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Fifteen years ago, in March 2008, a storied name in US banking failed. The government-backed sale of Bear
Sternsto rival JP Morgan was seen at the time as putting a floor under the growing credit crunch and markets
rallied. As we now know, the orderly unwinding of Bear Sterns would be followed six months later by the
chaotic collapse of Lehman Brothers and a scary new phase of the Global Financial Crisis.

The scars of this crisis largely informed how bank executives, investors and regulators have thought about things
in subsequent years, right up to the recent wobbles. With that comes a tendency to fight the last war, comparing
the current crisis with the past one. The good news is that current stress in the banking system is nothing at all
like in 2008. But that doesn't mean the current episode can't end up causing damage. So, we need to ask ourselves
four key questions, acknowledging that the situation is uncertain and fluid: To what extent are we dealing with
a few bad apples versus a systemic problem? What is the likely spill-over to the broader financial system and
economy? What does it mean for policy? And how can it affect the South African financial sector specifically?

RECKLESS SAFETY

Firstly, banking crises are usually caused when the
chickens of reckless lending come home to roost.
Typically, though not always, there is a property boom,
and banks overextend themselves lending to
overextended households chasing house prices higher.
When the music stops, there is trouble all around. This
time, lending has been subdued and American
household finances have generally been in good
shape. Rather, Silicon Valley Bank and others got into
trouble by putting too much money into safe, boring
government bonds.

x WEALTH

US bank deposits surged from $13 trillion to $18 trillion
in 2020 and 2021 (they've declined somewhat since,
as money market funds offer better yields). Banks
needed to do something with all this cash, and with
limited demand for loans, increased holdings of
government securities that offered higher yields.

The problem isthat those securities fell sharply as the
Federal Reserve hiked interest rates. The same is true
in other jurisdictions. This means that hundreds of
billions of dollars in unrealised losses sit on balance
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sheets across the US banking sector. They don't have to
account for losses, however, if those bonds are held to
maturity. But if a bank is a forced seller of those bonds to
meet customer withdrawals, it must crystalise those losses

CHART 1: UNREALISED LOSSES AND GAINS IN US BANKS
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This is where some banks are much more vulnerable than
others. Silicon Valley Bank (SVB) had particularly high holdings
of long-dated fixed-rate bonds and did not hedge the interest
rate risk. The unrealised losses on those bonds when rates
shot up was enough to potentially wipe out capital. It was
the one bank that could not afford depositors asking for their
money back. Unfortunately, it had a very concentrated
depositor base in the tech sector, with many of its clients
belonging to the same social and business networks, backed
by the same handful of venture capital firms. US bank deposits
are insured up to $250,000, but 97% of SVB deposits were
above this threshold, meaning depositors were potentially
skittish.

What ensued was a classic bank run. The more depositors
feared they might lose money and then withdraw funds, the
closer they push the bank towards failure in a self-fulfilling
prophecy.

Now banks are inherently fragile. The business model is
absorbing liquidity and maturity mismatches and making
a profit fromthem. The trick is to manage those risks carefully,
which SVB did not do well. Being a smaller bank (but not

BANK FEARS GO GLOBAL
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and raise fresh capital. Across the banking system, customers
have been withdrawing funds in favour of higher yielding
options (deposit rates have not increased as much as Fed
policy rates).
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small, being the 16th largest in the US), it was also subject to
less regulatory oversight than the megabanks like Citigroup
and JPMorgan. This leniency to smaller banks is very likely
to change.

The problem with bank runsisthat they are rarely contained
to asingle bank. US authorities therefore stepped in quickly
and forcefully, promising to guarantee all depositors, not just
those insured by the FDIC. The Federal Reserve also set up
a facility where banks can borrow against their bond holdings
at face value, not the depressed market values. It might
reasonably be asked why governments are so quick to prop
up banks, but would happily let industrial or retail companies
fail. The reasonisthat while banks are profit-making institutions,
they also perform a vital social function of providing credit,
guarding savings and facilitating transactions. The aim of
authorities is to protect depositors and sustain responsible
credit relationships, meaning that shareholders and some
bondholders are usually wiped out in a bank rescue. But
authorities will usually make the distinction between a bank
with a liquidity problem (not enough cash on hand to meet
requirements) and one that is fundamentally insolvent.
Propping up the latter is throwing good money after bad.

The actions of US authorities should have been enough to
prevent contagion and financial market turbulence, at least
inthe US. However, in situations like these, the market has
a habit of sniffing out weakness elsewhere. European bank

shares also came under huge selling pressure, notably
Credit Suisse, long the problem child among global banks
with a string of scandals and bad decisions long predating
the current panic. Asin America, Swiss authorities stepped
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in to support Credit Suisse. However, this was not enough
to calm markets and by the weekend, they engineered a
saletorival UBS, bringing an end to the 167-year-old bank’s
existence as a standalone entity. This prevents a disorderly

CHART 2: DATASTREAM BANK SHARE PRICE INDICES, LOCALS

collapse, but since big losses have been imposed on
shareholders and some bondholders, investors in other
banks still appear nervous.
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STILL FIGHTING INFLATION

Source: Refinitiv Datastream

The underlying problem, of course, is that all of this is
happening against the backdrop of still-high inflation in
the US, Europe and elsewhere. Higher rates caused the SVB
failure, but rates will probably have to increase further. US
consumer price inflation was 6% in February, and 5.5%
excluding food and fuel. This is lower than previous months,
but not low. The labour market also remains unbalanced,
with demand for workers far outstripping supply. This is
putting upward pressure on wages and, eventually, inflation.

CHART 3: POLICY INTEREST RATES, %

The Fed and its peer central banks are therefore in the
unenvious position of having to fight fires on two fronts,
banking sector stress and inflation. They have the tools to
both, but the messaging is very tricky.

Whereas some commentators argued that the Fed should
be cutting, and money markets quickly discounted an end
to Fed hikes, the central bank is still likely to raise rates this
week and beyond. The European Central Bank is similarly
also still in hiking mode. It hiked rates by 50 basis points
last week, despite the turmoil in financial markets.
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As for the broader economy, banking crises tend to cause
long-term damage, hence the urgency of preventing them.
Indeed, banking crises often cause “lost decades”. However,
thisis usually because of the ballooning debt that preceded
the crisis. After the crisis, banks, businesses and households
alike sit with impaired balance sheets that take years to
repair. The current episode was not associated with rapid
growth in borrowing, but rather a rapid increase in deposits
that speaks to underlying health in the private sector.

BACK HOME
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Nonetheless, banks are likely to become more conservative
in lending practices in the near term, thereby weighing on
business activity. This is true in the US and Europe, and
possibly beyond. This will do some of the central banks’
inflation fighting work for them, potentially limiting the
extent of further rate increases.

South Africa has had its share of bank failures, most notably
the small bank crisis of 2002 (when household names such
as Saambou and Board of Executors disappeared) and more
recently, the 2014 collapse of African Bank (which specialised
in unsecured lending to low-income households).

However, today local banks are tightly regulated and well
capitalised under the watchful eye of the Reserve Bank.
There certainly has been no boom in lending given the

depressed local economy and the big banks have all reported
solid results.

Interest rates increased modestly in South Africa compared
to developed countries and local banks have long operated
in a higher interest rate environment. In fact, over three
years, the SA All Bond Index has delivered an annualised
return of 9% in rand, compared to a -4% return in dollars
on the FTSE US Government Bond Index. The dollar return
on the All Bond is also positive, but of course it is the local
currency return that matters for banks’ accounting purposes.
The 10-year plus maturity index of US government bonds
has lost 9% per year over the past three years.

CHART 4: THREE-YEAR ROLLING BOND RETURNS, LOCAL CURRENCY
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But while South African banks are not directly vulnerable
to the kinds of stress experienced elsewhere (there are
plenty of homegrown headaches), local markets do not
escape global sell offs. The JSE fell in sympathy with global

Mar 2023

Source: Refinitiv Datastream

equities last week, and the flight to safety that boosted
global bonds also benefited local bonds. If global markets
regain composure, local shares are likely to follow suit.
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WHEN RATES RISE RAPIDLY

The final pointisthat when interest rates jump far and fast,
things break. Unexpected skeletons start tumbling out.
This is particularly the case when rates rise off extremely
low levels. There have already been a few examples, including
the UK pension fund hedging blow-up last year.

A long period of low interest rates can convince people to
take risks they would not do otherwise, especially if they
think rates will remain low. We don't know from which
closet the next skeleton will fall. Agood place to start looking
isthose areas of the market that experienced rapid growth
as SVBdid, aswell as the venture capital funds that channelled
deposits into it. Nonetheless, one advantage of the recent
turmoil is that complacency is being wrung out of the
system, though itis clearly a painful process. What emerges
is hopefully stronger and more resilient (and better regulated).
It is not the end of capitalism as some have suggested.

Risk is being reassessed as lessons are learned. For example,
ratings agency Fitch cut the rating of First Republic Bank,
another regional US lender, from A- to BB (junk status)
because its deposit concentration is “now viewed as a ratings
weakness”. Several of the largest US banks together placed
$30 billion at First Republic to stabilise its depositor base,

reminiscent of the 1998 collective bail-out of Long Term
Capital Management.

The other benefit of higher rates is simply that there are
now attractive opportunities in global fixed income for the
firsttimein15years (the last time rates were this high, Bear
Sterns was still a going concern).

Given the tremendous uncertainty and fluidity of the current
situation, it is dangerous to make definitive statements
about what will or won't happen. We know from history
that banking crises, if left to run, can cause great anxiety
on markets and do real damage to economic activity. But
authorities have learned hard lessons from this history and
don't seem likely to let this happen. The second important
lesson from history is that markets do go through these
periods of turmoil and extremely negative sentiment where
fundamentals get thrown out the window in the scramble
for safety. These are difficult times to stomach for all
concerned, but also create opportunities to buy bargains
or just rebalance. It is always useful to have liquid assets
around to be able to do so. When others are forced sellers,
don't join if you don't have to.



EQUITIES - GLOBAL

DESCRIPTION CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE TYEAR
Clobal MSCI World uss$ 2656.0 -0.04% -217% 2.04% -10.90%
United States S&P 500 us$ 39170 1.42% -1.34% 2.01% -11.22%
Europe MSCI Europe us$ 1776.0 -4.16% -4.82% 2.54% -6.62%
Britain FTSE 100 us$ 8936.0 -415% -5.64% -0.88% -798%
Germany DAX Us$ 1399.0 -418% -3.45% 7.61% -5.35%
Japan Nikkei 225 Us$ 2073 -0.52% 290% 4.16% -7.76%
Emerging Markets MSCI Emerging Markets us$ 952.0 -0.31% -1.24% -0.42% -15.08%
Brazil MSCI Brazil uss$ 1344.0 -4.41% -4.68% -7.88% -21.82%
China MSCI China us$ 63.6 1.86% -0.76% -0.59% -10.73%
India MSCI India us$ 708.9 -217% -0.44% -8.06% -11.06%
South Africa MSCI South Africa uUs$ 384.0 -4.71% -519% -8.79% -2795%
EQUITIES - SOUTH AFRICA (TOTAL RETURN UNLESS INDICATED OTHERWISE)

DESCRIPTION INDEX CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE TYEAR
All Share (Capital Only) All Share (Capital Index) Rand 725280 -514% -6.70% -0.71% -215%
All Share All Share (Total Return) Rand 12 379.0 -4.82% -6.29% -0.20% 1.74%
JSE Capped SWIX Capped SWIX (Total Return) Rand 301058 -4 47% -6.33% -2.13% -2.54%
TOP 40/Large Caps Top 40 Rand N 3550 -4.91% -6.13% 0.52% 2.83%
Mid Caps Mid Cap Rand 19202.0 -5.53% -6.66% -3.31% -4.60%
Small Companies Small Cap Rand 28 668.0 -227% -5.36% -2.42% 6.26%
Resources Resource 20 Rand 51876 -2.02% -2.82% -9.69% -1719%
Industrials Industrial 25 Rand 20 379.0 -5.32% -6.61% 7.64% 20.79%
Financials Financial 15 Rand 10 314.0 -6.90% -8.70% -2.69% -5.77%
Listed Property SA Listed Property Rand 1604.3 -1.74% -3.53% -518% 1.73%
FIXED INTEREST - GLOBAL

DESCRIPTION CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE 1YEAR

IBOXX Global Government S&P uss$ 79.0 2.04% 3.39% 2.54% -N.83%
Overall (USD Unhedged)

FIXED INTEREST - SOUTH AFRICA

DESCRIPTION INDEX CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE 1YEAR
All Bond BESA ALBI Rand 875.4 0.33% 0.01% 2.08% 4.84%
Government Bonds BESA GOVI Rand 862.8 0.34% 0.00% 2.05% 477%
Inflation Linked Bonds BESA CILI Rand 326.0 0.04% 0.48% -0.04% 3.04%
Cash STEFI Composite Rand 5149 0.14% 0.34% 1.49% 5.84%
COMMODITIES

DESCRIPTION CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE TYEAR
Brent Crude Oil Brent Crude ICE us$ 73.0 -11.85% -12.08% -1515% -31.80%
Gold Gold Spot us$ 1989.0 6.53% 9.83% 9.05% 2.79%
Platinum Platinum Spot us$ 976.0 1.67% 2.31% -9.04% -4.31%
CURRENCIES

DESCRIPTION CURRENCY  INDEX VALUE WEEK MONTH-TO-DATE YEAR-TO-DATE TYEAR
ZAR/Dollar ZAR/USD Rand 18.46 -0.73% -0.52% -7.72% -1915%
ZAR/Pound ZAR/GBP Rand 22.46 -1.83% -1.74% -8.33% -12.64%
ZAR/Euro ZAR/EUR Rand 19.67 -0.90% -1.26% -7.36% -15.85%
Dollar/Euro USD/EUR us$ 1.07 -0.93% -112% 0.00% 3.74%
Dollar/Pound USD/GBP us$ 122 -1.23% -1.49% -0.67% 7.54%
Dollar/Yen USD/IPY Us$ 0.01 -2.37% -3.22% 0.57% 118%

Source: I-Net, figures as at 17 March 2023

The Old Mutual Wealth Investment Note is published on a weekly basis to keep our clients and financial planners informed of what is happening in financial
markets and the economy and to share our insights. Markets are often very volatile in the short term and similarly, economic data releases or central bank actions
may cause concerns for investors. This does not mean that investors should take action based on the most recent events. It is better to be disciplined and remain
invested in well-diversified portfolios that are designed to achieve long-term objectives. Our Strategy Funds are actively managed, with asset allocation changes
based on valuations and in anticipation of future real returns, and not in response to the most recent market noise. The future is always uncertain and that is why
our Strategy Funds are diversified and managed with a long-term focus.
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Old Mutual Wealth is brought to you through several authorised Financial Services Providers in the Old Mutual Group who make up the elite service offering. This
document is for information purposes only and does not constitute financial advice in any way or form. It is important to consult a financial planner to receive financial
advice before acting on any information contained herein. Old Mutual Wealth and its directors, officers and employees shall not be responsible and disclaims all liability
for any loss, damage (whether direct, indirect, special or consequential) and/or expense of any nature whatsoever, which may be suffered as a result of or which may be
attributable, directly or indirectly, to the use of, or reliance upon any information contained in this document




