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Another Day Another Bank Run - Market Commentary

Global equity returns were under pressure in February with concerns about inflation and
the pace of Fed rate hikes resurfacing.

The FTSE/JSE ALSI was sharply negative in USD at -7.1%, in line with Emerging Markets
at -6.5%, but inclusive of +5.3% in USDZAR depreciation (ZAR return was -2.2%).

The MSCI World Index of Developed Markets was -2.4% down. Somewhat surprisingly for
a down month, and in contrast to the trends of 2022, the MSCI Growth Index was at
-1.9% vs the MSCI Value Index at -2.9% i.e. the Value segment of the market
underperformed.

In line with the above theme, both major US markets were down, but while the S&P 500
was down -2.5%, the Nasdaq declined -0.4%.

The various market returns are summarised in Table 1 below.
Table 1. South African and global equity returns (USD) for February 2023*

Feb-23 YTD 2023

FTSE/JSE ALSI (ZAR) -2.2% 6.5%
FTSE/JSE ALSI (USD) -7.1% -1.3%
MSCI World -2.4% 4.5%
MSCI EM -6.5% 0.9%
MSCI Value -2.9% 1.6%
MSCI Growth -1.9% 7.6%
S&P 500 -2.5% 3.6%
Nasdaq 100 -0.4% 10.3%

*Total return indices, Source: Factset

Markets don’t pause and as often happens events overtake last month’s concerns. While
February was dominated by resurgent inflation and concerns about further Fed rate hikes,
March volatility materialised through concerns about the banking sector, initially with the
failure of SVB and Signature Banks in the US, and subsequently with the takeover of Credit
Suisse by UBS in Switzerland. Further, at the time of writing, the US Treasury has
effectively announced the guarantee of all USD17.6 trillion in US bank deposits. We feel it
is this guarantee, along with liquidity access for US banks, more so than the Credit Suisse
/ UBS transaction, that has served to calm markets and Financials appear to be
rebounding.

The SVB development was the poster child of this episode and widely-covered by the
media. We attempt in this brief note to add some complementary insight which we felt has
at times been missing from the mainstream coverage.

Don’t all banks invest in Treasury securities and didn’t all banks suffer losses?

The coverage of SVB somehow suggested this bank was unique, or at least part of a subset
of vulnerable regional banks, in having invested in Treasury securities and Agency
Mortgage-Backed Securities ("MBS"), and suffering losses on these. In truth al/l banks in
the banking system invest in a mix of loans and securities. The mix partly reflects a bank’s
strategy and its prudence in managing its balance sheet.
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US bank loans and securities totalled USD17.5 trillion in the week of March 8, 2023t. Of
these, total security holdings were USD5.4 trillion, and of these, total MBS were USD2.9
trillion.

The US 10-year Treasury yield increased, on average, from 1.5% in December 2021 to
3.9% at the time of writing, or a 2.4% change in interest rates. We also know that the
average term, or duration, of all bank loans and securities is 3.9 years, and 5.7 years for
securities only?2.

Since volatility is mathematically close to duration, we can use duration as a proxy for
volatility, and it is a simple calculation to determine that the increase in interest rates of
2.4% leads to a 2.4% x 5.7 = -13.7% decline in the value of bank securities’ portfolios
(to be more precise we would also use securities’ balances from one year ago, however
we are only illustratively approximating here). In USD terms this amounts to -13.7% *
USD 5.4 trillion = -USD740 billion - an approximation not too far removed from the FDIC's
estimate of banks’ unrealised losses on securities in December 2022 of USD 620 billion3.

Total bank equity capital amounted to USD 2.1 trillion in the week of March 8. Applying
the same approximation to total bank loans and securities, but with the shorter duration
of 3.9 years, we obtain 2.4% x 3.9 x USD 17.5 trillion = -USD 1.6 trillion of losses on
aggregate on bank loans and securities. These losses therefore amount to 76% of
aggregate bank capital.

In other words the banking system has suffered losses on its loan and security exposure
approximately amounting to 34 of bank capital.

So is the US banking system bankrupt?

Not on an unrealised basis i.e. as long as securities do not have to be sold to realise the
losses. The Fed'’s facility for banks to raise liquidity using their securities as collateral where
the value of the securities is at par (or full value i.e. no assumed loss) is extremely
important - it effectively ensures the crisis will be contained, at least in the US. Further,
if this facility had been available to start with, SVB would never have gotten into trouble.
In the meantime the stock market did an efficient job of highlighting the more at risk
banks in the system.

It is also worth pointing out here that in contrast to banks, one hardly ever hears of
insurance companies running into similar trouble. The reason is insurers go to great
lengths to match assets and liabilities by term, whereas a maturity mismatch is inherent
in the banking business model.

So why are these losses not being reported?

Because of accounting rules. Banks report their security holdings as “Available for Sale”
(“"AFS") or as “Held to Maturity” ("HTM"). AFS securities are meant to be held at market
value, while HTM reflect on bank financial statements at cost (though market values are
noted as well). The issue is that unrealised losses on HTM assets, which are the bulk of
securities ($91.3b of $120.1b in the case of SVB)* are not reflected anywhere in the
financial statements. These are deemed to be held to maturity and expected to pay out at
100 i.e. the bank gets its capital back.

In respect of AFS securities, however, unrealised losses reflect in “Other Comprehensive
Income (Loss)”.

For ease of reference we set out some of SVB’s balances in December 2022 in Table 1
below.
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Table 1. SVB Cash, Securities and Loans, December 2022 ($b)

MANAGEMENT

Assets Amount ($b) % of Total
Assets

Cash 13.8 6.5%

AFS Securities 26.1 12.3%

HTM Securities ($76.2b market value) 91.3 43.1%

Other Securities 2.7 1.3%

Total Investment Securities 120.1 56.7%

Net Loans 73.6 34.7%

Other Assets 4.3 2.0%

Total Assets 211.8

Total Deposits 173.1 81.7%

Total Equity 16.3 7.7%

Realised Gains (losses) on investment securities (285.0)

Unrealised holdings gains (losses) on AFS securities (2 503.0)

Loans to Deposits 42.5%

Assets to Equity 13.0x

Source: ir.svb.com
Where are SVB’s losses?

We are told that SVB had to sell securities to meet deposit withdrawals which crystallised
a loss precipitating a capital raise and a loss of confidence.

Examination of SVB’s statements reveals the bank realised a relatively minor securities
loss of $285m included in Net Income in 2022. A much larger unrealised loss of $2.5b on
its $26b AFS securities was declared under Other Comprehensive Income (so these
securities would have been worth $28.5b at the start of 2022 i.e. an approximate -10%
loss through the year).

Importantly, we also note, the market value of the HTM portfolio was $76.2b, although
this is reflected at $91.3b in Table 1. The HTM portfolio would have therefore suffered
something close to a $15.1b or -16.5% mark-to-market loss. This is almost as large as
SVB’s equity capital of $16.3b per Table 1 above.

Yet none of this seemed to worry the market, yet. It was only when SVB announced in
March that it had sold its entire remaining portfolio of AFS securities, valued then at $21b
(presumably reflected as $26.1b in Table 1), and had crystallised a loss of $1.8b, and
announced a compensatory $1.8b capital raise, did events begin to unfold which brought
the bank down.

But $1.8b was just over 10% of existing equity capital. Even this hardly suggests bank
failure. Perhaps the need to liquidate $21b of securities to meet withdrawals was the
concern. Either way it is the unrealised losses on HTM which would have been most
concerning prior to the equity raise.

Did SVB mismanage its balance sheet?

Perhaps relative to the withdrawals which subsequently materialised it did. We can note
further that per Table 1 above, 6.5% of assets were in cash, and 55.4% in securities. This
compares to 13% in cash i.e. double, and 24% in securities ie less than half, for the
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banking sector as whole!. It certainly appears likely that had SVB kept the industry
average in cash, or $26b, it likely would have had an easier time.

Short interest

Finally, as an illustration of the market’s perception of SVB, we set out in Graph 1 below
the level of short interest in SVB stock.

Graph 1. Short interest in SVB stock
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Source: Factset

Per Graph 1 above it can be seen how the level of short interest spiked through 2022, no
doubt as Treasury yields rose and unrealised losses mounted. While not impossible we
suspect it less likely the market anticipated the level of deposit withdrawals arising from
SVB’s concentrated VC customer base, necessitating the liquidation of the AFS portfolio.
The level of shorting was most likely linked to the mark-to market losses relative to capital
accumulating on the securities portfolio.

What the about the M1 Capital Global Equity Prescient Fund?

For our part we are pleased to report the M1 Capital Global Equity Prescient Fund has no
exposure to global banks. The Fund’s Financials exposure comprises non-bank Financials
such as the London Stock Exchange Group, and MSCI Inc, a US index provider.

Global Macro

Finally we also suggest that the episode is once again a reminder how managing
investment funds by forecasting macro developments can be challenging. In 2022 there
was a threat of recession so one could have positioned accordingly. As 2022 drew to a
close, and in early 2023, there increasingly appeared to be a much reduced probability of
recession, only for this to resurface again through the recent bank failures. The month is
not over yet.

1 www.federalreserve.gov

2 Drechsler, 1., Savov, A., Schnabl, P., Banking on Deposits: Maturity Transformation without Interest Rate Risk, Journal of Finance, Vol. 76, Issue 3, June 2021
3 www.fdic.gov
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