Observation Deck
It is Downgrade Season Again
Sook-Kuan Loh, CFA

On February 15, Moody’s announced that it placed 114
European financial institutions in 16 European countries
and another eight banks and securities firms on review for
downgrade. Reasons cited by Moody’s for the rating actions
is a combination of the situation in Europe and/or the
environment faced by Global Capital Market Intermediaries
(GCMI). Moody’s has already started the downgrade cycle
and expects to conclude the reviews for downgrade by midJune. However, recent events relating to unnecessary risks
taken by a major bank’s treasury unit in the United States may
delay the conclusion of the rating actions.
For the European banks, the situation in Europe remains
tenuous at best. The current debt crisis which began in late
2009, culminated with Greeks requesting an initial loan of
€45 billion from European Union and International Monetary
Fund. Several quarters later, Greece remains an issue and has
since asked for more aid and in early March 2012, Greece
wrote off as much as €107 billion in debts in a debt swap. The
situation has not abated and is expected to drag on further
with some other Euro countries potentially facing the same
issues as Greece. There is even the possibility that Greece may
exit the European Union.

Markets
Treasury Rates

May Total Returns

3-Month

0.07%

ML 3-Month Treasury

0.01%

6-Month

0.12%

ML 6-Month Treasury

0.03%

1-Year

0.18%

ML 12-Month Treasury

2-Year

0.26%

S&P 500

-6.00%

3-Year

0.34%

Nasdaq

-7.04%

5-Year

0.66%

7-Year

1.01%

10-Year

1.56%

Source: Bloomberg, as of 05/31/2012

JUNE 2012

0.02%

Not every European sovereign faces the same issues as Greece.
However, the aid provided by each sovereign to the debt crisis,
coupled with the weaker economic environment in Europe has
weakened the sovereigns. The sovereigns can no longer provide
the same level of support to the financial institutions as they
did during the height of the 2008 financial crisis. The threat
of Greece leaving the European Union may set the world
economy back in terms of economic growth for several years.
GCMI firms are firms with capital market operations,
sometimes termed as investment banks. GCMI firms are
inherently risky. They are typically reliant on the wholesale
funding market, which proved to be more volatile during the
height of the financial crisis. Their operations are susceptible
to wide swings in interest rates, although the effects have
been muted in recent years due to a low interest rate
environment. GCMI operations are also exposed to clients’
and counterparties’ confidence sensitivity. As evidenced by
the recent events, risk positions can quickly change and
result in unexpected losses which may eclipse the firm’s core
profitability. In addition, the regulatory burden, imposed
shortly after the fall of the financial crisis, may hamper the
growth prospects of GCMI firms.
Here at SVB Asset Management, we have already incorporated
the above risks in our analysis. We have stayed away from
banks in the riskiest European nations and pure GCMI plays.
For banks with GCMI operations, we prefer more diversified
banks with sufficient earnings power and multiple funding
sources to mitigate the risks from GCMI operations. We also
require banks with sufficient capital levels to take on potential
fall-out from a slowing global economic environment.
However, we do not discount some downgrades in our
portfolios, as in our opinion Moody’s is merely realigning
the ratings to appropriate levels for the selected names. This
may result in portfolios reporting lower overall credit rating
but the underlying strength of the respective credits remains
unchanged. In addition, we do not expect that our actively
traded names would be downgraded to Tier-2 ratings. We
continue to wisely invest our clients’ money where the strategy
is appropriate with the primary focus of the safety of our
clients’ invested assets.
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Economic Vista

Renuka Kumar, Portfolio Manager
While much of the headlines this month centered around
Greece and their potential exit from the euro zone, we closely
watch the economic numbers here in the U.S.
May started off with weak job gains for the month of April.
Many were hoping for a bounce-back from the prior month,
but the 115K jobs created were below expectations and
indicates that the labor market has not yet gained the traction
we need for a sustainable recovery. If you recall, we lost almost
9 million jobs during the recession and have only recovered
about 4 million to date. The unemployment rate did show a
decline to 8.1 percent in April, however this was primarily due
to workers dropping out of the labor force.
On the housing front, it is interesting to note some of the
positive developments. In April, new and existing home sales
rose 3.3 percent and 3.4 percent respectively; both reversing
the prior month’s decline. Housing starts also showed some
growth at 2.6 percent. Low interest rates and high affordability
combined with warmer weather have been some of the drivers.
Home prices appear to be stabilizing as well with the FHFA
house price index rising 1.8 percent in March. While there
remains a “shadow inventory” of home foreclosures, many
banks have been working with homeowners in the form of
short sales or loan modifications causing the MBA mortgage
foreclosure index to be relatively unchanged in Q2.
Inflation remained benign with both the consumer and
producer price indices being reported at or just under
expectations. Year-over-year, the CPI rose 2.3 percent and the
PPI rose 1.9 percent.

Credit Vista

Melina Hadiwono, CFA, Head of Credit Research
Based on the FDIC quarterly banking profile, for first
quarter 2012, U.S. commercial banks reported an aggregate
profit increase by 22.9 percent to $35.3 billion compared to
a year earlier. This marks the eleventh consecutive quarter
that earnings have registered an upward trend reaching the
highest level since second quarter of 2007. Nonetheless, the
strong earnings results were primarily due to lower provisions
for loan losses and higher non-interest income instead of
revenue growth.
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Loan balances declined by 0.8 percent after three consecutive
quarterly increases primarily due to a seasonal decrease of credit
card loans and the residential real estate loans. Asset quality
metrics also improved as the amount of non-current loans and
leases fell for an eighth consecutive quarter. First quarter loss
provisions totaled $14.3 billion, which is almost one-third less
than the banks set aside for losses in a year ago. Bank deposit
growth has slowed down and increased by 0.8 percent of $67.8
billion during the quarter after rising more than $600 billion
in the previous three quarters. Balances in large non-interest
bearing transaction accounts with the temporary unlimited
deposit insurance coverage fell by $77.3 billion.
On the positive side, the number of problem institutions
declined for the fourth quarter in a row. For first quarter,
problem institutions declined by five percent to 772 with
total assets of $292 billion. Sixteen insured institutions failed
during the first quarter and marked the smallest number of
failures since fourth quarter of 2008. The recent overall trends
in the U.S. banking sector has shown an encouraging sign
that U.S. banks continue to make progress in improving asset
quality, profitability and increasing capital position.

Trading Vista

Hiroshi Ikemoto, Money Market Trader
All things considered, this has been a fairly quiet month in
the bond market with the exception of one major name – J.P.
Morgan. With the news of their growing losses from their
proprietary trading desk, J.P. Morgan’s secondary bonds
maturing less than two years widened 50 to 100 basis points
depending on what part of the curve you were investing.
However, with their strong balance sheet and the mere size
of the firm, most investors are holding their positions as
compared to somewhat “panic” trading of BP two years ago.
Other financial names did soften a bit upon the news, but
firmed up by month-end. Industrial issues cheapened up
roughly five basis points.
Benchmark rates stayed flat for the month with spot LIBOR
remaining at 54 basis points, even with all the headlines about
Greece, and the two-year Treasury note trading at the 0.26
to 0.29 percent range. Six-month commercial paper yielded
in the 0.30 to 0.40 percent range, with the Canadian and
Australian issues trading the tightest.
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