 2016 presidential election. But
market forces closed the gap over time, and community banks even outperformed larger names.
Another factor is the June 2021 annual Russell 2000 Index rebalancing, when a record 79 banks were dropped from
the index. These deletions resulted in heavily discounted bank stocks. However, these valuations tend to recover
following the rebalancing.
We plan to use the same playbook here. We doubt that the market will let community banks trade at 1x price-totangible book value for much longer. They should close the gap with larger regional peers thanks to interest rate
hikes and M&A activity. Because we believe the U.S. bank sector multiple is going to 2.25x or higher, the upside in
community banks could be well over 100%. We are accumulating a portfolio of smaller banks as we believe their
valuations are likely to double in the next three years.

If you feel regretful about missing the rally from last year, buying small U.S. banks could be a superb opportunity to
catch-up.
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This article was issued by Petiole Asset Management AG (“PAM”) on November 10, 2021 and is provided to you for informational and marketing
purposes only, and contains proprietary information that may not be reproduced, distributed to, or used by, any third parties without PAM’s
prior written consent. Although all information and opinions expressed in this article were obtained from sources believed to be reliable and in
good faith, no representation or warranty, express or implied, is made as to their accuracy or completeness.
The information contained herein is not a substitute for a thorough due diligence investigation. Past performance is not indicative of and does
not guarantee future performance. Exit timelines, prices and related projections are estimates only, and exits could happen sooner or later than
expected, or at a higher or lower valuation than expected, and are conditional, among other things, on certain assumptions and future performance
relating to the financial and operational health of each business and macroeconomic conditions.
PAM makes no representation or warranty, express or implied, with respect to any statistics or historical or current financial data, whether
created by PAM through its own research or quoted from other sources. With respect to any such statistics or data delivered or made available
by or on behalf of PAM, it is acknowledged that (a) the investor takes full responsibility for making its own evaluation of the materiality of the
information and the integrity of the quoted source and (b) the investor has no claim against PAM.
To the extent this article contains any forecasts, projections, goals, plans and other forward-looking statements, such forward-looking statements
are inherently subject to various parameters, most of which are difficult to predict and many of which are beyond PAM’s control and may cause
actual performance, financial results and other projections in the future to differ materially from any projections of future performance, results
or achievements expressed or implied by such forward-looking statements. Investors should not place undue reliance on these forward-looking
statements. PAM undertakes no obligation to update any forward-looking statements to conform to actual results or changes in PAM’s
expectations, unless required by applicable law.
All rights reserved. Copyright © 2021 Petiole Asset Management AG
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