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BANKING TURMOIL UNDERSCORES IMPACT OF RATE HIKES 
It’s not every day that a top 20 bank in the United States faces a takeover by the Federal Deposit Insurance 
Corporation (FDIC). In fact, prior to March 2023, it had been 868 days without a bank failure—the longest stretch 
since the founding of the FDIC. 

Bank failure is exactly what happened when the $212 billion Silicon Valley Bank (SVB) closed its doors on 
March 10, marking the second-largest depository demise in history after 2008’s Washington Mutual. 
Meanwhile, federal regulators shut down New York’s Signature Bank two days later, citing systemic risks.  

SVB and Signature Bank have unique business models, but the financial markets are nonetheless lumping many 
other financial institutions into the same category. While we do not see similar fundamental risks across the U.S. 
regional or national banking system, these events represent one way that monetary policy transmits into the 
real economy, and there will likely be a further chilling effect on credit creation, despite the Federal Reserve 
(Fed) liquidity program announced March 12. 

The causes of these bank failures are complex, but Fed policy clearly played a role, with a series of unusually 
rapid interest-rate hikes. 

Casualties of Interest-Rate Increases 

In the last 12 months, the Fed raised interest rates nine times, 
subsequently causing interest rates across maturities to rise. Banks are 
in the business of taking deposits and making loans, but for banks with 
a large deposit base, it often makes sense to put some of those 
deposits into bonds—usually Treasuries, agencies, and agency 
mortgage-backed securities (MBS) with very low to no credit risk. 
These bonds do have interest-rate risk, and as interest rates rose, their 
market values declined unusually fast. Typically, banks do not have to 
realize those losses and just wait for the securities to mature. If, 
however, the deposits that funded those securities’ purchases “go 
away,” then the bank could be faced with selling the bonds, realizing 
the losses, and running short on capital.   

Astute readers might note that it is not just one thing, but many, that must come together for a bank to fail in 
this manner. Complex systems fail only in complex ways. Those many things include a large securities portfolio, 
interest-rate risk taking, and a concentrated deposit base that can disappear quickly. The underlying problem is 
interest-rate risk taking on a securities portfolio, but it is the deposit outflow risk than can force a bank to realize 
those losses. Few other financial institutions face similar circumstances, but in the short term, contagion is a 
psychological phenomenon. Therefore, regional banks’ equity, preferred, and even bonds, are likely to remain 
under market scrutiny for the immediate future.   
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U.S. Banking System Still Safe 

Importantly, SVB’s failure is not a signal of a system liquidity crisis or capital shortfall. In aggregate, the U.S. 
banking system has plentiful liquidity—one need to look no further than the $2 trillion parked at the Fed’s repo 
facility—but the pipes are skinny, and sometimes liquidity cannot flow to where it is needed. Meanwhile, by 
regulatory capital metrics, the global systemically important banks (G-SIBs) are among their best in history, and 
even U.S. regional banks hold significant excess capital. 

On March 12, the Federal Reserve 
announced an emergency liquidity 
program, the “Bank Term Funding 
Program,” or BTFP. The BTFP will allow 
the Fed to make long-term loans to 
banks backed by the face value (not the 
market value) of Treasuries, agencies, 
and agency MBS. The idea here is that 
it short-circuits the feedback loop 
between banks’ unrealized losses on 
their investment portfolios and deposit 
outflows since banks can now borrow 
the same amount on their high-grade 
bond portfolios regardless of whether 
the market values of those portfolios 
have fallen. 

Not to put too fine a point on the matter, 
but the BTFP is a bailout. The Fed has 
agreed to make undercollateralized 

loans to banks on more favorable terms than the private sector will, and the U.S. Treasury Department is putting 
some of its spare capital behind the program. Whether the BTFP will be enough is not clear at this point, but one 
thing is clear: The BTFP breaks one key monetary policy transmission risk and, ironically, will make Fed rate hikes 
less effective in the long run. 

Watching for Further Impact 

One significant outgrowth of these recent banking system stresses is that they are likely to have a chilling effect 
on banks’ willingness to supply capital to the private sector. Faced with perceived business risks, banks will seek 
to hold on to their capital more tightly. Make no mistake about it, that is a feature, not a bug, of Fed policy. 
When asked how monetary policy works, former Fed Chairman Alan Greenspan once quipped “by causing 
bankruptcies.” Greenspan was not known for his sense of humor. 

Tightening policy exposes risks; those risks cause losses and those losses limit credit extension, and that credit 
extension slows economic activity. The faster the policy tightening, the more violent the process can be, and the 
Fed has been tightening awfully fast in the past 12 months.  

To summarize, the banking system story of March 2023 is about the Fed trying to slow economic activity and 
inflation—and finally succeeding. The Fed has very blunt tools and sometimes the transmission mechanism is 
sloppy, but eventually the “move fast and break stuff” approach to monetary policy actually breaks stuff. The 
BTFP is an attempt at a fix; ultimately, we believe the end of this rate-hiking cycle stops the problems. 

 

 

Leverage Lower and Capital Higher 
Among 50 Largest U.S. Banks than Prior to Covid 

Source: Janney Investment Strategy Group; Bloomberg 

*Not all 50 largest banks reported TLAC metrics a/o 2019 
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Disclaimer 

This report is provided for informational and educational purposes only and shall in no event be construed as an offer to sell or a 
solicitation of an offer to buy any securities or a recommendation for any strategy or to buy, sell, or hold any product. Opinions 
expressed are subject to change without notice and do not take into account the particular investment objectives, financial 
situation, or needs of individual investors. Employees of Janney Montgomery Scott LLC or its affiliates may, at times, release 
written or oral commentary, technical analysis, or trading strategies that differ from the opinions expressed here. The information 
described herein is taken from sources which we believe to be reliable, but the accuracy and completeness of such information is 
not guaranteed by us. The opinions expressed herein may be given only such weight as opinions warrant. This Firm, its officers, 
directors, employees, or members of their families may have positions in the securities mentioned and may make purchases or 
sales of such securities from time to time in the open market or otherwise and may sell to or buy from customers such securities 
on a principal basis. This report is the intellectual property of Janney Montgomery Scott LLC (Janney) and may not be reproduced, 
distributed, or published by any person for any purpose without Janney’s prior written consent. This presentation has been 
prepared by Janney Investment Strategy Group (ISG) and is to be used for informational purposes only. In no event should it be 
construed as a solicitation or offer to purchase or sell a security. Past performance is no guarantee of future performance and 
future returns are not guaranteed. There are risks associated with investing in stocks such as a loss of original capital or a decrease 
in the value of your investment. For additional information or questions, please consult with your Financial Advisor. 


