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It's not 2008 all over again

It's fair to say that investors remember the last bear market the best; the
one before that is a hazy memory, and if they have been investing long
enough, the one before that is almost forgotten. This is part of recency
bias. If we skip over the pandemic bear burp, the 2008 global financial
crisis was the last bear market. So, it's not surprising that when a couple
of regional banks fail and a large global European bank appears on the
ropes, the memories of 2008 are still vivid. ‘Sell first and ask questions
later’ has pushed U.S. regional banks down 25% in the past week and a
half, and the big banks down 15%. All bank shares have been under
pressure, with the Canadian bank index off 8%. Broader markets are
down a bit, but this so far appears isolated.

Equity markets are down but really it's mainly

the banks
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So, are Silicon Valley Bank (SVB) and Signature Bank the Bear Stearns
and Countrywide of this bear? Those latter two were early to collapse
before the crisis really got going in the fall of 2008. The short answer is
‘No.” The 2008 financial crisis was caused by bad assets and
collateralized debt obligations (CDOs), and upon realizing the value was
not there, banks and other companies failed. That was a solvency issue.
Today, the failure of SVB and Signature appears more of a liquidity
issue caused by bad business models in a changed environment, not an
asset issue. But we also remember similar statements were prevalent
back in 2008. So that might not be totally reassuring.

Sign up here if you do not already receive the Market Ethos directly to your inbox.


https://surveys.campaignbreeze.com/s/9772617f4a874bcad89db07d66bb905669984b44

Market Ethos 2

Why did SVB fail?

SVB’s demise appears to be more of an asset/liability mismatch that deteriorated as deposits were suddenly pulled. On
the positive, the asset side is not overly complex leveraged assets such as CDOs in 2008. Perhaps the real takeaway
may be that an extended period of an artificially low cost of capital and too much abundant capital led to an explosion of
venture capital growth businesses (small & medium-sized tech firms and CEOs in their 20s with business plans written
on napkins). Now that capital has a real cost (yields up and less abundant access to capital), many of those ventures
are proving to be a tad overly optimistic or require continued free and plentiful capital to continue, which no longer
exists. So, should we be surprised a bank that primarily focuses on this niche of the technology industry has failed? Or,
in Signature’s case, a bank sensitive to the gyrations in the digital asset space?

Higher rates = higher cost of capital. That is the tide going out, and now poor business models and capital
allocations are being punished. It is the circle of life (or the circle of capital). This has highlighted that a diversified
deposit base has become extremely important for banks and other lenders. Especially given movements among
deposits. The bigger the bank, the more diverse the deposits (usually).

What happens next?

Will there be other shoes to drop or other vulnerable business models exposed? No doubt. The era of easy money has
ended, and many companies need to pivot. This will continue to be a challenging period. For the banks, a period of ‘no
news’ would certainly be positive and could easily lead to a relief rally. But make no mistake, the stresses of so many
rate hikes and higher yields over the past year continue to work their way through the economy and financial system.
And while the sudden drop in yields over the past week is welcome, potentially alleviating some stresses, it may be
causing stresses elsewhere. At the end of February, the net speculative positioning in the combined options & futures
market for bonds was VERY short — making this sudden drop in yields (rise in prices) very painful. Some investment
models are clearly feeling this pain now.

Sticking with the short term, it is worth pointing out that the market appears poised for a bounce. Relative Strength got
down to a buy signal on Monday (near 30). Market breadth for the S&P 500, measured by the percentage of companies
above their 50-day moving average, is bullish (meaning oversold).

The AAIl Investor Sentiment Survey (which shows the percentage of investors who are market bullish, bearish or neutral
on stocks), out on Thursday, March 16, has 48.4% bearish and only 19.2% bullish (net -29.2%). That is bearish, which
often coincides with short-term troughs. The put/call ratio pushed over 1 on March 10, another buy signal. Put all this
together, and a rally could be afoot. But just as we penned in on February 6, we would be ‘renters of this rally,

not buyers.’
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2023

This banking flare-up has not changed our view for 2023, and in fact, it is supporting evidence. Last year inflation was
the largest angst for markets, which we believe peaked in the fall. While inflation won’t follow a straight line lower, as
evidenced by a small uptick lately, we believe the general path will be down. As inflation fear fades, markets rally. That
is what we saw to start the year. But this inflation fear will gradually be replaced by economic/recession fear as the

year progresses.

The economic data at the moment is very mixed. We have an inverted yield curve, leading economic indicators that are
negative, Fed recession models that are flashing a warning sign, and a drop in asset prices that often precedes

a recession.

Yield Curve: 10s v 3m are deeply inverted
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Don't be fooled by encouraging lagging
economic data, like the labour report, the
leading data is falling fast

e | eading Indicators
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A drop this big has almost always been
close to a recession

US Recessions = S&P Drawdown
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Meanwhile, on the other side of the economic ledger, we have a consumer in decent shape and a healthy labour
market. But these are not leading indicators, rather more coincidental or even lagging. So, if you look out the side
window of the bus, everything looks hunky dory ... just don’t look out front.

Even if these bank issues fade, there will be an implication for quarters and years ahead. With what has happened,
credit just got a lot harder to come by. Banks will continue to become more restrictive and conservative. That is
deflationary and will continue to bite into economic growth.

Finally, what do you think it looks like as a recession approaches? Over-levered or vulnerable business models are
exposed first. Well, check that box over the past week. And if you had previously given the probability of a recession
50%, which way have those odds moved in March? (Hint: higher).

Final thoughts

Nobody knows if a recession is a certainty in 2023 or even 2024. For us, best to prepare for it and be pleasantly
surprised if a recession is avoided. Much better than denying the recession risk with rose-coloured glasses and being
surprised if one develops. After reducing international equity and adding to bonds at the beginning of March (March 6
Investor Strateqgy report), our balanced model is underweight equity and overweight bonds/cash. Plus, we are carrying a
nice duration of just over 5 for our bonds. We prefer leaning into defense — bonds, dividend-focused equities and
defensive alternatives.

Trade this market turmoil or potential price overreactions if you like, but best to remain a short-term renter.


https://richardsonwealth.com/insights/investorstrategy/look-through-the-zigs-and-zags/
https://richardsonwealth.com/insights/investorstrategy/look-through-the-zigs-and-zags/
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