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Will the banking crisis mean an earlier peak to interest rates?

- Stockmarkets have largely bounced back from the banking ‘mini-crisis’

- Bank lending standards have tightened, which may affect central bank interest rate
decisions

- Consensus is pointing to a peak in rates, particularly in the US

The Bank of England today followed in the footsteps of the ECB and Fed by once again hiking interest
rates, in an ongoing bid to control rampant inflation. But with lending conditions getting steadily
tougher, might the latest round of central bank hikes be the last?

As Donald Phillips of the Global Fixed Income team noted in March, “Ultimately, the banking system
relies on confidence; without it, all banks would be vulnerable to a deposit run at some point.”

Over the last couple of months, central bank interest rate hikes have pushed up short-term yields in
bond markets and led bank depositors to question the low rates they are being offered, an effect we
briefly covered in a snapshot last month.

Subsequent deposit flight triggered solvency problems for a handful of banks who were over-reliant
on short-term deposit funding and were forced to liquidate bond portfolios at losses.

A spate of banking failures began with Silicon Valley Bank in March and most recently claimed the
scalp of First Republic last week. The worry now is that speculators may well move on to another
target, and Global Fixed Income fund manager Phil Milburn warns “given banking is a confidence
game, there is a risk that these speculative attacks become self-fulfilling”.

Facing this prospect, it’s unsurprising that banks are becoming more cautious in their lending decisions
with a view to getting loan books and balance sheets looking lean and healthy.

In last month’s snapshot, Why are investors flocking to bonds, we suggested “if banks respond to
balance sheet concerns by tightening lending standards, the overall supply of credit in the economy
may contract”.

Handily, there are lots of surveys and metrics which track banks’ lending, and the early evidence is
that this effect is already kicking in. To take an example, Bloomberg compiles 12 elements from the
European Central Bank’s Bank Lending Survey to create one simple measure. Currently, this is showing
that lending conditions have tightened to levels not seen since during the global financial crisis of
2008/9.

The point here is that this trend will have a big impact on the wider economy, even if it seems as if
this year’s crisis has already been shrugged off outside of the banking sector.

If less credit is being released into the economy, this has the same contractionary effect on activity as
would an interest rate rise or other policy tool from a central bank.

Therefore, following rate increases this week and last from the Bank of England, US Federal Reserve,
and the European Central Bank (ECB), might we now, finally, have reached the ‘peak’ interest rate that
So many equity investors have yearned for?

Well, the answer is a probably a qualified ‘yes’ in the US. In contrast, more increases should be
expected in Europe where the ECB started its rate hiking cycle much later and currently stands 2%
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below US levels. In the UK, one more increase is priced in for the June meeting, at which point we may
have reached a peak at 4.75%.

Looking at these in turn, the widely expected US decision to raise rates by 25 basis points to a 5.0% -
5.25% range prompted market commentators to debate whether this is a pivot or, as Fed chair Jerome
Powell was keen to paint it, a pause.

Milburn describes it as a conditional pause: “Unless there is significant strengthening in economic data
between now and the 14 June meeting, | would expect rates to stay on hold. With the economy slowly
losing momentum | think there is a very high hurdle for data to beat in order for the Fed to hike again.”

Judging by what financial markets are pricing in via interest rate futures, the consensus is very much
around a pivot. No more hikes are expected, but four cuts to around 4.0% are priced in by the end of
January 2024. This compares with two months ago when the expected January 2024 policy rate was
5.2%.

Turning to Europe, this is how Milburn sees the next few months playing out having listened to ECB
president Christine Lagarde explain the decision to raise rates 25bps to 3.25%: “There is now a strong
central case that the ECB will raise rates by two more 25bps increments to reach a terminal rate of
3.75%; similarly to the Fed, it would take a big shift in economic data to deter them from this path.”

In the UK, the Bank of England has had to contend with inflation running at higher levels than
elsewhere — partly the result of trade frictions introduced since Brexit. But Milburn thinks the bank
has also made several policy errors.

“The Bank of England cut rates too far and printed too much money during lockdowns, using mainly
demand-based measures to tackle a supply problem. It was then far too cautious raising rates; if it had
acted sooner or faster then the peak would not have needed to be as high.

“While headline inflation should start to improve as last year’s energy price spike feeds into the
comparable period, core inflation will remain stickier and makes another hike likely. But | think the
Bank of England has overshot, with monetary policy already tight enough to cause a significant
slowdown later this year. Having disliked the gilt market for years until Truss/Kwarteng spiked bond
yields higher, we have now increased our UK duration exposure to reflect the valuation opportunity
from government and central bank policy mistakes.”
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Key Risks
Past performance is not a guide to future performance. The value of an investment and the income generated
from it can fall as well as rise and is not guaranteed. You may get back less than you originally invested.
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