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In March 2023, three banks - Silicon Valley Bank, Signature Bank, and First Republic Bank - failed over the course of just
a few days, with losses at SVB triggering the largest single-day bank run in U.S. history. The panic exposed flawed risk
management practices, weakness in regulatory oversight, and the vulnerability of certain concentrated business models -
particularly those reliant on uninsured deposits. It also highlighted the interconnectedness of the global financial system
and potential for rapid contagion in times of stress.

More than one year later, we find this an apt time to reflect on the sector’s investment portfolios, liquidity, and profitability
conditions amid our structural overweight to the industry and our expectations for moderating economic growth (see our
Quarterly Outlook for our economic base case and our credit preferences). The banking industry has proved resilient and
the outlook is generally favorable, though idiosyncratic opportunities are expected to emerge for active investors.

Stemming from large unrealized losses in banks’ investment portfolios, the banking panic of early 2023 highlighted the
vulnerability of the sector to a sudden, sharp rise in interest rates. The losses eroded banks’ capital, fueled depositor panic,
forced some banks to sell at a loss and, ultimately, led to contagion risk.

During the Fed’s recent tightening cycle, the U.S. banking system went from unrealized gains of $29 billion in Q3 2021 to
unrealized losses of $684 billion at their peak in Q3 2023 (Fig 1). While unrealized losses remained elevated at $516 billion
in Q1 2024, security values should continue to trend higher under a more stabilized rate environment while cooling inflation
paves the way for potential rate cuts and faster capital accretion.
FIGURE 1: Unrealized Gains (Losses) on Investment Securities ($ billions)
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Source: FDIC as of May 2024.
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Liquidity Risk

Bank deposit growth soared during the pandemic. However, deposits declined as customers shifted into higher yielding
alternatives after the Fed initiated its tightening cycle in early 2022. Upon the banking failures, banks raced to increase
liquidity buffers against uninsured depositors and Treasury teams managed cash balances well above 100% of uninsured
deposits to alleviate investor concerns. Shortly after regulators and the government intervened, depositors returned to
more normalized activity (Fig 2).

FIGURE 2: Quarterly Deposit Trends ($ billions)
1,500

1,250
1,000
750
500

250

2008 2010 2012 2014 2016 2018 2020 2022 2024
= Nondeposit liabiiies = Domestic deposits

Source: FDIC as of May 2024.

Net Interest Margins

These liquidity actions drove up funding costs which, along with deposit repricing from higher rates, pressured profitability
and resulted in net interest margin (NIM) compression through the first half of 2024. Despite these margin pressures,
returns on equity (ROE) have remained healthy and above the long-term average, demonstrating the resilience of the
system. However, individual banks’ performance has varied widely, sparking idiosyncratic spread movements and ratings
actions (Fig 3).

For Professional Investors Only. All Investments involve risk, including the possible loss of capital.
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FIGURE 3: Quarterly NIM Trends (%)
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Outlook for the Banking Industry

2018 2020 2022

2024

We now believe the industry is in the late stages of profitability pressures. As deposit costs peak and the yield curve
normalizes, banks should benefit from the gradual repricing of fixed-rate assets. This should lessen the impact of

incremental funding pressures and support a trough for net interest income.

Banks generically expect net interest income to decline to the mid- to high-single digits in 2024, before returning to growth
in 2025. Profitability is padded by an improving outlook for fee income across the industry, with a pickup in investment

banking and strong capital markets disproportionally benefiting money-center banks.

This year's Federal Reserve Stress Test (DFAST) results included all large Category I-IV ($100 billion or more in total
assets) banks and again demonstrated the resilience of the industry to extreme shocks. In aggregate, the system was able
to withstand severe losses with ending common equity tier 1 (CET1) capital at 9.9%, well above regulatory minimums of

4.5% and consistent with 2023’s results (Fig 4).
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FIGURE 4: DFAST Excess Capital

U.S. Bank Update Amid an Economic Turn August, 2024
2018 2019 2020 2021 2022 2023 2024

= Ending siressed capital = Regulatory minimum Excess over minimum

12

o

o

R

N

o

Source: U.S. Federal Reserve as of June 2024.

Though DFAST results have become a relative non-event for markets, we view it as a crucial input for credit investors,
especially in periods of elevated credit risk. DFAST is one of the key differences in regulation for banks above and below
the Category IV threshold as it provides insight into a bank's unique asset risk profile and underlying earnings power.

Credit Risk

Looking forward, the largest risk to the banking sector is a traditional asset quality cycle, with credit risk top of mind for
investors. Commercial real estate (CRE) remains the focus, although idiosyncratic situations have also begun to increase
in commercial and industrial (C&l) lending. Our base case incorporates manageable levels of deterioration largely in line
with industry guidance and concentrated in pockets of CRE and the subprime consumer. Risks to the industry are outside
these known problematic areas and would be caused by a weakening economy and broadening pressures across C&l and
the consumer.

We expect the CRE cycle to be elongated given differing maturity schedules and borrowers’ ability to stay current on loans
originated under the zero interest-rate policy environment. Larger banks with lower exposures have been more proactive
in addressing problematic CRE loans by pre-emptively selling exposures resulting in higher charge-offs to date, though still
at healthy levels historically (Fig 5).

For Professional Investors Only. All Investments involve risk, including the possible loss of capital.
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FIGURE 5: Asset Quality Trends (%)
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However, most banks will wait until maturity to address underlying issues which could create lumpy surprises and become
spread widening events. Banks are mitigating this risk by maintaining elevated allowance coverage for the troubled office
CRE sector despite actively managing down exposures.

Relative Value Considerations Amid a Structural Overweight

The banking industry has proved resilient since the banking panic of early 2023, and the outlook is generally favorable as
profitability improves, capital builds, and asset quality remains manageable. However, risks remain, with credit risk top of
mind. As indicated by the Fed’s recent stress test, the industry should be able to withstand severe pressures, though
idiosyncratic opportunities are expected to emerge for active investors. Lasting impacts from the banking panic (including
business model vulnerabilities, funding challenges, and regulatory uncertainties) continue to drive relative-value
considerations. We prefer large bank holding company debt, with a particular focus on diversification of revenues,
granularity and stability of deposit bases, and minimal asset concentrations.

The March 2023 bank failures again highlighted the risks of concentrated business models. We look for banks with strong
fee income, including exposure to capital markets and advanced Treasury capabilities, which tends to increase the
stickiness of commercial clients and, thus, deposit funding. CRE concentrations including office and multifamily exposures
have been in focus, though outsized exposures in leveraged lending or pockets of unsecured consumer lending are worth
monitoring.

The capital structure of bank holding companies is crucial for bondholder recovery in defaults, with holding company bonds
of regional banks preferred over bank-level bonds given the extra spread-pickup and absence of practical structural
subordination in the current regulatory framework. Interest rate risk and prudent asset liability management is also critical.
Pending Basel 3 rules encourage shortening durations of securities books and a further build of economic capital for banks
with assets of above $100 billion. This solidifies another gap between large and small banks and further supports our
preference for banks with assets of above $100 billion, which adhere to higher capital and liquidity standards and are
subject to DFAST on an annual or biennial basis.

Source(s) of data (unless otherwise noted): PGIM Fixed Income, as of August 20, 2024.
For Professional Investors only. Past performance is not a guarantee or a reliable indicator of future results and an
investment could lose value. All investments involve risk, including the possible loss of capital.
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Important Information

PGIM Fixed Income operates primarily through PGIM, Inc,, a registered investment adviser under the U.S. Investment Advisers Act of 1940, as amended,
and a Prudential Financial, Inc. (“PFI") company. Registration as a registered investment adviser does not imply a certain level or skill or training. PGIM Fixed
Income is headquartered in Newark, New Jersey and also includes the following businesses globally: (i) the public fixed income unit within PGIM Limited,
located in London; (i) PGIM Netherlands B.V., located in Amsterdam; (iii) PGIM Japan Co., Ltd. ("PGIM Japan”), located in Tokyo; (iv) the public fixed income
unit within PGIM (Hong Kong) Ltd. located in Hong Kong; and (v) the public fixed income unit within PGIM (Singapore) Pte. Ltd., located in Singapore
(“"PGIM Singapore”). PFl of the United States is not affiliated in any manner with Prudential plc, incorporated in the United Kingdom or with Prudential
Assurance Company, a subsidiary of M&G plc, incorporated in the United Kingdom. Prudential, PGIM, their respective logos, and the Rock symbol are
service marks of PFl and its related entities, registered in many jurisdictions worldwide.

These materials are for informational or educational purposes only. The information is not intended as investment advice and is not a recommendation
about managing or investing assets. In providing these materials, PGIM is not acting as your fiduciary. PGIM Fixed Income as a general matter provides
services to qualified institutions, financial intermediaries and institutional investors. Investors seeking information regarding their particular investment
needs should contact their own financial professional.

These materials represent the views and opinions of the author(s) regarding the economic conditions, asset classes, securities, issuers or financial
instruments referenced herein. Distribution of this information to any person other than the person to whom it was originally delivered and to such person’s
advisers is unauthorized, and any reproduction of these materials, in whole or in part, or the divulgence of any of the contents hereof, without prior consent
of PGIM Fixed Income is prohibited. Certain information contained herein has been obtained from sources that PGIM Fixed Income believes to be reliable
as of the date presented; however, PGIM Fixed Income cannot guarantee the accuracy of such information, assure its completeness, or warrant such
information will not be changed. The information contained herein is current as of the date of issuance (or such earlier date as referenced herein) and is
subject to change without notice. PGIM Fixed Income has no obligation to update any or all of such information; nor do we make any express or implied
warranties or representations as to the completeness or accuracy.

Any forecasts, estimates and certain information contained herein are based upon proprietary research and should not be interpreted as investment advice,
as an offer or solicitation, nor as the purchase or sale of any financial instrument. Forecasts and estimates have certain inherent limitations, and unlike an
actual performance record, do not reflect actual trading, liquidity constraints, fee. These materials are not intended as an offer or solicitation with respect
to the purchase or sale of any security or other financial instrument or any investment management services and should not be used as the basis for any
investment decision. PGIM Fixed Income and its affiliates may make investment decisions that are inconsistent with the recommendations or views
expressed herein, including for proprietary accounts of PGIM Fixed Income or its affiliates.

Investing in the bond market is subject to risks, including market, interest rate, issuer, credit, inflation risk, and liquidity risk. The value of most bonds and
bond strategies are impacted by changes in interest rates. Bonds and bond strategies with longer durations tend to be more sensitive and volatile than
those with shorter durations; bond prices generally fall as interest rates rise, and low interest rate environments increase this risk. Reductions in bond
counterparty capacity may contribute to decreased market liquidity and increased price volatility. Bond investments may be worth more or less than the
original cost when redeemed. Mortgage- and asset-backed securities may be sensitive to changes in interest rates, subject to early repayment risk, and
while generally supported by a government, government agency or private guarantor, there is no assurance that the guarantor will meet its obligations.
High yield, lower-rated securities involve greater risk than higher-rated securities; portfolios that invest in them may be subject to greater levels of credit
and liquidity risk than portfolios that do not. Investing in foreign-denominated and/or -domiciled securities may involve heightened risk due to currency
fluctuations, and economic and political risks, which may be enhanced in emerging markets. Currency rates may fluctuate significantly over short periods
of time and may reduce the returns of a portfolio. Commodities contain heightened risk, including market, political, regulatory and natural conditions, and
may not be suitable for all investors. Diversification does not ensure against loss.

In the United Kingdom, information is issued by PGIM Limited with registered office: Grand Buildings, 1-3 Strand, Trafalgar Square, London, WC2N
5HR.PGIM Limited is authorised and regulated by the Financial Conduct Authority (“FCA") of the United Kingdom (Firm Reference Number 193418). In the
European Economic Area (“EEA"), information is issued by PGIM Netherlands B.V., an entity authorised by the Autoriteit Financiéle Markten ("“AFM") in the
Netherlands and operating on the basis of a European passport. In certain EEA countries, information is, where permitted, presented by PGIM Limited in
reliance of provisions, exemptions or licenses available to PGIM Limited including those available under temporary permission arrangements following the
exit of the United Kingdom from the European Union. These materials are issued by PGIM Limited and/or PGIM Netherlands B.V. to persons who are
professional clients as defined under the rules of the FCA and/or to persons who are professional clients as defined in the relevant local implementation
of Directive 2014/65/EU (MiFID Il). In Switzerland, information is issued by PGIM Limited, London, through its Representative Office in Zurich with registered
office: Kappelergasse 14, CH-8001 Zurich, Switzerland. PGIM Limited, London, Representative Office in Zurich is authorised and regulated by the Swiss
Financial Market Supervisory Authority FINMA and these materials are issued to persons who are professional or institutional clients within the meaning of
Art.4 para 3 and 4 FinSA in Switzerland. In certain countries in Asia-Pacific, information is presented by PGIM (Singapore) Pte. Ltd., a regulated entity with
the Monetary Authority of Singapore under a Capital Markets Services License to conduct fund management and an exempt financial adviser. In Japan,
information is presented by PGIM Japan Co. Ltd,, registered investment adviser with the Japanese Financial Services Agency. In South Korea, information is
presented by PGIM, Inc,, which is licensed to provide discretionary investment management services directly to South Korean investors. In Hong Kong,
information is provided by PGIM (Hong Kong) Limited, a regulated entity with the Securities & Futures Commission in Hong Kong to professional investors
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as defined in Section 1 of Part 1 of Schedule 1 of the Securities and Futures Ordinance (Cap.571). In Australia, this information is presented by PGIM
(Australia) Pty Ltd ("PGIM Australia”) for the general information of its “wholesale” customers (as defined in the Corporations Act 2001). PGIM Australia is
a representative of PGIM Limited, which is exempt from the requirement to hold an Australian Financial Services License under the Australian Corporations
Act 2001 in respect of financial services. PGIM Limited is exempt by virtue of its regulation by the FCA (Reg: 193418) under the laws of the United Kingdom
and the application of ASIC Class Order 03/1099. The laws of the United Kingdom differ from Australian laws. In Canada, pursuant to the international
adviser registration exemption in National Instrument 31-103, PGIM, Inc. is informing you that: (1) PGIM, Inc. is not registered in Canada and is advising
you in reliance upon an exemption from the adviser registration requirement under National Instrument 31-103; (2) PGIM, Inc.’s jurisdiction of residence is
New Jersey, U.S.A; (3) there may be difficulty enforcing legal rights against PGIM, Inc. because it is resident outside of Canada and all or substantially all of
its assets may be situated outside of Canada; and (4) the name and address of the agent for service of process of PGIM, Inc. in the applicable Provinces of
Canada are as follows: in Québec: Borden Ladner Gervais LLP, 1000 de La Gauchetiére Street West, Suite 900 Montréal, QC H3B 5H4; in British Columbia:
Borden Ladner Gervais LLP, 1200 Waterfront Centre, 200 Burrard Street, Vancouver, BC V7X 1T2; in Ontario: Borden Ladner Gervais LLP, 22 Adelaide Street
West, Suite 3400, Toronto, ON M5H 4E3; in Nova Scotia: Cox & Palmer, Q.C., 1100 Purdy’'s Wharf Tower One, 1959 Upper Water Street, P.O. Box 2380 -Stn
Central RPO, Halifax, NS B3J 3E5; in Alberta: Borden Ladner Gervais LLP, 530 Third Avenue S.W., Calgary, AB T2P R3.

© 2024 PFl and its related entities.
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