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From the Desk of Mitch Zacks: An Update on the U.S.
Banking System

Many readers are likely aware of two high-profile bank failures in recent days, Silicon Valley
Bank (SVB) and Signature Bank (SBNY). Most bank failures historically have been caused by
credit risk issues, but SVB and SBNY were unique cases where a run-on deposits needed to be
offset by selling long duration securities at significant losses. It wasn’t long before word got out
that SVB had a massive portfolio of long duration securities in the red (marked to market), which
altered the bank’s capital profile almost overnight. Capital ratios at both banks plummeted,
moving regulators to shut down the banks citing inadequate liquidity and insolvency.!

To help readers better understand how this happened, I’ll go into greater detail about the
downfall of SVB.

2020 and 2021 were historic years in terms of a massive surge in liquidity coming from fiscal
and monetary stimulus, and much of this new liquidity showed up in explosive growth in
deposits, with venture capital money notably pouring into early-stage companies in 2020 and
2021. SVB happened to be a bank that catered mostly to early-stage technology companies,
venture capital companies, and private equity firms. According to the company’s website, about
half of the U.S. tech and healthcare firms that IPO’d last year were SVB customers.

It follows that in the year following the Covid-19 lockdowns, SVB saw its deposits surge from
$62 billion to $124 billion, a roughly 100% increase at a time when most banks were
experiencing 20% to 30% increases in deposits. Of course, SVB was not alone is seeing deposits
surge — between Q4 2019 and Q1 2022, deposits at U.S. banks went up by $5.4 trillion. But it
was an outlier in terms of how substantially and quickly its deposit base grew.

The problem with SVB was that its massive deposit growth came at a time when the fed funds
rate was anchored to the zero bound, and U.S. Treasuries were paying 2% at most, but often far
less. The bank heavily invested new deposits in long duration Treasuries and other types of fixed
income, which while normally a prudent action, turned out to be a matter of terrible timing. As
the Fed encountered surging inflation and responded with rapid interest rate increases, yields
across fixed income durations moved higher, deeming the fair market value of much of SVB’s
securities portfolio as far lower than its balance sheet value.

In short, SVB was facing major issues in both its assets and liabilities:
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e Asset problem: buying bonds at generational lows in yields, which turned into sizable
unrealized losses as interest rates moved quickly higher.

e Liability problem: undiversified deposit base that relied heavily on institutional and
venture capital funding, versus traditional retail deposits. As big clients started to leave,
everyone followed.

The reason the run-on deposits happened so quickly for SVB is that most of its clients were
exposed to losses: out of SVB’s $173 billion of customer deposits at the end of 2022, $152
billion were reportedly uninsured — that’s 93%!

The bottom line is that SVB carved-out a very distinct, lucrative niche in the VC and tech world,
but that also set it up for large capital shortfalls in case of rising interest rates, deposit outflows,
and forced asset sales — all of which happened.

| want to be clear here that SVB was very much in a league of its own when it comes to percent
of deposits that were uninsured, and also in the ratio of its long duration debt securities to total
assets, which at 40% was extremely high. As seen on the chart below, many banks are
underwater on their fixed income portfolios, but none (as far as we can see) have the level of
duration risk that SVB had.
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Investors may look at the chart? above and think all banks are in big trouble, but that is not really
the case. When the Fed stress tests systemically important banks, all unrealized losses in
available-for-sale securities are required to be reflected in capital ratios. Held-to-maturity losses
are not included in capital ratios, but assuming there is not a run-on deposits, a bank is not likely
to have a need to sell those securities at losses to shore up capital. No large banks are
experiencing deposit flight, and in fact the opposite has largely been true over the past few days.

Regional banks are a different story. When calculating capital ratios, regional banks are not
required to adjust for held-to-maturity or available-for-sale losses, which is why many are
currently under a great deal of pressure from investors. The question that many investors and
depositors are asking about regional banks is: what duration risk did each bank take in its
securities portfolio during the deposit surge of 2020 and 2021, and how much of that was
invested in debt securities with generationally low yields? These are the questions circulating
banks like First Republic, Comerica, Western Alliance, and others. Whether or not these banks
can cling to deposits and avoid fear-induced flight may ultimately be the key to survival.

Credit Suisse also made headlines this week as the potential next shoe to drop, but unlike SVB,
Credit Suisse does not have large amounts of held-to-maturity assets. The bank however has
been seeing deposit outflows, and some local units breached regulatory liquidity coverage ratios
recently, meaning there was not sufficient liquidity in their securities portfolio relative to
deposits. The Swiss National Bank has stepped in to offer a lifeline should Credit Suisse need it,
while indicating the bank overall has sufficient capital available.®

Here in the U.S., the Federal Reserve and regulators sought to calm the markets by pledging to
make SVB depositors whole, including all those with deposits over the FDIC-insured $250,000
limit. The Fed was hoping this action would also stem the flight of deposits from other regional
banks like the ones listed above.

The Fed went a step further to protect regional banks from insolvency by creating a special
emergency facility where debt securities like long duration U.S. Treasuries could be used as
collateral for loans, giving banks access to liquidity without having to sell securities at a loss.
This emergency capital can prevent a bank from becoming insolvent, but the issue of owning
debt securities with fair market value below balance sheet value remains — as long as interest
rates are elevated relative to where they were in 2020 and 2021.

2 FDIC, https://www.fdic.gov/analysis/quarterly-banking-profile/qbp/2022dec/
8 The Wall Street Journal, https://www.wsj.com/articles/credit-suisse-shares-plunge-as-bank-storm-spreads-to-

europe-7251349d
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Which brings us to perhaps the biggest question facing the markets today: what does the Fed do
with monetary policy from here?

The Fed is still confronting too-high inflation, with core CPI (excludes food and energy) rising
by 5.5% from February 2022 to February 2023, its smallest 12-month increase since December
2021. That’s still well above the Fed’s 2% target, but continuing to raise the benchmark fed
funds rate would risk creating even more losses on bank balance sheets, which in turn raises the
risk of financial contagion. On the other hand, pausing or even cutting rates risks abandoning the
inflation fight, which is clearly not yet won. My guess is that the Fed will be thinking hard about
a ‘pause,” which could arguably be construed as bullish for the broader equity markets and bond
prices.

Bottom Line for Investors

The past few days have reinforced the importance of risk control in portfolios, not just for banks,
but for all investors. Risk control is an important part of our investment process at Zacks
Investment Management, and our diversified equity strategies are all designed to mitigate risk in
addition to generating excess return. Exposures to industries (relative to the benchmark) are
constrained in all strategies, so the impact of the past few days has had limited effect.

Our systematic and disciplined investment process will continue to seek opportunities in
mispriced stocks, including regional banks, but the process will also look to control risk relative
to each strategy benchmark. Risk control will look to limit any significant bet in individual
positions or any overexposure to any industry, such as regional banks. Alpha factors such as
estimate revision, standard deviation of earnings estimates, recent earnings estimates vs.
consensus, and short interest to shares outstanding, should all respond quickly to any underlying
risks or opportunities of each position in the portfolio.

All strategies are monitored in real time and each portfolio manager has the authority to override
the models and the process, particularly if there are significant risks that may not be captured by
models estimated over periods that do not reflect the current environment. Portfolio manager
judgement, particularly with respect to risk control, is a critical component of our investment
process, especially in times like these.

We are closely monitoring the situation and will keep you updated if conditions change. As

always, if you have any questions or concerns whatsoever, please reach out to your Zacks
representative.
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DISCLOSURE
Past performance is no guarantee of future results. Inherent in any investment is the potential for loss.

Zacks Investment Management, Inc. is a wholly-owned subsidiary of Zacks Investment Research. Zacks
Investment Management is an independent Registered Investment Advisory firm and acts as an investment
manager for individuals and institutions. Zacks Investment Research is a provider of earnings data and other
financial data to institutions and to individuals.

This material is being provided for informational purposes only and nothing herein constitutes investment,
legal, accounting or tax advice, or a recommendation to buy, sell or hold a security. Do not act or rely upon the
information and advice given in this publication without seeking the services of competent and professional
legal, tax, or accounting counsel. Publication and distribution of this article is not intended to create, and the
information contained herein does not constitute, an attorney-client relationship. No recommendation or
advice is being given as to whether any investment or strategy is suitable for a particular investor. It should not
be assumed that any investments in securities, companies, sectors or markets identified and described were or
will be profitable. All information is current as of the date of herein and is subject to change without notice. Any
views or opinions expressed may not reflect those of the firm as a whole.

Any projections, targets, or estimates in this report are forward looking statements and are based on the firm’s
research, analysis, and assumptions. Due to rapidly changing market conditions and the complexity of
investment decisions, supplemental information and other sources may be required to make informed
investment decisions based on your individual investment objectives and suitability specifications. All
expressions of opinions are subject to change without notice. Clients should seek financial advice regarding the
appropriateness of investing in any security or investment strategy discussed in this presentation.

Certain economic and market information contained herein has been obtained from published sources
prepared by other parties. Zacks Investment Management does not assume any responsibility for the accuracy
or completeness of such information. Further, no third party has assumed responsibility for independently
verifying the information contained herein and accordingly no such persons make any representations with
respect to the accuracy, completeness or reasonableness of the information provided herein. Unless otherwise
indicated, market analysis and conclusions are based upon opinions or assumptions that Zacks Investment
Management considers to be reasonable. Any investment inherently involves a high degree of risk, beyond any
specific risks discussed herein.

The S&P 500 Index is a well-known, unmanaged index of the prices of 500 large-company common stocks,
mainly blue-chip stocks, selected by Standard & Poor’s. The S&P 500 Index assumes reinvestment of dividends
but does not reflect advisory fees. The volatility of the benchmark may be materially different from the
individual performance obtained by a specific investor. An investor cannot invest directly in an index.
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The Russell 1000 Growth Index is a well-known, unmanaged index of the prices of 1000 large-company growth
common stocks selected by Russell. The Russell 1000 Growth Index assumes reinvestment of dividends but does
not reflect advisory fees. An investor cannot invest directly in an index. The volatility of the benchmark may be
materially different from the individual performance obtained by a specific investor.

Nasdaq Composite Index is the market capitalization-weighted index of over 3,300 common equities listed on
the Nasdaq stock exchange. The types of securities in the index include American depositary receipts, common
stocks, real estate investment trusts (REITs) and tracking stocks, as well as limited partnership interests. The
index includes all Nasdag-listed stocks that are not derivatives, preferred shares, funds, exchange-traded funds
(ETFs) or debenture securities. An investor cannot invest directly in an index. The volatility of the benchmark
may be materially different from the individual performance obtained by a specific investor.

The Dow Jones Industrial Average measures the daily stock market movements of 30 U.S. publicly-traded
companies listed on the NASDAQ or the New York Stock Exchange (NYSE). The 30 publicly-owned companies are
considered leaders in the United States economy. An investor cannot directly invest in an index. The volatility of
the benchmark may be materially different from the individual performance obtained by a specific investor.

The Bloomberg Global Aggregate Index is a flagship measure of global investment grade debt from twenty-four
local currency markets. This multi-currency benchmark includes treasury, government-related, corporate and
securitized fixed-rate bonds from both developed and emerging markets issuers. An investor cannot invest
directly in an index. The volatility of the benchmark may be materially different from the individual performance
obtained by a specific investor.

The ICE Exchange-Listed Fixed & Adjustable Rate Preferred Securities Index is a modified market capitalization
weighted index composed of preferred stock and securities that are functionally equivalent to preferred stock
including, but not limited to, depositary preferred securities, perpetual subordinated debt and certain securities
issued by banks and other financial institutions that are eligible for capital treatment with respect to such
instruments akin to that received for issuance of straight preferred stock. An investor cannot invest directly in an
index. The volatility of the benchmark may be materially different from the individual performance obtained by
a specific investor.

The MSCI ACWI ex U.S. Index captures large and mid-cap representation across 22 of 23 Developed Markets (DM)
countries (excluding the United States) and 24 Emerging Markets (EM) countries. The index covers
approximately 85% of the global equity opportunity set outside the U.S. An investor cannot invest directly in an
index. The volatility of the benchmark may be materially different from the individual performance obtained by
a specific investor.
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