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Would you please discuss how the Federal 
Reserve’s plans will likely affect banks?

In March 2022, the Fed increased the fed funds rate 
25 basis points, which was the first rate hike since 
2018. The Fed has indicated there could be at least 
six 25 to 50 basis point hikes in 2022 in an attempt 
to ease inflation.

As the Fed seeks to reduce its $9 trillion balance 
sheet and raise interest rates, these actions would 
provide banks the opportunity to expand their 
revenues, increase their margins, and grow their 
loan portfolios, which they have not been able to 
do in years. This slow period of loan growth has 
created a dramatic mismatch between banks’ loans 
and deposits. For instance, deposits at the top 
four banks in America currently exceed their loan 
balance by almost $4 trillion. 

How has the market reacted to the Fed’s 
rate increase?

Any change in expectations for rate hikes by the 
Fed appears to drive investor interest. Although the 
March rate hike was highly anticipated, Financials 
outperformed and rates climbed higher. In 2021, 
the Russell 1000® Index Financials rose 35% while 
large-cap banks, as represented by the KBW Bank 
Index, climbed over 38%, outperforming the S&P 
500® Index and even the Technology sector.

Rates similarly rose: the 2-year and 10-year Treasury 
yields surged over 200 basis points and nearly 
60 basis points, respectively, over the year ended 
3/31/22.

Although rising rates are generally positive for bank 
margins, a slow and steady rise in rates and the 
shape of the yield curve are important. As such, both 
factors weigh into our investment decisions.

Would you please discuss valuations of banks 
and financial companies?

Bank valuations continue to look attractive relative 
to the overall market. As of 3/31/22, the KBW 
Bank Index traded at about 10.5x 2023 earnings 
compared to 18x for the S&P 500. Valuations are 
also lower relative to historical averages, as the price 
to earnings ratio for banks has averaged 12.9x for 
the past 10 years.

In comparison, financial technology companies 
typically trade at a premium to the market given 
their faster growth profiles. However, their stock 
prices have corrected in the past six months. As 
of quarter end 2022, they are trading at about 
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25x 2023 earnings, below its 10-year average of 
38x.1 Looking ahead through 2023, earnings could 
more than double from 2021 levels, and the five 
year annual growth rate of earnings would be 
approximately 15% per year despite a significant 
drop in 2021.

Would you discuss your expectations for loan 
growth in the near term? 

Loan growth, along with margins, asset quality, 
and expense control, is an important part of our 
investment thesis. These factors are more important 
for smaller banks that lack revenue opportunities 
from other business lines, such as capital markets or 
asset management. 

Loan growth has been fairly anemic for the past few 
years. In concert with the recovering economy, loan 
growth has improved. Excluding the commercial 
and industrial category, loans outstanding at the 
largest 25 banks in the U.S. grew 6.9% and small 
banks’ loan balances rose 8.5% over the past year as 
of 3/23/22. 

Specifically, we see relative strength in certain 
categories of lending including consumer, 
commercial real estate, and multi-family housing. 
Barring any significant downturn in the economy, 
we expect solid and steady growth to continue and 
potentially accelerate.

The banking industry is also experiencing an 
exceptional period of asset quality. In 2021, 
nonperforming assets to total assets were 46 bps, 
down from almost 300 bps in 2009. Aggregate  
net charge-offs (the amount charged off when a  
loan becomes uncollectible) to average loans were 
24 basis points for the year; in 2009, it was 267  
basis points.

After a strong year for mergers and 
acquisitions (M&A) in the banking industry, 
do you expect consolidation to continue  
in 2022?  

Yes. In 2021, there were 215 bank and thrift mergers 
with an aggregate deal value of nearly $80 billion--
surpassing the highest level since before the global 
financial crisis. We believe M&A transactions will 
continue as consolidation is ever-present in the 
banking industry. For instance, in the early 1980s, 
the number of FDIC-insured institutions peaked at 
over 14,000, and as of the end of 2021, there were 
only about 4,200. 

There are many factors driving the continued 
consolidation trend, including increased 
competition from Fintech companies, the need to 
reduce expenses due to inflationary pressures and 
the desire to increase market share and profitability.

In the Hennessy Small Cap Financial Fund, 
consolidation and M&A activity have been a value 
proposition. We tend to own the consolidators as 
there can be significant value and accretion to the 
earnings and the book values of these acquiring 
companies.
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What are the benefits of an actively managed 
portfolio in the financial sector?

We believe active management in the Financials 
sector provides the following benefits:

1. Our experience drives our investment decisions.
Portfolio Manager Dave Ellison has been
managing both the Hennessy Large Cap Financial
Fund and the Hennessy Small Cap Financial Fund
for over 25 years.

2. Stock selection drives performance. We
look for opportunity rather than follow Index
composition. We focus on owning high-quality
financial companies with a compelling risk/
return proposition. By being highly selective
in our investment decision-making, the Funds’
portfolios differ from their primary benchmarks.
For example, the Hennessy Small Cap Financial
Fund has an 89% active share, and the Hennessy
Large Cap Financial Fund has a 62% active share,
as of 3/31/22.

3. Ability to invest in opportunity. As active fund
managers, we can invest in companies that
are not confined to banking. As such, we have
owned financial-related companies including
MasterCard, Visa, and PayPal. Over the past
decade, these stocks have had periods of
significant outperformance when banks and
traditional financials have underperformed.

Financial Professionals
800-890-7118
advisors@hennessyfunds.com
Shareholder Services
800-966-4354
fundsinfo@hennessyfunds.com
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1 Fintech companies are represented by the KBW Nasdaq Financial Technology Index. Source: Bloomberg
Past performance does not guarantee future results. Index performance is not indicative of fund performance. To obtain fund 
performance click here.
Investors should consider the investment objectives, risks, charges and expenses carefully before investing. This and other important information can 
be found in the Fund’s statutory and summary prospectuses. To obtain a free prospectus, please call 800-966-4354 or visit hennessyfunds.com. Please 
read the prospectus carefully before investing. 
Mutual fund investing involves risk; Principal loss is possible. A non-diversified fund, one that may concentrate its assets in fewer holdings than a diversified fund, 
is more exposed to individual stock volatility than a diversified fund. Investments are focused in the financial services industry; sector funds may be subject to a 
higher degree of market risk. The Funds invest in small and medium sized companies, which may have limited liquidity and greater volatility compared to larger 
companies.
For glossary and index definitions, click here.
Earnings growth is not representative of the Fund’s future performance.
Top ten holdings for the Hennessy Large Cap Financial Fund can be found here: hennessyfunds.com/funds/large-cap-financial#portfolio. Top ten holdings for the Hennessy Small Cap 
Financial Fund can be found here: hennessyfunds.com/funds/small-cap-financial#portfolio. Fund holdings and sector allocations are subject to change and should not be considered 
recommendations to buy or sell any security.

https://www.hennessyfunds.com/funds/large-cap-financial#portfolio
https://www.hennessyfunds.com/funds/small-cap-financial#portfolio
https://www.hennessyfunds.com/funds/price-performance?utm_source=pardot&utm_medium=email&utm_campaign=financials-cc-recap-march2022



