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This is the Inaugural Issue of Bank Insights.  This Newsletter is intended for your general knowledge and information only.  It is 
not an offer to sell or buy any security.  Whether or not you are, or might become a bank stock investor in the future, we hope 
you find this general information on banks and the banking industry helpful.  After all, even if you are not a bank stock 
investor, you are surely a customer of a bank.  Therefore, knowing about the “state of the banking industry” is a good thing.  If 
you ever have any specific questions about the safety and soundness of a particular bank, please contact us and we will gladly 
give you an update on its financial condition and strength.   
 

Are Banks in Trouble Again?  NO!  Absolutely not.  The Credit and Liquidity 
Crisis of 2008, aka The Great Recession, left an indelible mark on everyone.  
(People have long memories.)  Hank Paulson, the Treasury Secretary during 
that time, wrote a book called, On the Brink.  It’s an excellent account of the 
perilous situation faced by our economic system at that time and we recommend 
it to you for your reading.  The term, on the brink, was a fairly accurate 
description of how close we were to a collapse of the entire financial system.  
The book dealt with all the various issues and challenges during that period.  In 
short, that crisis was a perfect storm of mismanagement, arrogance and lack of 
oversight or controls.   

 

That was then – today is very different.  In fact, we contend that banks are healthier than they have been in ten, 
fifteen or even twenty years.  Why?  There are no major credit problems facing banks today; nor any liquidity 
crises as there were in 2008.  Back then, the mortgage lending practices of the investment banks were simply 
out of control.  Greed and public policy had run amok.  Congress wanted more folks to own homes.  So Uncle 
Sam let Fannie Mae, Freddie Mac and other so-called GSE’s (government sponsored entities) buy loans that 
were, at best, poorly underwritten.  The stories are legendary now: a clerical worker making $30,000 a year was 
approved for a $700,000 mortgage loan.  Why?  Because, when that person defaulted, (as they undoubtedly 
would with that limited income), someone else would buy the house at full value and the lender wouldn’t lose 
any money.  We all know how that turned out.  And once exploding loan defaults were identified to be a very 
real issue, liquidity – the flow of money throughout and around the system – became a major problem!  This 
paralyzed many of the larger banking institutions.  (It’s important to inject here that Community Banks were not 
the culprits of the bad behaviors or actions which caused the Great Recession of ‘08 and that our firm focuses 
its investments exclusively in Community Banks.)   
 

Fast forward to today: loan quality at all banks, big, medium or small, are at historically strong levels.  Data 
from the past would suggest that if a bank has around 1% to 2% of its loan portfolio as non-performing assets 
(“NPA’s” i.e. late payers, non-payers, renegotiated loans or repossessed real estate) – that is a safe and 
satisfactory level.  Today, the level of NPA’s is well below 1% for the vast majority of banks in the country.  
We do not see any widespread housing bubble or pending collapse in the mortgage industry.  Nor have we 
identified any other areas of undue concern like agriculture or energy lending.  Additionally, commercial 
lending standards are being upheld by banks, and generally, collateral, cash flow and guarantors for loans are all 
very strong.  With good asset quality rampant in the banking industry, there are no signs of any liquidity issues.   
 

So, what’s all the fuss about?  Without question, it has been a long time since the last “recession”.  Pundits 
suggest that simply due to the passage of time, we are due for an economic contraction.  We disagree with that 
logic – but not with the fact that a potential recession could happen.  Economic cycles have occurred since the 
dawn of time.  Expansions and contractions are a normal part of the business cycle.  But, recessions don’t occur 
simply due to the passage of time.  Rather, they occur because of policy decisions (tariffs for example), slow-
downs in productivity and/or innovation, changes in buying behavior based on prices of “things”, etc.  And 
there’s another important factor: consumer confidence (or the lack thereof).  Fear is a powerful motivator.  And 
fear has gripped markets of late.  Is that fear well-founded?  Good question.   



 
Today, banks are highly profitable, paying good dividends, have excellent loan quality 
(as noted above), plenty of real equity capital, good management, and are continuing to 
grow – albeit at a slightly slower rate than the recent past.  Regulators clamped down 
after the Great Recession and banks are strong and safe.  There were NO bank failures 
(zero) in the U.S. during 2018; the first time that’s happened since 2006.   
 

Despite the overall strength of the industry, the banking sector is not without some headwinds.  Of note, the 
absolute level of interest rates as well as the so-called “shape” of the yield curve matters to banks.  Higher rates 
and a steeper curve help banks increase net interest income, which, in turn, tends to fall to the bottom line as 
increased net profit.  So, as with most things in life, the answer to the question about whether “fear” about bank 
stock investments is well-founded is not completely black and white.  Overall, the condition of banks is as good 
as it has been in a generation.  But, IF the yield curve inverts for any significant length of time, meaning short-
term rates are higher than long-term rates, net interest margins may be negatively affected for some banks. 
Which ones?  To answer that question, we must move to our next topic.     
 

Not All Banks are Created Equal:  A bank is a bank – right?  Not so.  While all banks in the country are 
judged by examiners based on something called a CAMELS rating (more on that later), banks tend to be very 
different from each other.  For example, obvious differences can arise based on a bank’s location.  Farm banks 
are located in rural America and serve agricultural producers.  Energy banks seem to proliferate in Texas and 
other areas where oil and gas are drilled and refined.  Also, product lines vary at banks.  Some banks focus on 
businesses while others focus on retail clients.  These are only a few of the features that differentiate banks.   
 

Community Banks are very different from large national and super-regional banks.  They tend to have very 
highly personalized service and are not engaged in offering exotic products or services.  In short, they tend to be 
less risky.  Another key attribute of Community Banks is how they fund themselves.  For a depositor, money in 
the bank is an asset.  For a bank, that deposit is a liability that they owe the depositor.  For a borrower, a loan is 
a liability.  For a bank, a loan is an asset for which the borrower must repay them.  Not only do banks have 
specific lending niches, some also build themselves around certain deposit niches.  Checking, savings, 
certificates of deposit are common deposit products.   Banks which have more non-interest bearing checking 
accounts than savings accounts and CD’s tend to have a lower cost of funds for their overall deposit mix.  
Community Banks often have a disproportionately larger percentage of their deposits from non-interest bearing 
relationship-based clients.  Why is this important?  As rates rise, the spread between what a bank earns on the 
loans they make (for which they can now charge more interest) and non-interest bearing checking accounts, 
widens.  Our banks have done a wonderful job of developing relationships with depositors who maintain large 
non-interest bearing checking accounts.  Bigger banks tend to have to “pay up” to attract and maintain 
relationships with their depositors.   
 

What this means is the value of banks which are “core deposit funded” (i.e. stable checking accounts) increases 
in a rising rate environment more than banks which have to “buy” deposits (i.e. paying high rates on all their 
deposit products).  As such, not all banks are created equal and it matters a great deal how they are funded.  
So… 
 

Is NOW a Good Time to Invest in Community Bank Stocks?  We believe it is!  
Especially for core-funded Community Banks with an outstanding track record and a good 
culture – because we believe culture is the true differentiator.  While we do rigorous and 
detailed financial analysis using the CAMELS framework mentioned earlier (Capital, 
Asset Quality, Management, Earnings, Liquidity and Sensitivity to movements in interest 
rates), but CULTURE carries more weight for us than any other factor.  “Culture is king”!  

Without the right culture, we believe it is nearly impossible to execute upon strategy and tactics.  To us, the 
right culture is one where leaders focus on “Enterprise Value”.  Shareholder value is an important subset of 
enterprise value.  But we have found that management teams who focus on all of their various constituents 
(employees, clients, vendors, regulators, the community as a whole and yes, shareholders) in a fair and balanced 
fashion, are the ones who do, in fact, produce the best returns over time.  That is why culture is so important to 
our investment decision making process.   
 



Adding to our bullishness that now is a good time to invest in Community Banks is the fact that prices of bank 
stocks fell in Q4 2018 – even though earnings remain strong.  A close advisor of ours recently sent a very 
appropriate quote to us from Shelby Cullom Davis:  “You make most of your money in a bear market; you 
just don’t realize it at the time.”  This seems counterintuitive.  Bear markets are no fun.  But history has 
shown that long-term investors who “stick it out” have fared better over time than traders who are in and out of 
markets depending on conditions.  People who sell during corrections rarely buy back in to the market at the 
right time to recover the temporary declines in value they’ve experienced.  John’s 
father, who has been such a magnificent teacher for us, didn’t sell a share of stock 
during the Credit and Liquidity Crisis of 2008/09.  Many others did.  He recovered 
decreases in value (and then some) over the ensuing years.  He also avoided capital 
gains taxes which would have come about as a result of selling shares and which 
would have further reduced his investable assets.  Many folks didn’t fully enjoy the 
rebound which eventually occurred.  This lesson will stay with us forever.  
 

It’s kind of easy to make a claim that long-term investors fare better than market-timers.  So, we thought we 
should take a closer look at historical facts to check our assertion. To better understand the magnitude of the 
current decline in the markets and what it may mean for the future, let’s examine the downturns in the U.S. 
bank market over the last three decades where the market lost more than 15% of its value from peak to 
trough.1   
 

We share the following interesting info: 

1. There have been 7 such downturns over the last 30 years; with 1 occurring every 4.3 years on average 2 
2. These downturns averaged 5 months in duration and investors lost an average of -23% 
3. All 7 downturns were followed by a sharp increase in prices; these “rebounds” averaged 5 months 

in duration and investors gained an average of 25% 
 

The recent correction lasted 6 months and the bank stock market, using ^BANK as a proxy for the banking 
industry, lost an average of 27% (remarkably similar to the characteristics of the corrections identified in the 
tables below).  Happily, our portfolios performed better than the overall bank stock market during that 
correction.  During January 2019, ^BANK recovered 10.8% of its value.  It’s too early to tell if this is part of a 
larger, longer rebound – but it appears to be a good start.   
 

Here’s the all-important “punch line” showing the corrections and corresponding rebounds during the past 30 
years.  
 

 
 

 
                                                           
1 The data presented in the tables above uses the NASDAQ Bank Index (“^BANK”) as the benchmark for measuring bank stock 
prices.   
 
2 The tables exclude the two credit/liquidity crises which occurred during the period under review (early 90’s and the so-called Great 
Recession of 08/09) as the current environment and conditions are devoid of anything remotely close to major credit problems.  There 
was little to nothing written or discussed about a credit crisis during the recent correction because it just didn’t exist at that time.  
 



 
We think this data vividly demonstrates why we assert that long-term investors fare better than traders or folks 
who attempt to time the market.  Of course, while the market data in these tables indicate a clear pattern of 
sharp price increases after corrections, there are no guarantees the future will unfold the same way.  None-
theless, we believe as the bank market rebounds in dramatic fashion, price action after the rebound will be 
heavily impacted by long-term fundamental trends rather than headline-driven volatility.  And as we’ve 
attempted to highlight – the fundamental trends of the banks in our portfolios are VERY STRONG! 
 
There are no guarantees in life.  A recession could be on the horizon due to policies and actions being pursued 
by our government or as a result of other causes.  The yield curve could invert if the Federal Reserve keeps 
raising the fed funds rate.  But, our belief is that even if we face a mild recession, banks, especially Community 
Banks, are NOT going to experience the type or magnitude of problems that cropped up in 08/09.  Bad behavior 
by investment, mortgage and money-center banks were a major contributor to the previous recession.  And 
while all banks may be mildly impacted by the next recession as loan volume slows, banks will NOT be the 
cause of the next economic contraction.  There is no credit or liquidity crisis currently on the horizon.   
 

Conclusions:  We’ve tried hard to present a balanced and thorough overview of current conditions.  The true 
“dean’s” of investing (Cooperman, Buffet, Eichman, Bogle, and yes even Cramer), remind folks that it is hard 
to make money buying when enthusiasm is rampant, and selling when markets are skittish.  Buy low, sell high; 
keep your wits about you when others are losing their cool; make sure you know your companies better than the 
next guy; stay diversified; look for companies who can maintain their dividend stream; and above all, THINK – 
are all great lessons upon which we should focus.   
 

If you would like to review our Annual Letter to Investors, we’d be delighted to share it with you.  Or, if you 
would like to visit about any of this, we welcome the opportunity to meet with you by phone or in person.  You 
may reach us by replying to this email or by calling us at 574-243-6501.   
 

With warmest personal regards, 
 
John Rosenthal 
Chief Executive Officer & Chief Investment Officer 
 
Adam Henry 
General Counsel & Senior Portfolio Manager 
 
* Important Footnotes:   
 
Past performance may not be indicative of future results.  Therefore, no current or prospective client should assume that the future performance of any specific investment, 
investment strategy (including the investments and/or investment strategies recommended by the advisor), will be profitable or equal to past performance levels.  Additionally, 
Form ADV Part II for John W. Rosenthal Capital Management, Inc., filed with the Secretary of State of Indiana, is available on line at www.rosenthalpartners.net - or if you would 
like to receive a paper copy of our Form ADV Part II and/or information regarding the firm’s proxy voting policy you may contact us at the number provided above and we will 
mail them to you immediately.  
 

 

http://www.rosenthalpartners.net/

