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The Federal Reserve's efforts to combat inflation will boost banks' net interest margins, but mountains of excess liquidity will prevent the key metric from 
returning to pre-pandemic levels for the foreseeable future. 

 

More than $57 billion in reserve decreases in 2021 will cause U.S. bank earnings to nearly double relative to year-ago levels. While asset quality should remain 
historically strong, the sharp decrease in reserves in 2021 will create challenging year-over-year comparisons in 2022. Credit trends should normalize in 2022 
due to lack of pandemic relief efforts and rising labor costs, requiring higher levels of provisions for loan losses that will cause earnings to drop more than 10% 
year over year. Bank margins will expand over the next few years as the Fed raises short-term interest rates and loan balances increase with the economic 
recovery, but the growth will not be significant enough to lever excess cash. 

 

 

 

Click here to access data exhibits and the U.S. bank projections template. 

More aggressive Fed spells some margin relief 
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The Fed is expected to begin raising short-term rates in 2022, with the futures markets suggesting that as many as three rate hikes could come this year. 
Inflation has tracked well above the central bank's 2% target rate for the last eight months, with the core consumer price index, or CPI, the Fed's preferred 
measure, which strips out food and energy, tracking at 3% or higher in every month since April. The core CPI has increased in recent months, rising to 5.5% in 
December from 5% in November and 4.6% in October. 

Some Fed watchers have argued that temporary supply chain issues have driven the spike in inflation, and they expect prices to moderate as those pain points 
ease. Others believe the Fed is behind the curve and will have to work quickly to combat inflation. 

Rate hikes will offer a boost to bank margins, but notable expansion is unlikely to occur until 2023. In a less aggressive Fed scenario, we assumed that the 
central bank raises short-term rates once in 2022 and then two more times in 2023. If that occurred, bank margins are projected to rise to 2.63% in 2022 from 
2.52% in 2021 and then increase to 2.86% in 2023. 

In a more aggressive Fed scenario, which follows the median projections of Fed board members and Fed presidents as of December 2021, we assumed three 
rate hikes in 2022 and another three hikes in 2023. That forecast suggests bank margins should reach 2.65% in 2022 and 2.93% in 2023. 

Additional margin expansion is expected over the longer term in each scenario. But, excess cash balances, which ballooned in 2020 and 2021, will continue to 
limit margin expansion. Borrower demand for loans remained weak through much of 2021, while deposits continued to flow into the banking system at an 
elevated rate. 

 

We expect loan growth to improve notably in 2022 and for deposit growth to slow as customers begin to utilize some of their excess savings. That will allow the 
industry to deploy some of the estimated $4.07 trillion in excess liquidity as of Sept. 30, 2021. We estimated excess liquidity by assuming that every deposit 
that pushes the industry below the loan-to-deposit ratio reported at year-end 2019 represented excess liquidity. 

We expect excess liquidity will decline in 2022 and 2023 but remain above $3 trillion even as the economic recovery continues. 

That excess cash position stemmed from a number of relief actions during the pandemic, including the Fed's efforts to flood the markets with liquidity. The 
growth in liquidity has been further supported by both consumers and commercial customers holding greater cash balances, in part due to government 
stimulus and expanded unemployment benefits. 

Consumers have accumulated nearly $2.7 trillion in excess savings from March 2020 through November 2021. We arrived at that figure by assuming every 
dollar over the monthly average savings between January 2019 and February 2020 was excess. The growth in excess savings appears to have stabilized in 
recent months along with the cessation of expanded unemployment benefits ended in September 2021. Those benefits and government stimulus checks have 
accounted for nearly 80% of the savings. 

Consumers could utilize some of those excess savings over the next 12 months, mitigating future deposit growth. Some bankers have questioned if changes in 
relief programs and the Fed's tapering of its bond-buying program purchases could serve as a headwind to deposit growth or even result in some of the cash 
leaving their bank. 

We expect deposit growth to decrease significantly, which combined with stronger loan growth, will allow loan-to-deposit ratios to improve. Given the surge in 
deposits over the last two years, banks will continue to grapple with excess liquidity on their balance sheets. However, bank managers should have more 
attractive investment options in the bond market as rates move higher, encouraging them to deploy some of the dry powder sitting at the Fed into higher-
yielding assets. 
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Swan song for reserve releases 

Reserve releases provided a huge tailwind for bank earnings through the first nine months of 2021, with reserving declining by $51.2 billion between the fourth 
quarter of 2020 and the third quarter of 2021. That support will wane in the coming quarters as credit quality begins to normalize and slip modestly from 
historically strong levels as pandemic-era relief efforts wane. 

This year will mark the first period since the pandemic began where borrowers and consumers operate in a world without the same support from deferrals on 
loan payments, expanded unemployment benefits, and rent and foreclosure moratoriums. Companies also face higher labor costs, with wages through 
November 2021 having risen nearly 10% since February 2020 as several million people have left the workforce.  

Many borrowers no doubt remain on strong footing and boast strong balance sheets. Plus, many banks continue to hold more than adequate reserves for any 
impending loss content in no small part due to the adoption of the current expected credit loss model at the beginning of 2020. That provision requires banks 
to reserve for estimated losses over the life of a loan based on an economic forecast. 

Banks adopting CECL drove the industry's reserves to loans to 2.23% by the third quarter of 2020, but as the economic environment improved, banks 
dramatically reduced reserves over the next four quarters, leaving the metric at 1.69% by the end of the third quarter of 2021. 

Further declines in reserves will be much smaller. We expect banks to reduce reserves by another $6 billion in the fourth quarter of 2021, but only increase 
reserves by $1.3 billion in 2022. 
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Scope and methodology 

S&P Global Market Intelligence analyzed nearly 10,000 banking subsidiaries, covering the core U.S. banking industry from 2004 through the third quarter of 
2021. The analysis includes all commercial and savings banks and savings and loan associations, including historical institutions, as long as they were still 
considered current at the end of a given year. It excludes several hundred institutions that hold bank charters but do not principally engage in banking 
activities, among them industrial banks, nondepository trusts and cooperative banks. 

The analysis divided the industry into five asset groups to see which institutions have changed the most, using historically significant regulatory thresholds. 
The examination looked at banks with assets of $250 billion or more, $50 billion to $250 billion, $10 billion to $50 billion, $1 billion to $10 billion, and $1 billion 
and below. 

The analysis looked back more than a decade to help inform projected results for the banking industry by examining long-term performance over periods 
outside the peak of the asset bubble from 2006 to 2007. Market Intelligence has created a model that projects the balance sheet and income statement of the 
entire industry and allows for different growth assumptions from one year to the next. 

The outlook is based on management commentary, discussions with industry sources, regression analysis, and asset and liability repricing data disclosed in 
banks' quarterly call reports. While taking into consideration historical growth rates, the analysis often excludes the significant volatility experienced in the years 
around the credit crisis. 

The outlook is subject to change, perhaps materially, based on adjustments to the consensus expectations for interest rates, unemployment and economic 
growth. The projections can be updated or revised at any time as developments warrant, particularly when material changes occur. 

 

This article was published by S&P Global Market Intelligence and not by S&P Global Ratings, which is a separately managed division of S&P Global.
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