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$600bn inflows mto money market funds during this Fed hiking cycle
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Growth of Uninsured Deposits and What Caused [t?

* Extraordinary monetary stimulus and its likely unintended consequence

e Quantitative easing (Acharya, Chauhan, Rajan and Steffen, “Liquidity
Dependence and the Waxing and Waning of Central Bank Balance Sheets”,
based on presentation at Jackson Hole Economic Symposium, August 2022)

Not just an expansion of Fed balance-sheet but also of commercial banks

Flooded with uninsured deposits, backed by low-yielding reserves, search for yield
For a while it looks a profitable franchise, until the tail risk of runs materializes

As Fed starts QE all over again: “Hotel California”, no exit

* This Time Isn’t Different, but It’s Magnified...
- Our research shows that uninsured bank deposits expand each time QE is undertaken


https://pages.stern.nyu.edu/%7Esternfin/vacharya/public_html/pdfs/ACRS_liquidity_ALL_v60Final.pdf

QE: Typically, a purchase from public/non-banks

Initial Balance Sheet Conditions The Fed Purchases Assets from the Public
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Presenter Notes
Presentation Notes
In the second way that the asset swap can take place, the non-bank sector (say the public) sells eligible assets to the central bank. The payment is deposited in commercial banks; banks add reserves to their assets and these are effectively “financed” by deposits of the non-bank financial sector that engaged in asset swap with the Fed. 

Without any indirect or multiplier effects via the bank balance-sheet, there is a one for one expansion of banking sector balance-sheet with reserves. Importantly, its deposits, which typically are wholesale demandable deposits, expand with reserves.

Given these different ways that Fed expansion of balance-sheet affects the banking sector, the following questions arise: 

How does Fed balance-sheet expansion affect the size and demandable deposit base of the banking sector? 

Do other demandable liabilities issued by banks also grow because of the availability of reserves?

If banking sector liabilities grow, do they reverse via the same mechanism when the Fed shrinks its balance-sheet? 
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®
Uninsured/Insured Demandable/Time Deposits (% of GDP)
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Presenter Notes
Presentation Notes
The blue line in this figure are time deposits (CDs), the red line is demand deposits (checking, savings, money-market savings, etc.), and green line is the aggregate reserves. All are plotted relative to GDP.

By decomposing deposits into time deposits and non-time or demandable deposits we see that time deposits shrink substantially during QE, stabilize some during post-QE and even rise during QT, whereas demand deposits rise more than one for one during QE, keep growing post-QE, and come down relative to GDP only marginally so during QT. 

In the paper, we show that these effects are driven almost entirely by the uninsured portion of deposits.

Maturity-shortening of bank deposits is thus another dimension of liquidity dependence induced by QE, which makes QT potentially an uphill task.



https://pages.stern.nyu.edu/%7Esternfin/vacharya/public_html/pdfs/ACRS_liquidity_ALL_v60Final.pdf
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Total unrealized losses in this rate-hike cycle relative to the previous highlight
saliently the “scale” of the bank balance sheets



G-SIB Capital Ratio: Crisis Regulatory Cycle
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Crisis Regulatory Cycle

2008: Crisis triggers G-SIB
recapitalization

2010: Dodd-Frank
introduces annual stress
tests (boosts effective
capital requirements)

2017: New Admin aims to
scale back Dodd-Frank rules

2018: S. 2155 relaxes
regulations (especially on
midsize banks)

2019: Fed eases supervision
of midsize banks

2023: Midsize bank crisis

2023: New bank rules ...

Note: Jun 2020-Mar 2021 SLR (Basel Ill) ratio bounce reflects Fed’s COVID-period definition of exposure (denominator).

Source: Interpolated from Chart 1 of FRB KC Bank Capital Analysis, 2Q 2022



https://www.kansascityfed.org/Banking/documents/9272/Bank_Capital_Analysis_Report_-_2Q_2022.pdf

So what should be done with banks now?

* Backstop it all, provide guarantees?

- This helps stem runs, but does not restore confidence or bring down the vol, as in 2007-09
- Another variant of risk-seeking: Remaining under-capitalized. Healthier banks may skip too
- The social problem is to produce the “optimal” quantity of deposits, so get risks internalized

 What worked in the past can provide some guidance...
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FIGURE 4.3 Average Groupwise Implied Volatilities

G1: Required to raise capital after stress test of Feb-May
2009

G2: Not required to raise capital after stress test

Source: Chapter 4, “Measuring Systemic Risk”,

Viral V. Acharya, Christian Brownlees, Robert Engle,
Farhang Farazmand, and Matthew Richardson, in
Regulating Wall Street: The Dodd-Frank Act and the New
Architecture of Global Finance, NYU Stern (Wiley), 2011.



Source: NYU-Stern VLAB
(vlab.stern.nyu.edu/welcome/risk)

First Republic Bank

Oct 2022

14000

12000

March 2023 ‘w

2000

N
A U

Apr2021 May2021 Jun2021 Jul2021 Aug 2021 Sep2021 Oct2021 Now2021 Dec 2021 Jan 2022 Feb 2022 Mar2022 Apr2022 May2022 Jun2022 Jul 2022  Aug 2022 Sep 2022 Oct2022 Nov 2022 Dec 2022 Jan 2023  Feb 2023 Mar 2023

First R

blic Bank/CA SRISK

a00
Silvergate
| 00
1
A N 200
| ./ Al A f\ A d\
| Aa LA [l ANALE AL L] |
May 2021 Jun 2021 Jul 2021 Aug 2021 Sep 2021 Oct 2021 Nov 2021 Dec 2021  Jan 2022  Feb 2022 Mar 2022  Apr 2022 May 2022 jun 2022 Jul 2022 Aug 2022 Sep 2022 Oct2022 Now 2022 Dec 2022  Jan 2023 Feb 2023 Mar 2023
Siiverasts Capftal Corp SRISK
. ’ﬁﬂﬂﬂ
| 5000
|
i
i
| 4000
|
|
| {200
2000
.
[~
R et 1000
A A A ol
Nn M AN
Apr2021 May2021 Jun 2021 Jul 2021 Aug 2021 Sep 2021 Oct2021 Nov2021 Dec 2021 Jan 2022 Feb 2022 Mar 2022  Apr2022 May 2022 Jun2022 Jul2022 Aug 2022 Sep 2022 Oct2022 Nov 2022 Dec 2022 Jan 2023  Feb 2023 Mar 2023
Western Alliance Bancorp SRISK
vLaw (evesy
000
o A A -
Apr2021 May 2021 Jun 2021  Jul 2021  Aug 2021 Sep 2021 Oct 2021 Nowv 2021 Dec 2021 Jan 2022 Feb 2022 Mar 2022 Apr 2022 May 2022 Jun 2022  Jul 2022  Aug 2022 Sep 2022 Oct 2022 Nov 2022 Dec 2022 Jan 2023  Feb 2023 Mar 2023
First Foundation Inc SRISK Lan vz
“*a000
2500
N
I
Y
Y rw.//
. ot \ . ~
APr2021 May2021 Jun2021 Ju2021  Aug 2021 Sep 2021 Ot 2021 Nev2021 Dec202L Jan 2022 Feb 2022 Mar 2022 Apr2022 May 2022 Jun2022 I 2022 Aug 2022 Sep 2022 Oct2022 Nov 2022 Dec 2022 Jan 2023 Feb 2023 Mar 2023

1200

Silicon Valley Bank

4000

Feb 2022

i

2000

April 2021

. o
Jul 2022 Aug 2022 Sep 2022 Oct2022 Nov2022 Dec 2022 Jan 2023  Feb 2023 Mar 2023

May 2022

Feb 2022 Mar 2022 Jun 2022

5VB Fnancial Gro

Aug 2021 Oct 2021  Nov2021 Dec 2021  Jan 2022

Sep 2021

Apr2021 May2021 Jun2021 Jul 2021 Apr 2022
RISK

Comerica

A
AN
/ 2000

1000

N A A A
W)

|
) | ol

[

Feb 2022 Mar 2022 Apr2022 May2022 Jun2022 Jul 2022 Aug 2022 Sep2022 OCt2022 Nov2022 Dec 2022 Jan 2023
[ Fomerica ine GRS ——1

| J/ﬂ
Feb 2023 Mar 2023

bow oo

Nev 2021 Dec 2021 Jan 2022

Sep 2021 Oct 2021

Jul 2021

Apr2021 May 2021 Jun 2021 Aug 2021
T2000

fl 0000

o8
RVl Vi

4000

2000

|
o
Apr2021 May 2021 Jun 2021  Jul 2021  Aug 2021 Sep 2021 Oct 2021 Nov 2021 Dec 2021 Jan 2022 Feb 2022 Mar 2022  Apr 2022 May 2022 Jun 2022  Jul 2022 Aug 2022 Sep 2022 Oct2022 Nov 2022 Dec 2022 Jan 2023  Feb 2023 Mar 2023
Via 223
8000

r
[ 7000
5000
s000
4000

3000

2000

1000

Signature

i
Wi~
IRl

W
i =

Apr 2021 May 2021 Jun 2021  Jul 2021  Aug 2021 Sep 2021 Oct 2021 Now 2021 Dec 2021 Jan 2022 Feb 2022 Mar 2022 Apr 2022 May 2022 Jun 2022 Jul 2022  Aug 2022 Sep 2022 Oct2022 Now 2022 Dec 2022 Jan 2023  Feb 2023 Mar 2023
Signature Bank/New York NY SRISK
25000
20000
15000
M
10000
"o\
.]. . 1: VAV
Fuis "/ ,
oy A s000
\/ WA\
N LAY
n W Y
A . I P WV
Sep2022 Oct2022 Nov2022 Dec2022 Jan 2023 Feb 2023 Mar 2023

Jul 2022 Aug 2022

Feb 2022 Mar 2022 _Apr 202 022 Jun 2022

2 2 May 2
Truist Fnancial Corp SRISK

Apr2021 May2021 Jun2021 Jul2021 Aug 2021 Sep 2021 Oct2021 MNov 2021 Dec 2021 Jan 2022



The Case for a Stagflation Stress Test

e Stress test + capital-raising, as in Feb-July 2009, for stagflation (poly-crisis)

Mark capital honestly in Asset Quality Review for rate hike + recession + house-price
declines + decline in commercial real estate (CRE)

- Stress it for plausible losses and cross-check with independent metrics like NYU Stern’s SRISK
Get banks to raise capital or sell assets/franchise to more valuable banks
If not raise it for them via government-funded (preferred) stakes in equity
If done well, government funds might not be required as in 2009

* Give some formulaic concession in marking-to-market (MTM) of assets
based on truly stable, insured, retail deposit base of banks

* It is best to assume remaining debts might be all due and payable
- Diagnosis: (Fragile) Deposit franchise vs Manufacturing tail risk / Carry trades ?
- Regardless of the diagnosis, safe to raise bank capital -> lower uninsured deposits
- Recognize the fiscal limits on deposit insurance, guarantees, the size of Fed’s put, etc.


https://vlab.stern.nyu.edu/srisk

Banks get run:
Slow at first, and then fast...

s there a robust response?
Increase private deposit insurance

Bank capital: Mark it, stress it, raise it
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