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• Key Operating Takeaways from Q4:  
o YOY Adjusted EPS* up 5%. 
o Net Interest Margins** Remain Strong at 3.89%.   
o Stellar Loan Quality Continues with NPA’s** falling 20 basis points! 
o Capital Remains Very Strong at our Banks** at 10.2%! 

 
* Virtually all banks in the country took a one-time, non-cash charge to their Deferred Tax Asset account due to the lower tax rates now in effect.  Thus, 
the only reasonable way to comparably measure results this quarter is on an “adjusted basis” – normalizing for taxes.  More on this below. 
**Weighted average level for all banks in our portfolio. 
 

General Commentary on Q4:  We’ve thought long and hard about how to fairly and meaningfully present earnings this 
quarter.  As always, our goal is to put forth the most clear and accurate assessment of how our banks have done.  As noted 
above, we are presenting earnings data on an “adjusted basis” this quarter.  Why?  Well, it tells the most complete and correct 
story.  In my 2017 Annual Letter to Investors, I highlighted that most banks revalued the benefit of their deferred tax assets 
(“DTA’s”) to lower levels precipitated by the lower corporate tax rates now in effect.  This one-time, non-cash hit to the 
income statements of banks in Q4, will be more than offset over time by the absolute reduction in corporate taxes due in the 
future.  The revaluation of DTA’s affects banks more than other industries because of the nature of the banking business and 
how timing differences between the “provision for loan loss expense” and “loan charge-offs” are treated on a GAAP 
(generally accepted accounting principles) vs. tax basis.  So, we’ve “normalized” earnings using a standard industry approach 
which adds net interest income and non-interest income; subtracts non-interest expenses and then taxes the resulting net 
revenue with an implied 35% tax rate.  This approach neutralizes the one-time non-recurring valuation adjustments to the 
DTA’s taken by banks this quarter.  We’ve done this across the board and for all comparable periods.   
 

In spite of those one-time non-cash charges, capital at our banks continues to be super strong at 10.2%.  Now that tax reform 
has passed various analysts predict anywhere between an 11-16% increase in EPS at banks.  This is only taking into account 
the savings on taxes and does not factor in any normal growth to EPS.  For this reason, we expect to see many banks increase 
their dividends in 2018.  But, as you know, dividend income is only part of the overall returns we enjoy from our 
investments.  Yet they are a very important factor, as the dividend yield helps establish a “floor” for the price of an individual 
stock.  This so-called floor is informally established in relation to the yield available on a bond of a similar quality.   
 

Again this quarter, part of the reason for the solid earnings performance of our banks is their strong margins.  Q4 saw 
margins at 3.89%.  This is substantially higher than the banks in Fund 1 or Fund 2 and meaningfully ahead of the industry 
average.  The level of non-performing assets for banks in Fund 3 remains exceptional.  As a reminder, anything below 1% 
NPA’s is considered excellent.  The weighted average level of troubled loans for our banks is 0.64%; a 20 basis point 
improvement compared to year-ago levels.  As I’ve said from the beginning of this venture, asset quality is our “hot-button”.  
Margins are slim in the banking business – so losing money by charging off uncollectable loans can impact net income 
quickly and meaningfully.  In total, the banks in which we have invested have a proven record of outstanding loan quality.   
 

As you study the chart on the following page, you’ll note that the weighted average size of the banks in our portfolio is $1.2 
billion.  The Beta of our portfolio is 0.25% compared to the S&P 500 and 0.21% compared to the SNL Bank Index.  This 
means that in the event of a downturn in the market for bank stocks, it is unlikely that the decrease in Fund 3 would be as 
much as the SNL Bank Index taken as a whole.  This “downside protection” is a hallmark of Fund 3 and something we are 
purposefully trying to achieve on your behalf.   
 

We hope this information is helpful to you.  As always, if you have any questions or comments, I welcome your call or email 
to me at 574-243-6501 or john@rosenthalpartners.net   
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Legend:  Our color coded legend below gives an overview of GREAT, GOOD and BELOW PAR – but oftentimes does not tell the whole story.  We do NOT adjust 
earnings for one-time events such as acquisition costs.  So, a “red” in one quarter may end up being a bit misleading.  Furthermore, given the lines of business for certain of 
our banks, there is some seasonality to income; which makes quarterly comparisons difficult.  Green is outstanding and represents banks which have posted EPS increases of 
more than 5%, whose Net Interest Margin is up and whose Non-Performing loans are down.  Yellow is good and represents banks which have posted EPS gains within a 
range of up or down by 4.9%.  Red represents banks which have posted EPS declines of greater than 5%, had a decrease in their Net Interest Margin or an increase in Non-
Performing Loans.  
  
*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.  

 
Fund 3 Q4 Recap 

 

 
 
 
Note:  As a result of the recent tax law changes, most banks' 4Q-2017 earnings were negatively affected by a one-time accounting charge against their deferred tax asset account.  
Pre-provision net revenue eliminates the impact of this charge and may therefore be a better metric for the historical comparison of core profitability in 4Q-2017.  As a result, the 
above table utilizes EPS based on pre-provision net revenue as opposed to net income. 
 
(1)  Pre-Provision EPS = “Pre-Provision Net Revenue” per share then imputing a 35 percent tax rate on that amount and then basing this result on average diluted shares 
outstanding.  “Pre-Provision Net Revenue” = Net Interest Income + Noninterest Income - Noninterest Expense. 
 

 

Quarterly
Record Total

Pre-Prov. Assets SNL 
Ticker EPS? ($bils) 4Q '17 3Q '17 4Q '16 4Q '17 4Q '16 4Q '17 4Q '16 4Q '17 4Q '16 4Q '17 4Q '16 Bank

A $1.2 NA NA NA 8.3% 9.4% 3.74% 3.42% 0.78% 1.12% 1.14% 1.56% 0.35 0.29
B Yes $1.4 $0.41 5% 5% 11.9% 11.6% 3.27% 3.56% 0.38% 0.41% 1.45% 1.38% 0.89 0.59
C $0.9 $0.48 -10% -20% 10.2% 9.9% 3.37% 3.05% 0.39% 0.33% 1.04% 1.07% -0.05 -0.01
D $0.6 $0.30 -20% 0% 11.4% 11.2% 4.68% 4.50% 1.20% 1.47% 0.97% 1.04% 0.08 0.05
E $3.1 $31.36 -13% 39% 11.1% 11.1% 3.38% 3.47% 0.74% 0.96% 0.88% 1.08% 0.06 0.02
F $1.9 $1.14 -10% 9% 7.6% 7.3% 3.29% 3.25% 0.09% 0.09% 1.13% 1.15% 0.11 0.05
G $0.8 $0.39 3% 15% 7.5% 9.5% 3.63% 4.14% 0.01% 0.00% 1.06% 1.25% 0.04 0.02
H $0.8 $0.52 0% 15% 10.9% 11.3% 4.03% 4.00% 1.42% 1.88% 0.78% 0.87% 0.03 0.03
I $0.9 $0.34 -41% -39% 10.1% 10.2% 3.64% 3.89% 0.76% 1.33% 1.44% 1.56% 0.05 -0.02
J $3.7 NA NA NA 13.6% 13.6% 3.58% 3.44% 0.79% 0.94% 0.97% 0.98% 0.09 0.02
K Yes $1.1 $0.81 15% 28% 8.6% 7.7% 3.64% 3.44% 0.42% 0.91% 1.19% 1.15% 0.03 0.01
L $1.3 $0.31 16% -6% 9.2% 8.5% 3.77% 3.58% 1.16% 1.34% 0.40% 0.44% 0.44 0.44
M Yes $1.0 $0.72 21% 23% 17.1% 18.2% 7.96% 8.41% 0.54% 0.34% 1.60% 1.35% 0.94 0.56
N $1.1 $0.90 25% 17% 9.4% 9.2% 3.84% 4.04% 1.23% 1.65% 0.78% 1.08% -0.01 0.06
O $1.2 $0.68 3% 15% 8.6% 8.8% 3.00% 2.99% 0.80% 1.34% 1.07% 1.17% 0.11 0.07
P $0.6 $0.18 -2% -18% 9.2% 10.7% 3.75% 3.77% 0.71% 1.30% 1.18% 1.33% 0.07 0.10
Q $2.0 $0.38 -17% -23% 11.7% 12.2% 3.11% 3.20% 0.25% 0.37% 0.17% 0.18% 0.43 0.67
R $0.5 $0.20 0% 18% 9.6% 9.7% 3.87% 3.75% 0.39% 0.45% 0.58% 0.66% -0.11 -0.07

Wtg. Avg. $1.2 1% 5% 10.2% 10.5% 3.89% 3.93% 0.64% 0.84% 0.98% 1.06% 0.25 0.21
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