Special Edition — March 13, 2023

Banking Crisis Averted, But Risks Remain

Key Takeaways

o The FDIC took over Silicon Valley Bank (“SVB”) and
Signature Bank last week.

o To boost the stability of the banking system, the
government effectively protected all depositors in
the banking system.

o  While some risk remains, we believe the big
systemic risks are now lower. We encourage
investors to remain disciplined in following their
long-term investment plans.

Why did this happen?

In its simplest form, banks gather deposits from clients
(individuals and corporations), and they pay those clients a
short-term interest rate. They then invest some of those
deposits in fixed income securities, like US Treasuries or
mortgage-backed securities. Depending on the duration of
their fixed income portfolios, like many investors’ fixed
income portfolios, some banks experienced substantial
market declines during 2022. With a smaller fixed income
portfolio, they have less money to repay their depositors,
should they want to withdraw their money. If one depositor
wants to withdraw their money, it's not really a problem.
But if enough depositors want to withdraw their money,
you have a bank run. In the case of SVB, run risk was
higher given the depositor concentration with Venture
Capital--backed companies. The intersection of these risk
can result in liquidity risk, which is at the core of the issue
today.

How did the government act?
The government acted quickly to bolster confidence in the
banking system. Key actions over the weekend included:

Protecting depositors — The Treasury pledged to fully
protect all Silicon Valley Bank (SVB) and Signature Bank
deposits. This will help minimize the impact on SVB’s
technology-heavy client base, and it also should help
reassure depositors of other banks as well.

Ensuring bank liquidity — Reminiscent of the alphabet
soup of acts we saw during the global financial crisis
(GFC), the Fed is creating a program to support other
banks in a similar situation to SVB. The “Bank Term
Funding Program” (BTFP) will offer loans to banks and
treat all collateral at 100% of its face value. For example, if
a Treasury bond was purchased for $100 and has declined
in price to $90, the Fund will treat the bond’s value at $100
for collateral purposes. This temporarily eliminates the
fixed income portfolio loss issue discussed earlier. The
loans are good for one year, allowing banks to raise
additional capital or seek financial partners. Importantly,
the Fund is designed to be large enough to protect all
uninsured deposits in the wider US banking system.

These actions focus on protecting depositors and the
confidence of the banking system; these programs do not
protect shareholders or debt holders.

What should | do?

This is not the global financial crisis. Banks are better
capitalized, the government has learned a lot of hard
lessons on how to handle bank failures, and the root
causes of today’s issues are very different. All that being



said, we expect some additional fallout from this episode,
and we expect some continued market volatility as the
ramifications of last week’s events are fully understood.

On the bright side, the Fed can now understand that its
rate-hiking cycle has destabilized the financial system.
Promoting financial stability is one of the Fed’s core
functions, in addition to its dual mandate of price stability
and full employment. As such, we expect the Fed to be
more cautious in future rate hikes, potentially leading to a
more stable rate environment.
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In every economic cycle and every market cycle, there are
risks, and there are opportunities. Last week reminded us
that some risks can spiral out of control if they are not
contained. Thankfully, quick action from the Fed, Treasury,
and FDIC substantially reduced the risk of a financial
crisis. But risks remain, and today’s risks are tomorrow’s
opportunities. Perhaps that’s the nature of market cycles.
Just as we encourage investors to stay invested through
recessions and bear markets, we encourage investors to
remain disciplined in their long-term investment plans.
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