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U.S. bank stress test: good news

On Wednesday, June 28,2023 the Federal Reserve (Fed) released results of its annual stress test on
large United States banks. All 23 tested banks passed—money center banks, large foreign-owned
banks, the trust banks, large investment banks, and several regional banks. According to Fed Vice
Chair for Supervision Michael S. Barr, "Today's results confirm that the banking system remains
strong and resilient”

All 23 banks exceeded their minimum capital levels after being put through the ‘severely adverse
scenario’ that envisions a deep global recession, generating $541 billion in aggregate bank losses.
Key factors in the stress test included a 6.4% rise in unemployment—peaking at 10%, a 40%
decline in commercial real estate (CRE) prices, and a 38% decline in house prices. These losses of
over half a trillion dollars would decrease the banks’ aggregate CET1 capital by 2.3%, resulting in a
minimum CET1 ratio of 10.1%—still a healthy double-digit level, and more than twice the minimum
regulatory capital ratio. This 2.3% CET1 drop is less than the 2.7% drop experienced in the 2022
stress test. All other stressed capital and leverage ratios were also comfortably exceeded.

Many investors are concerned about the possible adverse effects falling CRE prices would have on
banks’ health. The Fed is equally concerned. Although the large banks tested would experience
heavy losses from their CRE loans, “they would still be able to continue lending.” Furthermore, the
23 banks in the 2023 test hold around 20% of the office and downtown CRE loans held by banks;
these are the CRE sectors of highest investor concern. According to the Fed, “The large projected
decline in commercial real estate prices, combined with the substantial increase in office vacancies,
contributes to projected loss rates on office properties that are roughly triple the levels reached
during the 2008 financial crisis” Spectrum takes comfort from large U.S. banks’ demonstrated
resilience in the face of a particularly onerous CRE credit crunch. Spectrum also believes that large
bank resilience to CRE value declines, with heavy stresses on more vulnerable CRE segments,
provides a positive indicator for smaller regional banks, which have been a particular investor focus.

The individual stress test results for each bank are important inputs into the capital requirements
to be set for each bank. This helps create individually tailored large bank capital minimums and
avoids a ‘one size fits all’ requlatory approach. Spectrum views this positively.
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What next?

U.S. bank regulators are considering a range of actions to further strengthen the financial system,
with the publication of some Advanced Notices of Proposed Rulemaking beginning this summer.
Potential actions could include:

. Banks with assets from $100 billion to $250 billion undergoing the stress test every
year (currently every other year)

. New operational risk requirements

. Regulatory capital adjustments for market value deficits on available-for-sale
securities for more banks

. Requiring more banks to issue long-term debt that would incur losses before

depositors in the event of severe distress

Spectrum would expect any final rules to be supportive of preferred stock due to the higher levels
of common stock, and to have long phase-in periods to avoid market disruptions.

Spectrum believes these stress test results demonstrate the robust creditworthiness of U.S.
banks.

John J. Kriz, Senior Vice President
Joe Uricuoli, Head of Research
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Risk considerations

Past performance is no guarantee of future results. Investing involves risk, including possible loss of principal. Risks of preferred
securities differ from risks inherent in other investments. In particular, in a bankruptcy preferred securities are senior to common
stock but subordinate to other corporate debt.

Important information

This material covers general information only and does not take account of any investor’s investment objectives or financial situation
and should not be construed as specific investment advice, a recommendation, or be relied on in any way as a guarantee, promise,
forecast or prediction of future events regarding an investment or the markets in general. Information presented has been derived
from sources believed to be accurate; however, we do not independently verify or guarantee its accuracy or validity. Any reference to
a specific investment or security does not constitute a recommendation to buy, sell, or hold such investment or security, nor an
indication that the investment manager or its affiliates has recommended a specific security for any client account. Subject to any
contrary provisions of applicable law, the investment manager and its affiliates, and their officers, directors, employees, agents,
disclaim any express or implied warranty of reliability or accuracy and any responsibility arising in any way (including by reason of
negligence) for errors or omissions in the information or data provided.

This material may contain ‘forward-looking’ information that is not purely historical in nature and may include, among other things,
projections and forecasts. There is no guarantee that any forecasts made will come to pass. Reliance upon information in this material
is at the sole discretion of the reader. This material is not intended for distribution to or use by any person or entity in any jurisdiction
or country where such distribution or use would be contrary to local law or regulation. This document is intent for use in:

* The United States by Principal Global Investors, LLC, which is regulated by the U.S. Securities and Exchange Commission.
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(“PGIE”) or Principal Global Investors (EU) Limited (“PGI EU”) will not benefit from the protections offered by the rules and
regulations of the Financial Conduct Authority or the Central Bank of Ireland, including those enacted under MiFID Il. Further, where
clients do contract with PGIE or PGI EU, PGIE or PGl EU may delegate management authority to affiliates that are not authorized and
regulated within Europe and in any such case, the client may not benefit from all protections offered by the rules and regulations of
the Financial Conduct Authority, or the Central Bank of Ireland.

e United Kingdom by Principal Global Investors (Europe) Limited, Level 1, 1 Wood Street, London, EC2V 7 JB, registered in England,
No. 03819986, which is authorised and regulated by the Financial Conduct Authority (“FCA”).

» United Arab Emirates by Principal Global Investors LLC, a branch registered in the Dubai International Financial Centre and
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and should not be passed on or otherwise distributed by the recipient to any other person or organization.

* Singapore by Principal Global Investors (Singapore)Limited (ACRAReg.No.199603735H), which is regulated by the Monetary
Authority of Singapore and is directed exclusively at institutional investors as defined by the Securities and Futures Act 2001. This
advertisement or publication has not been reviewed by the Monetary Authority of Singapore.

e Australia by Principal Global Investors (Australia) Limited (ABN 45 102 488 068, AFS Licence No. 225385), which is regulated by the
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e This document is marketing material and is issued in Switzerland by Principal Global Investors (Switzerland) GmbH.
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