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PREFACE
The collapse of a major financial institution can have far-reaching consequences, offering critical
lessons for regulators, financial practitioners, and policymakers worldwide. The downfall of Silicon
Valley Bank (SVB) in early 2023 is a striking example of how a combination of inadequate risk
management, operational inefficiencies, and regulatory failures can precipitate a dramatic collapse.
This case study provides an in-depth analysis of the factors leading to SVB’s failure and its broader
implications for the financial sector, offering valuable insights for stakeholders from Silicon Valley to
emerging financial hubs like Accra, Ghana.

SVB’s collapse was not an isolated event but the result of systemic issues inherent in modern banking
practices. The bank's over-concentration in high-risk sectors and its critical mismatch between short-
term liabilities and long-term assets underscored the need for rigorous risk management and
effective regulatory oversight. This study examines the specific challenges that contributed to SVB’s
financial distress, including its sectoral exposure, liquidity pressures, and insufficient capital reserves.

The role of external auditors in SVB’s downfall highlights the urgent need for robust and transparent
auditing practices. Their failure to detect and report significant risks resulted in a misleading picture
of the bank’s financial health, delaying corrective measures and exacerbating the crisis.

By analyzing SVB’s collapse, this study also underscores the global need for diversification, stringent
risk management, and effective regulatory frameworks. The lessons drawn from SVB’s experience
emphasize the necessity of proactive governance and diligent external scrutiny to maintain financial
stability.

Authored by experts in finance and risk management, this case study aims to provide critical insights
for high-level regulators, financial institutions, and industry stakeholders. Our goal is to enhance
understanding of these complex issues and foster discussions on improving financial practices and
regulatory measures to prevent future crises.

"Fragile are the pillars of fortune
when wisdom surrenders to

negligence; only through vigilance
and foresight can we safeguard the

foundations of progress."

JS Morlu
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ABSTRACT: A GLOBAL EXAMINATION OF FINANCIAL DISTRESS AND THE IMPERATIVE FOR
ENHANCED BANKING SUPERVISION

This research article investigates the financial distress experienced by Silicon Valley Bank (SVB) in early 2023, an event that sent shockwaves through the global financial
system and exposed significant vulnerabilities across the banking sector. Through a meticulous analysis of key financial metrics, operational weaknesses, and external
economic pressures, this study uncovers the root causes of SVB’s rapid and dramatic decline. However, the scope of this analysis extends far beyond SVB, situating its
findings within the broader context of global banking practices. In both developed and developing countries, high-profile bank failures have become alarmingly frequent,
raising critical concerns about systemic risks and the adequacy of current regulatory frameworks.

The collapse of SVB serves as a powerful reminder of the essential need for comprehensive risk management strategies, robust financial buffers, and vigilant regulatory
oversight. It underscores the importance of proactive supervision, rigorous external auditing, and effective governance in safeguarding the stability of financial institutions.
As the global banking sector confronts increasing challenges—from economic volatility to the complexities of digital finance—the lessons from SVB's failure are
indispensable for preventing similar crises in the future.

This article provides actionable insights for stakeholders, regulators, and financial institutions worldwide, emphasizing the urgent need for a renewed commitment to
rigorous scrutiny and enhanced governance. The implications are clear: what happened to SVB in the United States could just as easily occur in Guinea-Bissau or any other
nation. This global call to action urges the international banking community to strengthen oversight mechanisms, adopt best practices, and ensure that banks are resilient
enough to withstand future shocks, thereby preserving the stability of the global financial system.

Additionally, we present key financial indicators that investors, auditors, regulators, and the broader stakeholder community should closely monitor. The collapse of a
single bank can have devastating ripple effects on suppliers, businesses, customers, and citizens alike. Often, taxpayer money is used to bail out these institutions to
safeguard the financial system by providing the necessary liquidity. Thus, the responsibility for vigilant oversight and proactive risk management cannot be overstated.

JS Morlu
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CHAPTER 1:
INTRODUCTION
Silicon Valley Bank (SVB) was a linchpin in the financial
ecosystem, specializing in providing banking services to
technology startups, life sciences firms, and venture
capitalists. Founded in 1983, SVB's strategic focus on high-
growth, high-risk sectors allowed it to become a major
player in its niche. However, this specialization also
rendered the bank vulnerable to sector-specific risks. In
early 2023, SVB faced an acute financial crisis that ultimately
led to its collapse, causing widespread disruption in the
financial markets. This case study rigorously examines the
factors that led to SVB’s distress, including financial
missteps, operational failures, and adverse economic
conditions. By evaluating these aspects, the study aims to
elucidate the lessons learned and provide guidance for
enhancing financial stability and risk management practices
in the banking industry.

JS Morlu
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CHAPTER 2: BACKGROUND
Silicon Valley Bank was established with a visionary approach, targeting the rapidly evolving technology
and life sciences sectors. Its model centered around providing tailored financial solutions to startups and
growth-stage companies, positioning itself as a vital partner in the innovation economy. SVB's unique
value proposition was its deep understanding of the tech and venture capital landscapes, which allowed
it to offer specialized services such as venture debt, equity financing, and advisory services.

Despite its strategic advantages, SVB’s focus on high-risk, high-reward sectors exposed it to significant
volatility. The bank's aggressive lending practices and investment strategies were predicated on the
assumption of continued sectoral growth and favorable economic conditions. However, as market
dynamics shifted and economic headwinds intensified in 2023, SVB's business model became
increasingly untenable.

The financial crisis at SVB was triggered by a confluence of factors: a deteriorating asset quality,
inadequate capital reserves, and a high concentration of risky loans. The bank’s challenges were
exacerbated by a tightening economic environment and rising interest rates, which led to a decline in the
valuation of its investments. SVB's inability to adapt to these rapidly changing conditions, coupled with
its operational missteps, ultimately led to its downfall. The collapse of SVB serves as a stark reminder of
the vulnerabilities inherent in niche banking models and highlights the need for robust risk management
practices and regulatory oversight.
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CHAPTER 3: FINANCIAL
DISTRESS INDICATORS

The Capital Adequacy Ratio (CAR) is a crucial measure of a bank's financial health, assessing its ability to
withstand financial shocks by comparing its capital reserves to its risk-weighted assets. It is a key indicator used
by regulators to ensure that banks hold enough capital to cover potential losses and maintain solvency.

In early 2023, Silicon Valley Bank (SVB) experienced a severe decline in its CAR, which fell below the regulatory
minimum threshold of 8%. This decline was primarily driven by a significant deterioration in the bank’s Tier 1
Capital ratio, which represents the core capital (equity capital and disclosed reserves) relative to risk-weighted
assets (RWAs).

By the end of the first quarter of 2023, SVB's CAR was reported at 7.2% (SVB Financial Group, 2023). This level of
capital adequacy was alarmingly below the minimum regulatory requirement and indicative of a critical shortfall
in SVB's ability to cover potential losses. The drop in CAR was reflective of a broader issue: SVB's capital reserves
were increasingly inadequate relative to the growing risk posed by its asset base.

Capital Adequacy Ratio (CAR)

JS Morlu

Tier 1 Capital + Tier 2 Capital
Risk-Weighted Assets

Formula:
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CHAPTER 3: FINANCIAL DISTRESS INDICATORS

SVB faced a surge in non-
performing loans and a decline in

the value of its investment
portfolio. The increase in risk-

weighted assets without a
corresponding increase in Tier 1

Capital weakened the CAR.

Asset Quality
Deterioration

Adverse market conditions,
including rising interest rates

and declining asset values,
exacerbated the bank's financial
strain, reducing its capital base

and increasing the risk-weighted
assets.

Market
Conditions

Ineffective risk management
and operational failures led to
higher-than-expected losses

and reduced capital adequacy.

Operational
Challenges

JS Morlu

The regulatory capital requirements are designed to ensure that banks maintain sufficient buffers to absorb losses and continue operating during
periods of financial stress. SVB's failure to meet these requirements highlighted significant vulnerabilities in its capital structure and risk management
practices. This deficiency in CAR was a major warning signal of the bank’s deteriorating financial condition and foreshadowed the severe
consequences that followed.

References:
SVB Financial Group. (2023). Annual Report and Financial Statements. Retrieved from SVB Financial Group

Several factors contributed to this shortfall:
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Non-Performing Loans
Total Loans

The Non-Performing Loan (NPL) Ratio is a crucial metric for
assessing the asset quality within a bank’s loan portfolio. It
measures the percentage of loans that are either in default or at
risk of default compared to the total amount of outstanding
loans. An increasing NPL ratio is a red flag, indicating
deteriorating loan quality and potential issues within the bank's
lending practices.

For Silicon Valley Bank (SVB), the NPL Ratio experienced a
dramatic surge by early 2023, rising to 12% from a pre-crisis
level of approximately 3% (The Financial Times, 2023). This
significant escalation in non-performing loans highlights several
critical issues shown on the this quadrant on the right:

Non-Performing Loan (NPL) Ratio

JS Morlu

The broader economic environment
exacerbated the increase in SVB's NPL
ratio. Rising interest rates, economic

slowdowns, and tighter credit markets
put additional financial pressure on
SVB’s borrowers. Startups and high-

growth companies, typically less
resilient to economic stress, struggled
to meet their debt obligations, further

inflating the NPL ratio.

2. Economic Downturn

SVB's loan portfolio was heavily
concentrated in technology startups

and venture capital-backed
companies, which are inherently high-

risk. These sectors are especially
vulnerable to economic fluctuations.

As market conditions deteriorated and
investor confidence waned, many of
SVB’s borrowers encountered severe
financial difficulties, leading to a spike
in missed payments and loan defaults.

1. Sector Specific Risks

SVB's risk management strategies were
insufficient in anticipating and mitigating

the impact of rising loan defaults. The
bank’s heavy reliance on high-growth,
sector-specific loans without adequate

diversification left it exposed to
downturns in those sectors. Additionally,

SVB’s lack of effective loan monitoring
and early intervention mechanisms

allowed the problem of non-performing
loans to escalate unchecked.

3. Risk Management Failures

Many of SVB’s loans were structured
with high risk and potentially

inadequate collateral. This made it
challenging to recover the full value of

the loans once they became non-
performing. The structuring practices

contributed to the severity of the
financial strain experienced by the

bank.

4. Loan Structuring Issues

Formula:

The Non-Performing Loan (NPL) Ratio: A
Critical Indicator of Banking Health

CHAPTER 3: FINANCIAL
DISTRESS INDICATORS
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CHAPTER 3: FINANCIAL
DISTRESS INDICATORS
Non-Performing Loan (NPL) Ratio

The rise in the NPL Ratio revealed deeper issues within SVB's lending
practices and risk management strategies. As the proportion of non-
performing loans increased, SVB faced mounting credit losses, reduced
profitability, and heightened pressure on its capital reserves. This decline in
asset quality was a significant factor in the bank’s financial distress and
eventual collapse.

This situation underscores what can be described as an "ostrich mentality"
by SVB's board—a willful ignorance of the deteriorating quality of its loan
portfolio. The board's reluctance to confront the reality of rising NPLs,
whether due to fear of stakeholder backlash or unfounded optimism for
future recovery, exemplifies a critical failure in effective governance and
risk management. This case serves as a powerful reminder of the need for
proactive risk management and vigilant oversight in banking institutions to
prevent similar crises.

References:
The Financial Times. (2023). SVB’s Non-Performing Loans Surge to 12%.
Retrieved from The Financial Times
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Loan Loss Provisions
Total Loans

Loan loss provisions are financial reserves set aside by banks
to absorb potential losses from defaulted loans. This metric
indicates how well a bank is prepared to cover anticipated
loan losses and is critical for evaluating its loss-absorption
capacity.

For Silicon Valley Bank (SVB), the loan loss provisions were
notably inadequate in light of the rising non-performing loans.
By early 2023, SVB’s loan loss provisions to total loans ratio
was reported at only 2% (Bloomberg, 2023), significantly
below the industry standard of approximately 5% for banks
with comparable risk profiles.

The insufficiency of SVB’s loan loss provisions not only
highlighted its financial troubles but also demonstrated the
limitations of superficial balance sheet analysis. Such
weaknesses, often masked in aggregate computations,
become evident only through detailed examination by
external stakeholders.

Loan Loss Provisions

JS Morlu

Formula:

The inadequacy of SVB’s provisions
highlighted broader deficiencies in its
risk management practices. Effective

risk management entails accurate
forecasting of potential losses and

timely adjustments to provisions as
asset quality declines. SVB’s failure to

adjust its provisions in response to
rising defaults underscored

weaknesses in its risk assessment and
financial planning processes.

2. Risk Management Deficiencies

SVB’s provision ratio reflected a
systemic underestimation of potential
loan losses. As non-performing loans
surged, SVB failed to proportionately

increase its provisions, leaving the
bank vulnerable to substantial

financial risk. This misalignment
meant that the reserves set aside

were insufficient to cover the
increasing defaults.

1. Under-Provisioning

The increasing number of non-
performing loans exacerbated the gap
between actual losses and provisions.
As defaults mounted, the bank’s actual

losses far exceeded the reserves,
putting additional strain on its

financial stability and contributing to
its eventual collapse.

3. Impact of Rising Defaults

The discrepancy between SVB’s 2%
provision ratio and the industry

standard of 5% underscored a critical
oversight in its financial strategy. This

under-provisioning indicated that
SVB’s practices were misaligned with
norms expected for its risk exposure,

reflecting a severe lapse in its financial
planning.

4. Industry Comparisons

Several key factors contributed to this shortfall:

Loan Loss
Provisions to
Total Loans

=

CHAPTER 3: FINANCIAL
DISTRESS INDICATORS
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CHAPTER 3: FINANCIAL
DISTRESS INDICATORS

Regulatory Capital
Regulatory capital is a requirement set by financial regulators
to ensure that banks maintain a sufficient buffer against
potential losses. This requirement is standardized to promote
stability across the banking sector.

1.United States: The Basel III framework, adopted in the U.S.,
requires banks to maintain a minimum Common Equity Tier 1
(CET1) capital ratio of 4.5% of risk-weighted assets (RWAs), a
Tier 1 capital ratio of 6.0%, and a Total Capital Ratio of 8.0%.
In practice, banks often maintain higher levels due to
additional capital buffers.

2.Developing Countries: Many developing countries also
adhere to Basel III or similar standards, though specific capital
requirements might vary. The 10% threshold is not a
universal requirement but rather reflects some jurisdictions
where higher ratios might be mandated.

Loan Loss Provisions

Economic Capital
Economic capital is an internal measure used by banks to cover
potential losses from their risk exposures. It is typically higher
than regulatory capital to ensure a more conservative
approach to risk management.

1.Internal Determination: Economic capital is calculated
based on the bank’s own risk assessment models, and it aims
to cover losses with a high degree of confidence. It often
exceeds regulatory capital requirements to provide a more
robust safeguard against financial stress.

Optimal Economic Capital Criteria

1. Satisfy Regulatory Requirements Plus a Buffer: Economic
capital should meet or exceed regulatory capital requirements
and include an additional buffer for unexpected risks.

2. Reflect Risk Profile: It should accurately reflect the bank’s
specific risk profile, including the nature and quality of its loan
portfolio and exposure to various sectors.

3. Account for Market and Peer Indicators: It must consider
the bank’s position relative to its peers and the overall market
conditions.
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CHAPTER 3: FINANCIAL
DISTRESS INDICATORS

SVB’s operational practices did not align with these optimal criteria. The
regulator’s failure to address the bank’s diminishing Capital Adequacy Ratio and
the continued breach of the 8% threshold indicated a significant oversight. This
oversight underscored the need for stricter enforcement of financial stability
measures and more effective risk management practices.

The descriptions provided are largely accurate but should be nuanced with the
understanding that regulatory and economic capital requirements can vary by
jurisdiction and regulatory framework.

References:
Bloomberg. (2023). SVB’s Loan Loss Provisions Fall Short of Industry Standards.
Retrieved from Bloomberg

Loan Loss Provisions

Application to Silicon Valley Bank (SVB)
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CHAPTER 3: FINANCIAL
DISTRESS INDICATORS

Return on Assets (ROA) and Return on Equity (ROE) are crucial indicators of
a bank's financial performance, reflecting its ability to generate profit relative
to its assets and equity, respectively. These metrics are vital for assessing how
effectively a bank is using its resources to generate returns for shareholders.

Return on Assets (ROA) and Return on Equity (ROE)

Net Income
Total Assets

Net Income
Shareholder’s Equity

ROA Formula:

ROE Formula:

13

× 100ROA =

× 100ROE =



CHAPTER 3: FINANCIAL
DISTRESS INDICATORS

In early 2023, Silicon Valley Bank (SVB) reported notably
negative financial performance, with a Return on Assets
(ROA) of -1.5% and a Return on Equity (ROE) of -10%
(Reuters, 2023). These negative figures highlight significant
issues in profitability and efficiency, with the four
contributing factors on the right:

The negative ROA and ROE at SVB underscore the extent of
its financial troubles and the ineffectiveness of its strategies
in a period of crisis. These indicators provide a clear picture
of the bank’s deteriorating profitability and operational
inefficiencies, which were key factors in its eventual
collapse.

References:
Reuters. (2023). Silicon Valley Bank Reports Negative
Returns Amid Financial Crisis. Retrieved from Reuters

Return on Assets (ROA) and
Return on Equity (ROE)

JS Morlu

The negative ROA of -1.5% indicates that
SVB was generating losses relative to its
total assets. ROA is a measure of how
efficiently a bank utilizes its assets to
produce net income. A negative ROA
reflects poor asset utilization and suggests
that the bank's operations were failing to
generate sufficient returns. This poor
performance was exacerbated by the
deterioration in asset quality, rising non-
performing loans, and insufficient revenue
generation.

Similarly, the negative ROE of -10% reveals that
SVB's net income was insufficient to provide positive
returns on shareholders’ equity. ROE measures how
effectively a bank is using shareholders' equity to
generate profit. A negative ROE indicates that the
bank's losses were eroding shareholder value,
reflecting not only poor profitability but also
ineffective use of equity. This situation often results
from a combination of high operational costs,
inadequate revenue streams, and significant
financial losses.

The negative ROA and ROE were direct
consequences of SVB's financial distress.
As the bank grappled with mounting losses
from its non-performing loans and a
decline in revenue streams, its net income
turned negative. This negative income
impacted both ROA and ROE, highlighting
the severe impact of the bank’s
operational and financial difficulties.

The decline in these metrics highlights broader
operational issues within SVB. Inefficiencies in asset
management, inadequate risk control, and a failure
to adapt to evolving market conditions contributed
to the negative returns. A more robust risk
management framework, including effective
governance structures, could have identified these
warning signs early, enabling management to
implement diversification strategies and mitigate
losses. Additionally, the bank’s difficulties in
managing costs and optimizing revenue generation
further exacerbated the problems reflected in its
ROA and ROE.

2. Negative ROE1. Negative ROA

3. Impact of Financial Distress 4. Operational Challenges
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CHAPTER 3: FINANCIAL
DISTRESS INDICATORS
Net Interest Margin (NIM)

Net Interest Margin (NIM) is a critical indicator of a bank's profitability,
reflecting the difference between the interest income generated by the
bank's interest-earning assets (such as loans and securities) and the
interest paid out to depositors, relative to the bank's average interest-
earning assets. A declining NIM can signal financial distress, as it directly
impacts a bank’s ability to generate income from its core lending and
investment activities. 

Net Interest Income
Average Interest - Earning Assets

Formula:
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CHAPTER 3: FINANCIAL
DISTRESS INDICATORS

In early 2023, Silicon Valley Bank (SVB) experienced a
significant decline in its Net Interest Margin, which dropped
to 1.8% from 3.2% the previous year (CNBC, 2023). This
sharp decrease in NIM was a key indicator of the bank’s
worsening financial health and played a crucial role in its
eventual downfall. Several factors on  the right contributed
to this decline.

The decline in SVB’s NIM to 1.8% underscored the bank’s
vulnerability in an environment of rising interest rates and
highlighted the risks associated with its investment
strategy. The erosion of NIM not only affected the bank’s
immediate profitability but also signaled deeper structural
issues that contributed to the broader financial challenges
SVB faced.

References:
CNBC. (2023). Silicon Valley Bank's Declining Net Interest
Margin Raises Concerns Amid Financial Struggles. Retrieved
from CNBC

Net Interest Margin (NIM)

JS Morlu

The reduction in SVB's Net Interest Margin
(NIM) was primarily due to a narrowing
interest rate spread. As market interest
rates rose, SVB’s returns on its low-yield
securities, which were heavily invested in
during a period of low rates, failed to
increase proportionately. This mismatch
between the bank’s asset yields and the
rising cost of its interest-bearing liabilities
(such as deposits) compressed the interest
rate spread, significantly diminishing NIM
and increasing market risk.

The 2023 rise in interest rates, driven by
central bank policies to combat inflation,
worsened SVB’s financial situation. Higher
rates generally allow banks to charge more
for loans, but they also raise the cost of
funding and increase the likelihood of
borrower defaults. For SVB, the cost of
borrowing escalated faster than the
returns on its fixed-rate assets, leading to
reduced net interest income and a lower
NIM.

SVB’s investment strategy contributed to
the decline in its NIM. The bank’s
substantial investments in low-yield, long-
term securities, while suitable in a low-rate
environment, became problematic as
interest rates rose. These investments,
which previously provided stable returns,
underperformed amid higher rates,
trapping SVB in low returns while its
funding costs increased. This misalignment
highlighted strategic risks associated with
shifts in economic conditions.

The decline in NIM had a direct and
adverse effect on SVB’s profitability. As
NIM compresses, the bank’s ability to
generate income from its core business
activities diminishes, putting additional
pressure on its bottom line. For SVB, the
reduced profitability from its core lending
and investment activities further strained
its financial position, contributing to the
overall financial distress that ultimately led
to its collapse.

2. Impact of Rising Interest Rates1. Narrowing Interest Rate Spread

3. Investment Strategy Misalignment 4. Adverse Effects on Profitability
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CHAPTER 3: FINANCIAL
DISTRESS INDICATORS

The Liquidity Coverage Ratio (LCR) is a crucial regulatory measure that
ensures banks maintain an adequate level of high-quality liquid assets
(HQLA) to cover potential cash outflows during a 30-day stress period. The
regulatory minimum for the LCR is typically set at 100%, meaning a bank
must hold sufficient liquid assets to cover 100% of its expected net cash
outflows over a month. A drop below this threshold can signal liquidity
stress, indicating that the bank may struggle to meet its short-term
obligations.

In early 2023, Silicon Valley Bank (SVB) experienced a significant decline in
its LCR, which fell to 80%, well below the regulatory minimum of 100% (The
Wall Street Journal, 2023). This alarming drop in the LCR highlighted severe
liquidity issues within the bank, driven by a combination of increased
customer withdrawals and a shrinking pool of high-quality liquid assets.

Liquidity Coverage Ratio (LCR)

High-Quality Liquid Assets
Total Net Cash Outflows over 30 days​

Formula:
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CHAPTER 3: FINANCIAL
DISTRESS INDICATORS

Several factors contributed to the decline in SVB’s LCR:

Liquidity Coverage Ratio (LCR)

JS Morlu

SVB’s liquidity troubles were exacerbated by an asset-liability mismatch, where the bank's liabilities
(deposits) were predominantly short-term, while its assets were largely long-term and illiquid. This
mismatch made it difficult for the bank to liquidate assets quickly enough to meet the sudden spike in
withdrawals, leading to a steep decline in its LCR.

3. Asset-Liability Mismatch

Falling below the regulatory LCR minimum of 100% put SVB in a precarious position, both from a
regulatory standpoint and in the eyes of the market. Regulatory bodies typically require banks to
maintain a healthy LCR to ensure they can withstand periods of financial stress without resorting to
emergency measures. SVB’s inability to maintain this ratio signaled to regulators and investors alike
that the bank was facing a liquidity crisis, further eroding confidence in its financial stability.

4. Regulatory and Market Implications

The decline in the LCR to 80% significantly hindered SVB’s ability to meet its short-term obligations.
Without sufficient liquid assets to cover its cash outflows, the bank was forced to seek alternative, often
more expensive, sources of funding or sell assets at a loss. These measures, while necessary to
maintain operations, further strained the bank's financial position and accelerated its descent into
distress.

5. Impact on Short-Term Obligations

SVB’s deteriorating LCR was a key indicator of the liquidity crisis that contributed to its eventual
collapse. The bank's inability to maintain adequate liquidity in the face of rising cash outflows and
devalued assets exemplifies the critical importance of robust liquidity management, especially in times
of financial uncertainty.

References:
The Wall Street Journal. (2023). Silicon Valley Bank's Liquidity Crisis: An Analysis of Declining LCR.
Retrieved from The Wall Street Journal

One of the primary drivers of the declining LCR was the surge in
customer withdrawals. As SVB's financial troubles became more
apparent, depositors, particularly high-net-worth individuals and
corporate clients, began withdrawing their funds in large
amounts. This "bank run" effect drained SVB’s liquid assets
rapidly, increasing the bank's total net cash outflows and placing
immense pressure on its liquidity position.

1. Increased Customer Withdrawals

Concurrently, the value and availability of SVB’s HQLA diminished.
The bank had a significant portion of its liquid assets tied up in
long-term, low-yield securities, which became less liquid and less
valuable as market conditions shifted, particularly with rising
interest rates. The devaluation of these assets further reduced the
bank’s ability to meet liquidity demands.

2. Decline in High-Quality Liquid Assets (HQLA)

18

https://www.wsj.com/


CHAPTER 4: OPERATIONAL CHALLENGES

Silicon Valley Bank (SVB) built its business model around serving high-growth, high-risk sectors,
particularly technology startups and venture capital firms. While this focus allowed SVB to capitalize on
the explosive growth of the tech industry, it also made the bank highly susceptible to sector-specific
risks. As the tech sector faced economic headwinds in early 2023—driven by factors such as rising
interest rates, market volatility, and a slowdown in venture capital funding—SVB’s loan portfolio began to
deteriorate rapidly.

A significant portion of SVB's clients were early-stage technology companies, which typically have
unproven business models and limited financial stability. This high concentration in a risky sector,
combined with a period of low interest rates, set the stage for adverse outcomes as interest rates began
to rise sharply. Even with debt clauses allowing for rate adjustments, the foundational risk was inherent.
As these technology companies faced financial challenges, the quality of SVB's assets deteriorated
significantly. This led to a sharp increase in non-performing loans and a decline in the bank’s overall
financial health. The lack of diversification in SVB’s portfolio exacerbated the impact of sector-specific
stress, leaving the bank vulnerable and amplifying the effects of the downturn on its balance sheet.

Overexposure to High-Risk Sectors
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CHAPTER 4: OPERATIONAL CHALLENGES

SVB also struggled with a pronounced asset-liability mismatch, a condition where the maturity profiles of
its assets and liabilities were misaligned. The bank's liabilities, primarily customer deposits, were largely
short-term and callable on demand. In contrast, a significant portion of its assets were tied up in long-
term, illiquid investments, including loans to tech companies and holdings in low-yield government
securities.

As interest rates began to rise in late 2022 and early 2023, the market value of SVB's long-term securities
fell, leading to unrealized losses on its balance sheet. At the same time, the bank’s depositors—many of
whom were tech firms experiencing their own cash flow problems—began withdrawing funds at an
increasing rate. This sudden liquidity demand forced SVB to sell assets at a loss to meet withdrawal
requests, further exacerbating its financial distress.

The mismatch between SVB’s short-term liabilities and long-term assets created severe liquidity
pressures, leaving the bank exposed to abrupt changes in market conditions. When SVB struggled to
refinance its short-term liabilities or liquidate assets without incurring significant losses, the ensuing
liquidity crisis was a crucial factor in the bank’s eventual collapse.

While asset and liability mismatches are common across many financial institutions, they require expert
management to mitigate risks. Effective management involves aligning the diversity of a bank’s cash
flows, the tenors of deposits, optimal returns on assets, and the flexibility of the financial environment to
address short-term liquidity challenges at cost-effective rates. Without this strategic oversight, the
mismatch can lead to severe financial instability, as demonstrated by SVB’s experience.

Asset-Liability Mismatch
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CHAPTER 4: OPERATIONAL
CHALLENGES

SVB’s downfall was also partly attributable to deficiencies in its internal governance
and risk management practices. The bank’s risk management framework was
insufficiently robust to address the unique challenges posed by its business model.
Despite the high concentration of loans in the volatile tech sector and the growing
risks associated with an asset-liability mismatch, SVB failed to implement effective risk
mitigation strategies.

Moreover, regulatory oversight did not adequately identify or address the bank’s
vulnerabilities in a timely manner. Although regulatory bodies conducted regular
examinations of SVB, they did not fully recognize the extent of the risks accumulating
on the bank's balance sheet until it was too late. This regulatory shortcoming was
compounded by SVB’s own internal controls, which were not equipped to manage the
escalating risk exposure. The bank’s governance structure lacked the rigor needed to
enforce strict risk management protocols, leaving it exposed to the financial shocks
that ultimately led to its collapse.

Regulatory and Governance Issues
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CHAPTER 4: OPERATIONAL CHALLENGES

The collapse of Silicon Valley Bank in early 2023 sent shockwaves throughout the banking sector, with far-reaching implications
for financial institutions globally. The bank’s failure highlighted several key risks that have since become focal points for both
regulators and industry players:

1. Sectoral Concentration Risks: SVB’s overreliance on the technology and venture capital sectors underscored the dangers of
sectoral concentration. The bank’s inability to diversify its loan portfolio left it highly vulnerable to sector-specific downturns,
serving as a cautionary tale for other banks with similar exposures.

2. Asset-Liability Mismatches: The liquidity crisis faced by SVB due to its asset-liability mismatch has reignited discussions
around the importance of proper asset-liability management (ALM) in the banking sector. Banks are now under greater
scrutiny to ensure that their asset portfolios are aligned with their liability structures, particularly in volatile economic
environments.

3. Inadequate Risk Management and Governance: The case of SVB has prompted a reevaluation of risk management
practices across the industry. The bank’s collapse has illustrated the need for stronger governance frameworks, more rigorous
internal controls, and more proactive regulatory oversight to identify and mitigate risks before they escalate into full-blown
crises.

4. Investor and Depositor Confidence: The failure of SVB also had a broader impact on investor and depositor confidence. In
the aftermath of the collapse, there was a noticeable shift in market sentiment, with investors becoming more cautious about
banks with similar business models and risk profiles. This loss of confidence has led to increased volatility in the financial
markets and a reevaluation of risk by both investors and depositors.

Impact and Implications
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CHAPTER 5: EXTERNAL AUDIT FAILURES

In addition to operational and governance challenges, the role of external auditors in the collapse of
Silicon Valley Bank (SVB) has faced significant scrutiny. External auditors are expected to provide an
independent and objective assessment of a bank’s financial health. However, in SVB's case, their
performance was questioned for several key reasons:

1. Inadequate Detection of Asset-Liability Mismatch: The auditors did not adequately identify or
disclose the severe mismatch between SVB’s short-term liabilities and long-term assets. This mismatch
created liquidity pressures that left the bank vulnerable to abrupt market shifts. Effective audits should
have highlighted these risks to stakeholders.

2. Failure to Report Deteriorating Loan Quality: The auditors did not sufficiently address the decline
in SVB’s loan portfolio quality. SVB had a high concentration of loans to early-stage technology
companies, which are inherently risky. As these loans deteriorated, the auditors should have reported
these issues to provide a clearer picture of the bank’s financial health.

3. Insufficient Loan Loss Provisions: The auditors did not critically evaluate SVB’s loan loss provisions,
which were insufficient relative to the level of non-performing loans. The provision ratio was notably
lower than the industry standard, reflecting inadequate preparation for potential losses.

4. Delayed Risk Disclosure: The auditors’ failure to disclose the escalating risks contributed to delays in
implementing corrective measures. This oversight affected investors' and regulators' ability to respond
promptly to SVB’s financial issues.
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CHAPTER 5:
EXTERNAL
AUDIT FAILURES

2. Increased Regulatory Oversight

1. Enhanced Auditing Standards

3. Strengthening the Third Line of Defense

These shortcomings have led to calls for increased
accountability and improved auditing standards,
particularly for banks with high-risk profiles. 

The SVB case underscores the importance of robust
audit practices and regulatory oversight in maintaining
financial stability and preventing similar failures in the
future.

The role of external auditors as a crucial component of the
corporate governance framework was compromised. Their
inability to raise early warnings about SVB’s financial
issues points to a need for improved oversight and
accountability mechanisms in the auditing process.

Regulators are considering more stringent guidelines and
frequent reviews of audit practices to ensure that external
audits adequately address financial risks.

There is a growing consensus on the need for stricter
auditing standards to ensure that auditors provide a
thorough and accurate assessment of a bank’s financial
risks.

The SVB case highlights the need for:

JS Morlu
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CHAPTER 6. CONCLUSION: A GLOBAL CALL TO ACTION FOR RESILIENT BANKING PRACTICES

The financial distress and eventual collapse of Silicon Valley Bank (SVB) in early 2023 highlight the complex and interconnected challenges banks face in today’s volatile
financial environment. SVB's downfall was driven by a convergence of critical issues, including inadequate capital reserves, deteriorating asset quality, severe liquidity
challenges, and operational inefficiencies. These problems, while specific to SVB, underscore broader vulnerabilities that can impact any financial institution operating in a
turbulent global economy.

SVB's case exemplifies the risks associated with insufficient risk management strategies and raises significant concerns about the effectiveness of regulatory oversight and
supervisory functions within the financial system. The situation reinforces the notion that a failing bank, regardless of its location, poses a threat to the stability of banks
everywhere.

In an era where economic conditions can shift rapidly and unpredictably, banks must prioritize the development and implementation of robust risk management
frameworks. This includes not only the careful monitoring of credit, market, and operational risks but also a proactive approach to asset-liability management and capital
adequacy. The failure to do so can lead to catastrophic outcomes, as evidenced by SVB's inability to withstand financial pressures during a period of sectoral and economic
downturn.

Moreover, the SVB crisis underscores the necessity for banks to maintain substantial financial buffers, including capital and liquidity reserves, to absorb shocks during
times of economic uncertainty. The lack of sufficient buffers at SVB left the bank vulnerable to the rapid withdrawal of deposits and the devaluation of its asset base,
ultimately leading to its collapse. This highlights the need for banks globally to reassess their capital and liquidity positions regularly, ensuring they are well-prepared to
meet both expected and unexpected challenges.

The implications of SVB's collapse extend far beyond a single institution; they raise critical questions about the effectiveness of current regulatory frameworks and the role
of auditors in safeguarding the stability of the financial system.

JS Morlu
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Globally, bank regulators and auditors must take a more vigilant and proactive stance in overseeing financial operations. Regulators must ensure that banks adhere to
stringent capital and liquidity requirements, while also closely monitoring risk concentrations and asset-liability mismatches. Auditors, on the other hand, must be equipped
and empowered to provide independent and thorough assessments of a bank's financial health, flagging potential risks before they escalate into full-blown crises.

The SVB case underscores the urgent need for banks to reassess their management of sectoral concentrations and dependencies on specific economic segments. In a
globalized economy, the failure of a bank can have far-reaching effects, impacting investor confidence, market stability, and economic growth across borders. To mitigate
the risks associated with localized economic downturns, banks must diversify their portfolios and minimize over-reliance on any single sector or geographic region.

This crisis also serves as a crucial reminder to those who might naively believe that establishing financial institutions tailored exclusively to their sector's needs will resolve
their funding challenges with mainstream banks. Such institutions can be highly vulnerable to sector-specific risks and broader economic downturns, which can quickly
undermine their stability. Proposals for sector-specific banks—such as those focused on mining or labor unions—must undergo rigorous analysis of their funding sources
and intended applications to ensure they do not exacerbate existing vulnerabilities.

In conclusion, the collapse of Silicon Valley Bank is not just a cautionary tale for individual institutions but a clarion call for the global banking industry. It emphasizes the
importance of holistic risk management, robust financial buffers, and rigorous oversight in maintaining the stability of the financial system. Bank regulators, auditors, and
financial institutions alike must learn from SVB’s downfall and work together to strengthen the global banking sector, ensuring that it can weather future economic storms
and continue to serve as the backbone of the global economy. The lessons from SVB’s failure should inspire a renewed commitment to vigilance, transparency, and
resilience in banking practices worldwide, safeguarding the financial system against the inevitable uncertainties of the future.

CHAPTER 6. CONCLUSION: A GLOBAL CALL TO ACTION FOR RESILIENT BANKING PRACTICES
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