MooDyY’s

INVESTORS SERVICE

SECTOR COMMENT
10 January 2024

« Send Your Feedback

Contacts

Megan Fox +1.212.553.4986
VP-Senior Analyst

megan.fox@moodys.com

Jill Cetina, CFA +1.212.335.7000
Associate Managing Director
jill.cetina@moodys.com

Siri Ginjupalli +1.212.553.3805
SrRatings Associate

siri.ginjupalli@moodys.com

Ana Arsov +1.212.553.3763
MD-Financial Institutions

anaarsov@moodys.com

CLIENT SERVICES

Americas 1-212-553-1653
Asia Pacific 852-3551-3077
Japan 81-3-5408-4100
EMEA 44-20-7772-5454

FINANCIAL INSTITUTIONS

Banks — US

SFOS shows bank optimism on deposit
growth with higher beta; but QT a headwind

On 15 December 2023, the Federal Reserve (Fed) released the results of its latest Senior
Financial Officer Survey (SFOS)?, a semiannual survey of large banks that hold most of

the banking system reserve balances at the Fed. The latest SFOS surveyed banks about

their balance sheet management, including banks' actions and expected changes between
September 2023 and March 2024. The survey shows that banks are looking to grow deposits,
reduce noncore funding, and maintain higher reserves levels, a credit positive, though banks
are not out of the woods on funding challenges.

The SFOS is of interest for two reasons. First, the survey sheds light on banks' forward-
looking expectations for funding, liquidity and their balance sheets, which are useful for
what they say about the outlook for the banking sector and the macroeconomy. Second,
the survey has been used as an input for policymakers in guiding the Fed's approach to
quantitative tightening (QT), specifically in determining whether reserves in the US banking
system are falling too low as the Fed shrinks its balance sheet as part of monetary policy
tightening (QT). Key takeaways from the SFOS include:

» Banks expect to reduce reliance on noncore funding by increasing retail and
wholesale deposits and reducing Federal Home Loan Bank (FHLB) advances, brokered
deposits and overnight funding.

» About half of reporting banks expect deposits to remain roughly unchanged, but
nearly 40% expect retail deposits to grow more than 2% through March 2024. We think
this may be challenging as long as the Fed continues to shrink its balance sheet.

» Banks again raised their expectations for cumulative deposit betas, which we
expect to continue to rise until the Fed cuts interest rates.

» Banks' estimates of their lowest comfortable level of reserves at the Fed are
consistent with May 2023 but 20 percent higher or more than in 2020. This implies
the banking system believes it needs more reserve balances at the Fed than pre-pandemic
and that there may be less room to shrink the Fed's balance sheet through QT.

» More banks have become counterparties to the standing repo facility (SRF), citing
the benefits of this overnight liquidity source, although public disclosure and eligibility
requirements remain deterrents.

» Most banks report that real-time payments have not affected their reserve
balance management, though many indicate that they plan to monitor activity?.


http://www.surveygizmo.com/s3/1133212/Rate-this-research?pubid=PBC_1392491
https://www.federalreserve.gov/data/sfos/september-2023-senior-financial-officer-survey.htm
https://www.federalreserve.gov/data/sfos/september-2023-senior-financial-officer-survey.htm
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Bank funding conditions are not out of the woods even as the Fed approaches the end of its tightening
cycle

Since March 2023, the operating environment for US banks has deteriorated because of weakening funding conditions. Banks have
faced rising asset liability management (ALM) challenges exacerbated by the significant increase in the Federal Reserve's policy rate

as well as the ongoing reduction in bank reserves and, relatedly, deposits because of the unwind of unconventional monetary policy
through QT. Deposits in the banking system have been declining in aggregate since November 2022 (Exhibit 1), the degree of which
remains unprecedented.

Exhibit 1
Quantitative easing and growth in Fed's overnight reverse repo facility are draining deposits from banks; deposit shrinkage is unprecedented
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Source: Federal Reserve H.8 data

Notably, the consensus view is that the Fed's tightening cycle has now reached an end. The recent release of minutes from the
December meeting of the FOMC has reinforced the market expectation that the Federal Reserve is finished raising interest rates.
However, the timing of any Fed rate cuts is an open question. Furthermore, we believe challenges for banking system reserves and
funding could emerge toward the end of 2024 if overnight reverse repo (ON RRP) balances continue to absorb 100% of QT from here
on out, though that could change if market expectations for future rate cuts diminish.

SFOS survey responses indicate banks expect deposit growth despite ongoing industrywide deposit
shrinkage

Looking ahead, we believe banks will have difficulty growing deposits amid tight monetary policy. Yet banks' forward-looking
expectations for deposit growth are notable (Exhibit 2). Survey responses indicate that about 39% of surveyed banks are expecting
to grow retail deposits and 32% expect to see wholesale operational deposits grow despite aggregate shrinkage in banking system
deposits. Simultaneously, 26% of bank respondents expect to decrease noncore brokered deposits and 15% expect to decrease
FHLBank advances.

Meanwhile, no bank respondents reported in September expectations of increasing their borrowings from the Bank Term Funding
Program (BTFP) over the following six months. However, BTFP borrowings are up by $27 billion since the end of November. The
increase likely reflects the fairly attractive rate at which BTFP borrowings are currently being offered, rather than any increase in funding
stress at banks.

This underscores our prior findings from previous SFOSs that surveyed banks' expectations for funding has been at odds with actual
banking sector funding outcomes. Therefore, we read the survey results with that history in mind. Responses to the September survey

This publication does not announce a credit rating action. For any credit ratings referenced in this publication, please see the issuer/deal page on https://ratings.moodys.com for the

most updated credit rating action information and rating history.
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indicate that an increased proportion of responding banks expect deposits to grow more than 2% over the six-month period following
the survey than did in the May survey (Exhibit 2). We think this may be challenging as long as the Fed continues to shrink its balance
sheet through QT. ON RRP balances which have acted as a buffer on QT are falling and as ON RRP balances get closer to zero we think
QT pressure on bank deposits may re-emerge. In our view, Dallas Fed President Lorie Logan's recent speech sounded a cautionary note
on the topic of reserve pressure re-emerging.

Exhibit 2
SFOS survey shows that, on net, banks expect to grow deposits, though responses varied
November 2022, May 2023 and September 2023 SFOS responses on six-month ahead projected change in average level of US banks' funding sources
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SFOS survey responses paint a mixed picture of US banks' balance sheets

As Exhibit 3 shows, banks continue to expect a shrinkage in reserves on net; however, a notable share now anticipate growth in their
own bank's reserve balances at the Fed. This is a change from the November 2022 SFOS but is in line with the May 2023 SFOS and
likely reflects banks' experiences from March of last year. Despite ongoing QT, Fed liquidity injections following the bank failures led to
an increase in banking system reserves, as did the debt limit and associated decline in Treasury General Account (TGA) balances at the
Fed.

More recently, QT and growth in the TGA put pressure on bank reserves during the latter half of December, although a renewed decline
in the ON RRP has helped offset pressure on bank reserves.

Importantly, the December FOMC minutes referenced bank reserves in the discussion of QT tapering. Specifically, the December
minutes said that “several participants remarked that the Committee's balance sheet plans indicated that it would slow and then

stop the decline in the size of the balance sheet when reserve balances [in the banking sector] are somewhat above the level judged
consistent with ample [bank] reserves.” That said, we anticipate that it would take the FOMC several meetings to discuss and get to the
place where the Fed announced a taper of QT. Additionally, repo market challenges surfaced in 2019 while the Fed was tapering down
QT; so an announcement to taper of QT is not to be confused with the Fed ending its balance sheet runoff.

Banks also appear to be adjusting their securities mix, with modest growth expected in Level 1 securities but a continued decline in
Level 2 and other securities. Banks have also lowered their expectations for loan growth. Both of these expectations are consistent with
our expectations and likely somewhat related to proposed regulatory changes aimed at harmonizing capital and liquidity requirements
for banks with over $100 billion in assets.
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Exhibit 3

Banks expect QT reserve drain to be less negative, expect to hold minimal securities and expect modest nominal loan growth
November 2022, May 2023 and September 2023 SFOS responses on six-month ahead projected change in US banks' balance sheet
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Banks again raised their expectations for cumulative deposit betas

Throughout 2023, US banks faced sharply rising deposit costs given the significant tightening in monetary policy after years of low
funding costs. The most recent SFOS provides banks' forward-looking expectations for their cumulative deposit betas®. Surveyed
banks expect cumulative deposit betas to continue rising through March 2024. On average, they expect cumulative deposit betas for
retail deposits to increase to 40% through March 2024 from 35% through September 2023. For wholesale operational deposits and
wholesale non-operational deposits, surveyed banks expect cumulative deposit betas to increase to 65% from 62% and 78% from
76%, respectively, over the same time periods (Exhibit 4).

When asked the rationale for deposit betas that most closely aligns with their bank's strategy for each deposit type, the most
commonly reported response was that betas were being set to maintain deposit balances across all three deposit types (retail,
wholesale operational and wholesale non-operational). For retail deposits, banks equally reported that betas were being set to increase
deposits, consistent with bank respondents’ plans to grow retail deposits.

Exhibit 4
Banks' forward-looking expectations for cumulative deposit betas rose yet again
Expectations for cumulative deposit betas through March 2024
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Banks maintain their estimated lowest comfortable level of reserves (LCLOR) at the Fed
The LCLOR is defined in the SFOS survey as the lowest dollar level of reserves that the respondent's bank would feel comfortable
holding before taking actions to maintain or increase its reserve balances at the Fed. The latest survey found that of banks also
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participating in the May 2023 survey, half reported roughly unchanged levels of reserves, while the remaining respondents were split
between increases and decreases of larger than 10 percent.

Overall, banks' estimate of their LCLOR is 20 percent higher or more than they reported in February 2020. Additionally, 77 percent of
surveyed banks reported that their bank prefers to hold additional reserves above its LCLOR, with 34 percent of banks preferring to hold
additional reserves of at least 50 percent above their LCLOR. These results were in line with the May SFOS. We believe that the LCLOR
of US banking system reserves likely exceeds the $3 trillion level that prevailed when SVB failed due to greater banking sector demand
for precautionary liquidity. As of the most recent H.4.1 release US banking system reserves totaled $3.4 trillion.

Roughly 75% of banks reported that they do not allow reserves to fluctuate below their bank's LCLOR. Of the respondents that
indicated their bank prefers to hold additional reserves, about 83% reported that their bank does allow reserves to fluctuate below its
additional reserves level. This is relevant because it speaks to whether US banks will bid for reserve balances in the Federal funds market
if their reserve levels are too low relative to their internal targets.

In sum, these survey results imply that the US banking system believes it needs more reserve balances at the Fed than pre-pandemic
and that there thus may be less ability to shrink the Fed's balance sheet back to pre-pandemic levels through QT without causing
disruptions.

More banks have become counterparties to the standing repo facility, citing benefits of overnight
liquidity source

More bank respondents reported being counterparties to the standing repo facility (SRF) than following its creation in 2021. The SRF
was established by the FOMC in July 2021 to serve as a backstop in money markets and support the effective implementation of
monetary policy and smooth market functioning. Eligibility requirements for depository institutions to become an SRF counterparty
were revised in April 2022. In order to be eligible to become an SRF counterparty, a firm must have total US Treasury, agency debt
and agency mortgage-backed securities holdings equal to or greater than $2 billion, or total assets equal to or greater than $10 billion
based on the latest quarter.

Of the surveyed banks, 19% are counterparties to the SRF. Of the remaining respondents, 23% met the eligibility requirements and
intend to become a counterparty, 42% met the eligibility requirements but are not interested in becoming a counterparty and 16%
did not meet the eligibility requirements. The last time the SFOS asked this question, in November 2021, only 5% of respondents had
become counterparties to the SRF. For banks giving a different response regarding their SRF status since the last time the question
was asked, the most commonly cited reasons for the change were reassessment of the bank's contingency liquidity planning and
reassessment of the broader liquidity environment or market liquidity conditions. When asked about the key drivers in the decision-
making process about use of the SRF, the most commonly cited positive driver strongly encouraging its use was the need/preference
for an additional contingent overnight liquidity source, and the most commonly cited negative driver strongly discouraging its use was
public disclosure of counterparty information.

Endnotes

1 The survey, conducted in September 2023, polled a sample of senior financial officers at 93 US banks, comprising 59 domestic banks and 34 foreign

banking organizations' US operations holding approximately three quarters of total banking system reserves at the Fed. The latest survey asked banks
about their reserve balance management strategies and practices, their deposit pricing strategies, their expectations for changes in both the size and
composition of their balance sheets, and their views regarding reserve balances and Fed lending facilities. The Fed sent the survey to banks on 22
September, with survey responses due by 6 October.

However, it is unclear from the report how many of the respondent banks are active in real-time payments, including FedNow.

W N

Deposit beta is expressed as a percentage and indicates the amount of a change in the fed funds rate that is passed on to bank customers in the form of
increased deposit rates.
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