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The hedge fund successfully shorted all four of the US banks
that failed in March and sent financial markets reeling.

Echoes of the GFCin
Azora’s ‘big short’

Joshua Peach

Lastyear, Ravi Chopra was travelling
through Europe to shop his latest short
idea to potential investors.

His New York hedge fund, Azora
Capital, was betting againsta handful
of US banks and the chief investment
officer had a stack of slides with him to
make his case.

Oneslide in the presentation read:
“Noway out.”

“Alotof investors would look at me,
quizzically,and say: ‘How could these
highly regulated, sophisticated
financial institutions make such an
obvious mistake?” Chopra said.

The mistake the banks had made,
which Chopraand his team had
uncovered, was three years, trillions of
stimulus dollars and 500 basis points of
USinterest rate rises in the making.

Those factors materialised after the

and then raised interest rates at historic
speeds while the governmentrolled out
arecord $US5 trillion ($7.9 trillion) of
stimulus measures to manage the
economy through the crisis.

All thisamounted to what Chopra
called “the ingredients for a banking
crisis”, arecipe he had become familiar
with during his 20-year career
specialising in financial institutions.

Chopra started as a researcher in the
financial services arm of Goldman
Sachsin 2001 and quickly fell in love
with the sector.

“Financialsarereally allin the
weeds,” he told The Australian
Financial Reviewin an interview from
New York. “It'sallabout numbers, it's
about modelling. It's not just about
looking atan earnings reports, butalso
looking atany regulatory data thatwe
can getour hands on.Iwas hooked.”

Eventually making the shift to the
buy side, Chopra joined hedge fund
Sigma Capital in 2007 justin time to
witness a series of bad loans in the US
real estate market trigger the worst
global banking crisis since the Great
Depression.

in investing in this unique space,” he
said. “We were basically picking
through companies that had taken the
pain upfrontand could withstand itand

i looking for those that, whenwe ran it

i outover twoyears, were clearly capital
i deficientand would either have to raise
capital atdistressed levels or simply

: wouldn'tmakeit.”

After riding the global financial crisis

¢ with Sigma, Chopra moved on to help
¢ launcha new venture, Samlyn Capital,
i asapartnerand the firm’'s head of US

i financial services.

Afewyearslater, Chopra began to

i consider starting a standalone financial
: services hedge fund.

“Ilooked around and there were so

many sector funds, but there really
i weren’t many with real dedication to
¢ financial services,” he said.

“Even generalist long-short funds

i tended to shy away from financials.

: They're hard, complicated and

: regulated. They'realso cyclical, opaque
: and highly levered. All those things are
i absolutely true, but that'swhatwe love
pandemic, as the US Federal Reservecut

about the space.”
Azora Capital launched in the back

i halfof the 2010s,and as markets ticked
over into the new decade, Chopra started
i tosee echoesof 2008 emerge when the

i Fed started lifting rates last year.

“History was absolutely rhyming.

Things were looking pretty similar, but
i thedriverswere different,” he added.

“Back in the GFC itwas all about

i creditand capital, and so for the last

i 15 years, bank management teams,

: regulators and rating agencies have

: been doing stress testingaround those
i issues.”

Butwhile the industry was focused on

i credit threats, Chopra believed not
enough attention was being paid to the
: otherkey factor driving financial

: institutions-interest rates.

“Over the last15years, many of those

¢ financial institutions were quietly

i trading outcredit risk for interest rate
i risk. Credit risk was the problem of

i yesteryear.”

And by late 2022, those interest rate

i risks were ballooning fast. Much of that

: $US5 trillion of stimulus that had taken

: placeduring the pandemic had foundits
i way onto bank balance sheets.

“That's really where [ honed my skills
i deposits grow about 6 per cent peryear.
i It'susually very steady butin those two

i years, bank deposits grew by 35 per

i cent.” Looking around, Chopra saw that

“Typically, industry-wide bank

: had togo out to 10- or 15-year maturity

| History was rhyming

i estate prices drop 40 per centand

some banks, much like the American
citizens stuck at home during the
pandemic, had gone on a stimulus-led
shopping spree.

“But they weren't buying Peloton
bikes, they bought things like Treasury
securities at the lowestyields in the
history of the United States. And so they

schedules to getany kind of yield,” the
CIOsaid.

“Banks that touched growth
industries like technology, biotech and
cryptodoubled, tripled, or even grew
eighttimes in size in twoyears. Thatwas
wholly unnatural in financial services.”

... things were looking
pretty similar, but the

drivers were different.
Ravi Chopra, Azora Capital

So,why did the banks take on the
risk? According to Chopra, bank
treasurers simply weren't expecting
whathappened next.

“Ever since the GFC, regulators
mandate that most of the systematically
important banks undergo stress testing.
In their worst-case testassumptions, the
stockmarket goes down 50 per cent, real

unemployment goes to 10 per cent.
“Butin their interestrate
assumptions, the cash rate goes from 70
basis points to just 1.5 per cent. Thatwas
their worst-case scenario—80 bps.”
Sowhen the US Fed began ratcheting
up rates by hundreds of basis points in

i 2022and 2023, bond portfolios of some
i banks were suddenly losing value fast.

Rising rates had pushed the market
value of the banks’ long-duration bond
portfolios negative just as deposits had
started fleeing bank accounts to other
alternatives. That meant those banks

¢ thathadn’tinsured their deposit base

were suddenly facing a liquidity crunch.
“Creditlosses maim, butit's really

liquidity thatkills financial institutions,”
i collapse in more than adecade, italso

: resulted in Azora Capital’s best monthly
i returnsinceits inception.

Chopra said. “Much like the global

¢ financial crisis, many of the banks were

undercapitalised and based on today’s
standards, a number of them were

i actually mathematically insolvent.”

Chopraand his team began screening
US banks for high levels of unrealised
bond losses and low levels of deposit
insurance, and four names rose to the
top-Silvergate, Silicon Valley Bank,

i Signature Bank, and First Republic.

“Allfour of those banks had 70 to 90
per centof their deposit bases
uninsured, which is measurably higher
han the rest of the industry,” he said.

By March 2023, cracks were emerging
and crypto bank Silvergate fell, following
the failure of major depositor FTX, the
now defunct crypto exchange founded
by Sam Bankman-Fried.

The Silvergate collapse sparked
widespread liquidity concerns,
particularly in start-up and
cryptocurrency exposed financial
nstitutions.

after announcing plans to sell one of its
smaller $US20 billion portfolios of US
Treasuries ata $US2 billion loss.
“Depositors started getting really
nervous and thatled to a quiet but deadly

electronic run on the bank thathappened :
i during the course of an afternoon, as the

i stock price continued to fall,” Chopra

i said. “And then ultimately, over the

i course of theweekend depositors

i became more concerned aboutdeposits
: and other financial institutions and

: similar situations happened with

i Signature Bank on that Friday, and then
¢ ultimately with First Republic.”

Justlike Chopra’s slidehad warned a

i year earlier, the banks had noway out.

‘While SVB marked the largest US bank

“In 2008 and 2009,165 banks failed,

i comprising halfa trillion dollars of

i assets. In the spring of this year, four

i banks failed, comprising halfa trillion
i dollars of assets,” Chopra said.

Six months onand the industry is still

i feeling the shock.

“Wedid asurvey of the top 50 financial

i institutions in the spring, and over 70 per
i centof them said that they were

i tightening underwriting standards.

i That's something I haven'tactually seen

: inmy career, certainly notsince the

i GFC,” Chopraadded.

The hedge fund is back combing

¢ through regulatory filing and financial
i models, looking for the nextopportunity.

“It’s often in row 500 of the Excel

i 'model on Tuesday nightat10pm that the
i proverbial light bulb goes off over our
heads,” Chopra said. “That's where the

: epiphaniesare, that's our secret sauce.”
Silicon Valley Bankwas the nexttofall ;
i Ravi Choprais speaking at Sohn Hearts &
i Minds at the Sydney Opera House on

i November 17. All profits will support

i Australian medical research
organisations. The Australian Financial

Review isa media partner for

i sohnheartsandminds.com.au

SEC orders hedge funds to report more information on short sales

Regulation
Lydia Beyoud

Hedge funds will have to start sharing
significantly more information about
their short sale transactions with the
US Securities and Exchange Commis-
sion, setting up another clash between
the industry and Wall Street’s main
regulator.

The SEC finalised rules on Friday
that require hedge funds and other big
investors to report gross short posi-
tions in certain stocks at the end of each

month, and details on related trading
activity - including in derivatives —
more regularly. The agency would then
aggregate positioning in equities across
funds and publish that with a delay.

Reporting will generally be triggered
if a hedge fund reaches a $US10 million
($15.9 million) average short position
during the reporting month, or a
2.5 per cent gross short position relat-
ive to total shares outstanding. The SEC
did away with a reporting requirement
tied to a potential daily trigger.

“Given past market events, it's
important for the commission and the

public to know more about short sale
activity in the equity markets, espe-
cially in times of stress or volatility,”
SEC chairman Gary Gensler said in a
statement.

Short selling has long been a fixture
of the US equity market, but the prac-
tice has become more controversial.
The SEC has faced pressure to increase
scrutiny after retail traders banded
together via social media in January
2021 and bought up shares in compan-
ies such as GameStop.

Mr Gensler has resisted calls from
critics encouraging an overhaul of

short sale rules, although he has
repeatedly said the $US26 trillion
private-funds market lacks adequate
transparency. The plans voted on Fri-
day by the agency’s five commissioners
are the latest in a string of new regula-
tions that require hedge funds to share
more information with the regulator.
The industry has pushed back on many
of them.

The SEC says the new reporting will
help inform the market and regulators
about overall short sale activity. The
new regulations are also meant to help
distinguish between hedging activity

by businesses and bets against a firm.
Hester Peirce, one of the commis-
sion’s two Republicans, warned the
new, sensitive data held by the SEC
could attract hackers seeking to tap
into juicy private financial information.
Jack Inglis, CEO of the Alternative
Investment Management Association,
a hedge fund and private equity trade
group, expressed similar concerns.
The Managed Funds Association
said it appreciated the SEC’s decision to
make short seller data available pub-
licly in an aggregated way.
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