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Investment landscape

Market participants and commentators may be hard-pressed to find a lot of positives to highlight
in what has been an eventful first quarter of 2023. One may point to the fact that global growth
has generally surprised positively, with lower energy and oil prices, as well as the reopening of
China, playing an important role in improving business sentiment. But other than that and rising
asset prices, there isn’t a lot of good news to report.

On the other hand, the geopolitical backdrop has remained challenging, with no end in sight to
the war in Ukraine, and renewed tensions between the U.S. and China. On the inflation front,
headline numbers continued to ease over the quarter thanks to lower energy prices, but core
inflation generally remained stickier, forcing global central banks to tighten monetary policy
further.

But by far one of the most noteworthy developments this year was the collapse of Silicon Valley
Bank (SVB) in March (the second largest banking failure in U.S. history), as well as the eventual
failure of a 168-year old institution: Credit Suisse, which was acquired by its rival UBS under the
auspices of the Swiss Federal government.

Let us briefly comment on the crisis that emerged in the financial sector, how fiscal and
monetary authorities responded to it, and the implications this may have for investors going
forward.

Many have been surprised that nothing in the financial system had broken as rates shot up
dramatically higher, and at a very rapid pace, over the past year. Normally, in such instances (as
was the case in 2008/09), a crisis may emerge as borrowers’ cost of debt increases beyond their
capacity to service and repay their debts. In other words, the interest rate exposure is typically on
the borrowers, first and foremost.

But this time around, rising interest rates became more threatening to lenders than to
borrowers. This unusual circumstance results from the fact that because central banks kept
interest rates at an ultra-low level for so long, many borrowers unsurprisingly decided to take on
long-duration, fixed-rate loans and mortgages. In other words, the interest rate risk is now
mostly on the lenders, while borrowers may have a little more time before higher interest rates
become seriously problematic for them too.

So on which balance sheets does the massive interest rate liability currently lie? The short
answer: non-bank financial intermediaries, smaller/regional banks, insurance companies, and
pension funds.

In the case of SVB specifically, the large influx of deposits starting in 2020 (which coincides with
the restart of quantitative easing) had given the bank little time to look for loans to underwrite,
so it used the funds to buy securities instead. Specifically, it bought a lot of mortgage-backed
securities with long durations and fixed rates, which dropped materially in value as interest rates
spiked.



When the Federal Reserve (FED) started to rapidly tighten financial conditions in 2022, the
market’s appetite to fund venture companies began to dwindle, which led SVB’s deposits to fall.
This eventually prompted the bank to have to sell some of the securities it held, and thus realize
losses large enough to require raising additional equity capital. This is when market participants
became aware of the sheer magnitude of the unrealized losses on SVB’s books. The bank’s
depositors promptly withdrew their money, and in the age of mobile banking, things unravelled
very quickly for SVB, which was unable to meet its obligations within a few days and thus
collapsed.

In the case of Credit Suisse, its demise has less to do with the realization of losses on its bond
portfolio, but rather the disastrous investments it has made in its investment banking division
over recent years, among numerous other factors. Still, as is always the case when banks fail, the
gradual and then sudden loss of confidence which led to large withdrawals from depositors
ultimately resulted in insolvency.

In our commentary from last quarter, we stated: ‘rapidly tightening financial conditions in an
over-levered world also increases the risk of so-called ‘credit events’, in other words, when
systemically important financial institutions get into financial distress, and central banks are
forced to intervene or run the risk of contagion. ... But importantly, where will inflation be by
that point? Will another ‘rescue’ by central banks work this time, as it has without fail for many
decades, or will it prompt another inflationary wave and turmoil in global financial markets?’

Let us now briefly examine how fiscal and monetary authorities responded to the turbulence in
the banking sector we just described.

Almost comically, on the morning of Sunday, March 12, 2023, Treasury Secretary Janet Yellen
told CBS News: ‘During the financial crisis [of 2008/09], there were investors and owners of
systemic large banks that were bailed out ... and the reforms that have been put in place means
we are not going to do that again.’

But then they did do it again. A few hours later, right after Asian markets opened, the U.S.
Treasury announced that all SVB depositors would be made whole and have immediate access to
their funds. The ‘bailout’ of other banks was arranged by the FED’s new facility, the Bank Term
Funding Program (BTFP), which enables banks to borrow 100% of the face value of certain
securities for up to a year at no cost. As of the latest available data, the usage of this facility stood
at nearly USD 80 billion, while other forms of liquidity assistance such as discount window and
other credit extensions stood at USD 70 billion and USD 175 billion respectively, for a total of
USD 325 billion:.

Across the Atlantic and a few weekends later in Switzerland, a private transaction was being
engineered for UBS to acquire Credit Suisse, thus bailing out its depositors. All it took was nearly
CHF 260 billion in liquidity assistance from the Swiss National Bank (SNB) and a loss guarantee
from the Swiss government (CHF 9 billion), representing about 1/3" of Switzerland’s gross
domestic product (GDP)z2.

L https://www.zerohedge.com/markets/fed-balance-sheet-shrank-most-34-months-bank-bailout-facility-usage-
rises

2 https://www.reuters.com/business/finance/switzerland-puts-up-260-billion-francs-credit-suisse-rescue-
documents-2023-03-20/
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Beyond the sheer size of the potential bailout by Swiss authorities, a number of elements from
this forced marriage clearly stood out. The first was the application of an emergency decree by
the Swiss Federal Council, which dispensed with the typical requirement for shareholders to
approve a merger. And second, many were surprized to see some of Credit Suisse’s bondholders
get completely wiped out, while shareholders received a measly CHF 0.76 per share, down 59%
from the last closing price. Specifically, holders of subordinated bonds (Additional Tier 1 capital
notes) have to completely write off around CHF 16 billion, seemingly turning the normal creditor
hierarchy enshrined in law on its head. While the write down ordered by the Swiss Financial
Market Supervisory Authority (FINMA) is compliant with the terms of these debt securities, it is
sure to prompt a re-evaluation of the risks associated with such contingent convertible (CoCo)
bonds by market participants, which could lead to higher financing costs for European banks in
the future.

In sum, the risk of systemically important financial institutions getting into financial distress did
materialize this past quarter, and central banks were predictably forced to intervene or run the
risk of contagion. That risk is indeed very real, as there are plenty of other banks that would face
big losses if they were forced to sell securities to raise cash, should they suddenly experience
funding pressures. Nor should it be lost on market participants that most central banks also
purchased trillions of dollars of fixed-rate securities at ridiculously low interest rates and are
now carrying enormous unrealized losses. This might appear less consequential for the time
being, but further down the line, it may erode the credibility of central banks and lead them to
revalue a certain asset (i.e., gold) to offset losses and repair their balance sheets.

In this context, markets started the year with a strong rally for equities in January. Fixed income
markets also reacted positively to the decline in inflation and the prospect of less restrictive
monetary policy. In February, equity and fixed income markets were weighed down by relatively
strong economic data, which together with sticky core inflation forced investors to reassess their
interest rate expectations, and price in ‘higher-for-longer’ interest rates. In March, the collapse
of SVB and Credit Suisse, as well as broader concerns around the financial sector, hit bank
shares hard, while gold and government bonds rallied. The fall in bond yields also led to an
upturn in growth stocks, which rallied by more than 15% over the quarter. Conversely, the hit to
bank shares weighed on the performance of value stocks, which only delivered around 1% over
the quarter.

Where does that leave investors? Clearly, monetary policy has long played a role in financial
matters, but gradually over the last 30 years or so, it has become the dominant factor that
investors have had to contend with. This is regrettable. Unfortunately, we believe that in the
short-term, the investment landscape will continue to be largely driven by central bank actions.
Despite this, we are convinced that active managers can still find attractive idiosyncratic
investment opportunities, as well as benefit from overall market volatility. Our investment
process enables us to deploy capital in what we believe to be the best possible way to navigate the
current investment environment - by focusing on owning scarce and productive assets, often in
the form of high-quality companies, as well as maintaining a significant level of optionality by
holding liquid reserves such as physical gold.



Disclaimer:

The content of this document is for informational purpose only. It constitutes neither a solicitation or an
offer or recommendation to buy or sell any investment instruments or to engage in any other transactions.

The information provided in this document is provided “as is” and “as available” without warranty of any
kind. Your use of this information is entirely at your own risk. Although the information in this document
is obtained or compiled from sources we believe to be reliable, we cannot and do not guarantee or make
any representation or warranty, either expressed or implied, as to the accuracy, validity, sequence,
timeliness, completeness or continued availability of any information or data made available in this
document. In no event shall Oyat be liable for any decision made or action or inaction taken in reliance on
any information or data in this document or on any linked documents.

All trading in financial instruments entails risk. Investors should evaluate their intended investments in
light of their knowledge and experience, financial positions and investment objectives - or speak to a
financial adviser - before making any investment decisions. Past performance is not indicative of future
results.



