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What a spectacular and historical reversal.

One week ago, we were about to write that the global economy was performing
decently, that inflation was likely to stay stubbornly higher for a little longer, that rates
would stay higher for a little longer: USD interest rates were expected to stay at around
5.4% for the next 12 months, before trending lower. The US Federal Reserve was
expected to hike rates by 25 basis points at each of its next two meetings before
pausing, while the European Central Bank was expected to hike by 50 basis points at
its March meeting. Equities, particularly European ones, could continue to perform
well, driven by an improving economy that avoided a recession in Q4 2022, China’s
reopening, solid financial performances, lower energy prices, attractive dividends, and
valuations.

Then a little-known bank, at least to outsiders, called Silicon Valley Bank found itself
in difficulty due to an asset-liabilities mismatch: to cover withdrawals, the banks had to
sell a bond portfolio at a loss, and then tried and failed to raise share capital. Problems
for U.S. banks with exposure to the frothiest asset classes of the Covid pandemic —
crypto and tech startups — boiled over the last two weeks with the wind down of crypto-
centric Silvergate Bank, which was in difficulty ever since the collapse of crypto
exchange FTX. While that firm’s demise had been long expected, it helped ignite a
panic over banks with high levels of uninsured deposits. Venture capital investors, such
as Pieter Thiel, urged their companies to withdraw their Silicon Valley Bank accounts:
last Thursday alone, the withdrawals were estimated at 42 billion USD, leading to its
seizure by the government by midday Friday: the second-largest bank failure in US
history. Signature Bank, another crypto-friendly bank, also suffered a run on its
deposits, and was similarly taken over by the authorities on the same day. At first the
US FDIC, (which insures banks deposits), and the US Treasury, only guaranteed
deposits of up to 250’000 USD: they backtracked last Sunday, by guaranteeing all
deposits, and announced the creation of a new Bank Term Funding Program, (BTFP),
which would accept any eligible collateral at par, while offering loans of up to one year
under preferential terms to make sure that any institution has the ability of to ‘meet the
needs of all their depositors’.

The market was suddenly worried about a domino effect of withdrawals at smaller
institutions, such as regional and community banks, which quickly extended to
worldwide fears of a repeat of the 2008 banking crisis, and the market started to price-
in a worldwide recession:
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- The interest rate market went as far as discounting no further rate hikes and two
25 basis points cuts in the US over the Summer, along with an expected one-
year rate of 3.55%: the entire US rate curve, 3 months to 30 years shifted below
the FED current upper bound of 4.75%.

- No further rate hikes from the European Central Bank.

- The largest ever move of the 2-year German Bund over three days: close to
1%, yields moved from 3.4% to 2.4%.

- The largest move of 2-year US Treasuries over three days since 1987

- The highest volatility in bond markets since 2008.

- Financial institutions were heavily sold off, but so were industrials and cyclicals.

- The USD came under pressure, crude oil sold off, while Gold was lifted higher.

- Perhaps ironically, the government take-over of Signature Bank, and the
guarantee of all deposits, led to a rally in crypto assets: Bitcoin has risen 25%
since last Friday.

How did we arrive to this situation?

In 2018, several Republicans, along a few democratic bipartisan senators, decided to
ease some regulations from the Dodd-Frank act, which was introduced after the 2008
crisis, and Trump signed it into law. It freed up mid-sized firms like Silicon Valley Bank
(SVB) from some of the strictest post-crisis regulations and cut their compliance costs.
The new regulations reduced the frequency of stress tests for banks whose assets
total between 100 and 250 billion. In 2019 they went a step further, when they allowed
banks with less than $700 billion in assets to opt out of recognizing swings in so-called
accumulated other comprehensive income in their regulatory capital. That was meant
to make key capital ratios less volatile but may have helped make smaller lenders more
comfortable taking risk in their bond portfolios, since losses there would be less likely
to immediately endanger stock buybacks and dividends.

That certainly played out at SVB. In late 2020, the firm’s asset-liability committee
received an internal recommendation to buy shorter-term bonds as more deposits
flowed in. The shift would have reduced the risk of sizable losses if interest rates rose.
But it would have a cost: an estimated $18 million reduction in earnings. Executives
balked. Instead, the company continued to plow cash into higher-yielding assets. That
helped profit jump 52% to a record in 2021 and helped the bank’s valuation reach 40
billion dollars. But as rates soared in 2022, the firm racked up more than $16 billion of
unrealized losses on its bond holdings, ultimately leading to the collapse of a firm that
had $175 billion in assets at the end of 2022.

SVB had quite a unique business, and seems more like an idiosyncratic story:

- Over 90% of deposits were from corporates, of which 50% were early-stage
technology companies. Less capital flows to the sector over the last 12-18
months led the companies to withdraw funds to pay for on-going operations,
such as salaries.

- Over 95% of deposits exceeded the 250’000 USD insurance limit of the FDIC,
and thus the bank was at risk in the case of a bank run.
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This is not a repeat of 2008, the big systemic banks are well capitalized and highly
regulated. European banks are in far better shape compared to the GFC, and do not
face the same risks that US regional and community banks are exposed to. We
believe that the issue for the sector, rather than solvability and systemic risk will be
profitability: banks, for example, will likely be forced to compete for depositors and
increase their deposit rates.

So, what’s next for central banks?

In the short term, and in view of the above comment on deposits, and current market
conditions, financial conditions are tightening, thus helping the central banks in their
fight against inflation. The ECB and the US Federal Reserve might thus hold off on
raising rates at their next meeting. Also, raising rates now would probably go against
their efforts, particularly in the US, of containing the fallout from SVB and Signature.
The aim in the US is to soothe the nerves of the clients of those regional banks, not
the clients of JP Morgan or Bank of America.

Medium term the outlook for central banks and the economy will likely be dictated by
consumer and business confidence: if it does fall sharply, it could have negative
consequences on consumption, economic growth and therefore inflation. We say “if”,
because since the pandemic those surveys have become quite unreliable, and, quite
often, negative sentiment indicators were not accompanied by reduced spending or
investment, in the case of corporates.

If this confidence crisis dissipates rapidly, we will be going back to the scenario
described in the first paragraph: the economy is doing fine and improving,
accompanied by a declining but somewhat stubborn inflation. This implies that
equities will respond more favorably to the brightening outlook, enabling them to
better cope with higher interest rates, particularly in Europe.
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Currently our positioning is underweight equities, overweight Europe, and Asia, and
underweight the US. We own a partial protective put maturing in September on
European equities and are long Gold.

Overall Exposure

We are Underweight Equities, and Neutral Fixed Income, with a Gold position, partially
USD and JPY hedged. Long a partial protection on European equities.

Equity: Underweight

We have a very sizeable Overweight to Continental Europe and a very sizeable
Underweight in US equities, Neutral UK, Neutral Japan, Overweight Asia ex Japan.

Thematic Equities

Health Improving Technologies and Services, Asian Technology, European Family
Holdings, European COVID Recovery, the UN’s 17 Sustainable Development Goals,
Emerging Markets Healthcare.

Fixed Income: Neutral

Underweight High Yield in EUR and USD. Overweight Investment Grade EUR and
USD Bonds, Underweight Sovereigns. Long US Municipal Infrastructure Bonds, Long
Hybrids, long Financial Credit & Long Asian Bonds.

Currencies: Portfolios have a 5% USD exposure.
Commodities: Overweight
Long Gold.
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MARKET OVERVIEW AS OF 28™ FEBRUARY 2023
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This document has been prepared by Sunline Pte Ltd. It is not intended for distribution, publication, or use in any
jurisdiction where such distribution, publication, or use would be unlawful, nor is it aimed at any person or entity to
whom it would be unlawful to address such a document.

This document is provided for information purposes only and does not constitute an offer or a recommendation to
purchase or sell any security. It contains the opinions of Sunline Pte Ltd, as at the date of issue. These opinions do
not take into account individual investor circumstances, objectives, or needs. No representation is made that any
investment or strategy is suitable or appropriate to individual circumstances or that any investment or strategy
constitutes a personal recommendation to any investor. Each investor must make his/her own independent
decisions regarding any securities or financial instruments mentioned herein. Before entering into any transaction,
an investor should consider carefully the suitability of a transaction to his/her particular circumstances and, where
necessary, obtain independent professional advice in respect of risks, as well as any legal, regulatory, credit, tax,
and accounting consequences.

The information and analysis contained herein are based on sources believed to be reliable. However, Sunline Pte
Ltd does not guarantee the timeliness, accuracy, or completeness of the information contained in this document,
nor does it accept any liability for any loss or damage resulting from its use. All information and opinions as well as
the prices indicated may change without notice. This document may contain articles from other financial sources.
These sources are always mentioned when included.

Past performance is no guarantee of current or future returns, and the investor may receive back less than he
invested. The value of any investment in a currency other than the base currency of a portfolio is subject to foreign
exchange rate risk. These rates may fluctuate and adversely affect the value of the investment when it is realized
and converted back into the investor's base currency. The liquidity of an investment is subject to supply and
demand. Some products may not have a well-established secondary market or in extreme market conditions may
be difficult to value, resulting in price volatility and making it difficult to obtain a price to dispose of the asset.

This document has been issued in Singapore by Sunline Pte Ltd. Neither this document nor any copy thereof may
be sent, taken into, or distributed in the United States or given to any US person.
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