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CERTUITY

‘My name is Tom Cranker and I'm a jolly banker..
If you show me you need it, I'll let you have credit..
Just bring me back two for the one [ lent you.."

- (WOODY GUTHRIE, 1940)

Let's begin by emphasizing we are not bank analysts, nor sector specialists.

But the banking industry sometimes gets short shrift when examining the overall health of
the economy (until there is a crisis).

So, let's take a look.
A significant percentage of economic growth in the US is driven by consumption (60-70%).
Low interest rates and massive fiscal stimulus programs over the past few years certainly

drove increased consumer spending.

But since the Fed began raising rates in March 2022 (until cutting them again in September,
with suggestions for more cuts to come) some interesting developments have occurred.

While personal consumption continues to rise, the personal savings rate continues to fall
(though it may be stabilizing) - consumers have blown through their stimulus money.
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Shaded areas indicate U.S. recessions Source: U.S. Bureau of Economic Analysis fred.stlouisfed.org

Source: St. Louis Fed (FRED), through August 2024.
Since consumers have spent down their savings but not slowed their consumption, they are

rediscovering their credit cards. Nothing wrong with that, per se, except that credit card
interest rates are skyrocketing, and the average rate is now approaching 24%.
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This may have a significant impact on consumer spending going forward, with a
corresponding impact on economic growth.
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FRED ~4) — Large Bank C Credit Card B: : Total Ba (left)
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Source: St. Louis Fed (FRED). Credit card balances (black line, left scale) are through Q2, 2024. Credit card interest
rates (red dots, right scale) are through August 2024.

As might be expected, the combination of rising usage and higher rates has resulted in a
corresponding increase in delinquency and default rates.

FRED -+ — petinquency Rate on Credit Card Loans, All Commercial Banks
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Source: St. Louis Fed (FRED), through Q2 2024.

Personal consumption is not the only factor driving down the savings rate. As the Fed began
its rate hike regime, money market funds responded by raising their offered interest rates as
well. Banks, however, did not follow suit, and the differential between offered deposit rates
versus money market yield approached 5% or more.

When combined with the regional bank scares / failures of 2023 with Silicon Valley Bank,
Signature Bank of New York, and First Republic Bank, banks saw massive outflows of
deposits that were then invested into money market funds. That trend appears to be
abating as banks slowly increase their offered savings rates.

Investor inertia (i.e., reluctance to move money out of federally insured bank deposits and

into money market funds) is a real thing and probably prevented this reallocation from
being larger.

® 2024 Certuity, LLC. All rights reserved. Page 3



CERTUITY

FRED 4/ — Retail Money Market Funds

Deposits, All Commercial Banks
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Source: St. Louis Fed (FRED) Money market data through August 2024. Bank deposit data through September 2024.

Shifting focus, the turmoil in the smaller and regional banking sector during 2023 referenced
above was widely publicized. Failures at these regional banks highlighted the dangers of
asset and liability mismanagement, overexposure to commercial real estate, and the
difference between “available for sale” and "hold to maturity” capital base investments.

One consequence is that banks tightened their lending standards (made it more difficult to
obtain loans). This has eased off a bit over the past several months but the percentage of
banks that claim they are tightening standards remains at levels not seen (ex-Covid) since
the Great Financial Crisis.
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At the same time, banks are also increasing the credit spreads they charge on consumer
loans. The percentage of banks doing so has also declined in recent months, but again
remains higher than at any time (ex-Covid) since the Great Financial Crisis.
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FRED 24} — Net Percentage of Domestic Banks Increasing Spreads of Loan Rates over Banks' Cost of Funds to Large and Middle-Market Firms
N - Net Percentage of Domestic Banks Increasing Spreads of Loan Rates over Banks' Cost of Funds to Small Firms
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Shaded areas indicate U.S. recessions. Source: Board of Governors of the Federal Reserve System (US) fred.stlouisfed.org

Source: St. Louis Fed (FRED), as of Q3 2024.
Not unexpectedly, consumer loan delinquency and default rates are rising.

FRED :#/ — petinauency Rate on Consumer Loans, All Commercial Banks
N — Charge-Off Rate on Consumer Loans, All Commercial Banks
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Source: St. Louis Fed (FRED), through Q2 2024.

As the Fed initiated its rate hike regime, mortgage rates also jumped - which partially
explains why people weren't moving or buying new homes.

Although mortgage rates have trended downward over the past few months, if you took out

a 3% mortgage on your house four-five years ago and are now looking at a 6+% mortgage
on a more expensive house, you probably wouldn't move either.
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FRED w" — 30-Year Fixed Rate Mortgage Average in the United States
N —— 30-Year Fixed Rate Jumbo Mortgage Index
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Source: St. Louis Fed (FRED), through September 2024.
One reason banks are slow to increase deposit rates is because so much of their overall
revenue comes from “net interest margin” (NIM) - the difference between their borrowing
rates (i.e., deposits) and their lending rates (loans, mortgages, etc.).
As interest rates rose while deposit rates stayed essentially flat, we saw banks' NIMs rise as
well. This situation presents a dilemma for banks - shareholders want to see NIM
maximized while savers want higher deposit rates.

As rates have stabilized but deposit rates have risen, you can see the slow decline in NIM

over the past few quarters.
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Source: Average Net Interest Margin Percentage for All US Banks from BankRegData.com, through Q2 2024.
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Summary and Interpretation

The charts and data summarized in this blog suggest the overall health of the banking
industry is reasonably solid. One continuing point of concern is their exposure to the
commercial real estate sector, especially among smaller regional and community banks, as
that sector is only slowly recovering from its post-Covid slump.

Delinquency rates are rising and many of these loans are facing maturity walls that will
force them to refinance in a higher rate environment or enter “extend and pretend”
negotiations with lenders.

FRED :#/ — Real Estate Loans: Commercial Real Estate Loans, All Commercial Banks, Jun 2004=100
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Source: St. Louis Fed (FRED), data through August 2024.

It is important to remember that smaller banks are more likely to hold these loans on their
books versus syndicating them out to other investors via collateralized loan obligations and
other similar vehicles, as larger banks frequently do.

There is a risk we may see a wave of delinquencies, defaults, and bankruptcies from the
underlying developers and properties as these loans come due or need to be refinanced
over the next 2-3 years.

We think a shorter-term economic risk lies in the action taking place in “‘the numbers behind
the numbers." Depleted savings, rising credit card usage coupled with rising credit card
rates, rising delinquency and default rates on credit cards and loans, tightening lending
standards and rising loan spreads - all these phenomena have the potential to put a dent in
personal consumption, the lifeblood of overall economic activity in the US.

If there is a silver lining to all of this, it is that it has helped support a boom in private credit
lending, as unrated borrowers find a more favorable borrowing environment among private
lender sponsors than they do from banks.

At Certuity, we are continually active in this space and continue to seek new opportunities.

We have not yet seen any visible impact on the economy from the issues raised in this blog.
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But we believe this is an area worth paying attention to as we move through the remainder
of 2024 and head into 2025,

Scott Welch, CIMA®

Chief Investment Officer
Certuity
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Legal Disclaimer

Certuity, LLC, a Delaware limited liability company (“Certuity”), is an investment adviser registered with the U.S. Securities and
Exchange Commission (“SEC"). Registration of an investment adviser does not imply any specific level of skill or training and
does not constitute an endorsement of the firm by the SEC. Certuity® is a registered trademark of Certuity Holdings, LLC.

This presentation is intended solely for the person to whom it is delivered by Certuity. This presentation is confidential and may
not be reproduced, in whole or in part, or redistributed to any party in any form, without the prior written consent of Certuity. The
information enclosed in this presentation is confidential. By accepting it, you agree to treat it as such and any unauthorized use,
reproduction, distribution or disclosure of this presentation or the information enclosed herein, in whole or in part, without the
prior written consent of Certuity is strictly prohibited.

The information contained herein is for informational purposes only to describe certain of our investment strategies and related
market commentary. The attached should not be construed to provide any specific investment advice to you or to recommend
the purchase of any securities or other assets described herein and should not be relied upon for purposes of making any
investment decision. This presentation does not constitute, and should not be construed to constitute, an offer to sell, or a
solicitation of any offer to buy, interests in any investment or private investment fund advised and administered by Certuity.
Investors wishing to pursue any of the investment strategies described herein must obtain and review offering documents and
other materials describing the investment or investment strategy. In addition, this presentation is not intended to serve as the
basis for any contract to purchase or sell any security, or other instrument, or to enter into or arrange any type of transaction as
a consequence of any information contained herein.

Certain information contained herein has been obtained or derived from unaffiliated third-party sources believed by Certuity to
be reliable. Neither Certuity nor any of its affiliates or representatives makes any representation or warranty, express or implied,
as to the accuracy or completeness of the information contained herein and nothing contained herein may be relied upon as an
indicator or representation as to prior or future performance.

Some of the materials contained herein may be characterized as “forward-looking statements”, which can be identified by the
use of forward-looking terminology such as "may”, “will", “should”, “expect”, “anticipate”, “target”, “project”, “estimate”, “intend”,
“continue” or "believe” or the negatives thereof or other variations thereon or comparable terminology, and which may include,
among other things, projections of future performance, estimates, forecasts, scenario analysis, or pro forma information. These
forward-looking statements reflect Certuity's views with respect to future events. Actual returns and results could differ
materially from those in the forward-looking statements as a result of changes in assumptions, market conditions, and other
factors beyond Certuity's control. Investors are cautioned not to place undue reliance on such information. No representation or
warranty, express or implied, is made or can be given with respect to the accuracy, completeness, fairness, reliability or suitability
of any information included herein. Furthermore, no representation or warranty is made that the information presented, including
the views expressed, will be realized as a result of implementing the investment strategy and proposed fund structure.
Additionally, there is no obligation to update, modify or amend this report or to otherwise notify the recipient in the event that
any matter stated herein changes or subsequently becomes inaccurate.

Products and/or services offered by Certuity are not deposits or other obligations of Certuity, are not endorsed or guaranteed
in any way by Certuity or any banking entity and are not insured by the Federal Deposit Insurance Corporation or any other
government agency. Certain products and services may have restrictions on their transfer or sale. There can be no assurance
that actual returns and results will not be materially lower than those presented. Any prior investment results or returns are
presented for illustrative purposes only and are not indicative of the future returns of the issuers of the securities described
herein. An investment in any Certuity product or investment service involves a high degree of risk and could result in the loss of
your entire investment.

All analyses and projections depicted herein are for illustration only and are not intended to be representations of performance
or expected results. The results achieved by individual clients will vary and will depend on a number of factors including
prevailing dividend yields, market liquidity, interest rate levels, market volatilities, and the client's expressed return and risk
parameters at the time the service is initiated and during the term. Past performance is not a guarantee of future results.

Stock values fluctuate in response to the activities of individual companies and general market and economic conditions. Bond
values fluctuate in response to the financial condition of individual issuers, general market and economic conditions, and
changes in interest rates. In general, when interest rates rise, bond values fall, and investors may lose principal value. Certain
investment strategies tend to increase the total risk of an investment (relative to the broader market). Alternative investments,
such as commodities, real estate, and short strategies, are speculative and entail a high degree of risk. Foreign investments are
especially volatile and can rise or fall dramatically due to differences in the political and economic conditions of the host country.
Certain investment strategies tend to increase the total risk of an investment (relative to the broader market).

This presentation is not intended to provide legal, accounting or tax advice. Because investment products and services often
have tax consequences, you should consult your own attorney or tax adviser to fully understand the tax consequences of any
product or services mentioned in this presentation. You should seek financial advice regarding the appropriateness of investing
in any securities or investment strategies discussed in this presentation. Information regarding Certuity's fee schedules are
described in its Form ADV Part 2A. Any additional information regarding this presentation is available upon request.
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