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How Are Your Cash and Securities Protected

When Banks Fail?

By Steve DeBoth

We have any number of risks to manage in our lives.
When it comes to our financial well-being, few risks
make us feel as nervous as a banking crisis. In 2008 it
was revealed that many financial institutions owned
worthless mortgage-backed securities, which sent finan-
cial markets around the world into a tailspin. Historical-
ly, however, most bank failures were caused by good old
fashioned, “It’s a Wonderful Life”” style runs on the bank.
What makes bank runs scary is that we all know the bank
doesn’t have all of our money on hand, as they’ve loaned
as much as they can to others, or, especially lately, they
have invested the cash as opposed to loaning it out. If
everybody tries to pull all their cash out at the same
time, banks can only pay out so much before they don’t
have enough to cover the remaining requests. Bank
runs used to be a lot more common, and to try to miti-
gate them some requirements were put in place, like the
Federal Reserve required reserve ratio, as well as other
banking industry regulations.

Currently, banks are required by the Federal Reserve to
hold 0% of their deposits in reserve. Historically, that
ratio has fluctuated between 0% and 10%. As of 2020, to
spur economic growth, the Federal Reserve dropped the
reserve requirement to the lowest it could go. However,
as of the 2008 financial crisis, banks are required by
industry regulations to hold enough cash and liquid
assets to cover estimated fund outflows for 30 days.
“Fund outflows” is an estimated amount calculated by
each bank and is essentially a self-administered stress
test that aims to anticipate market-wide shocks and
make sure that financial institutions possess suitable
liquid assets to ride out any short-term liquidity disrup-
tions that may plague the market. There’s some com-
forting news in there: though the Federal Reserve is not
currently requiring banks keep anything in reserve,
banks are still obligated to keep some amount in reserve
to handle some amount of short-term outflows. The less
than comforting news is that in the event of a run on any
one bank, this may not be enough.



The FDIC

President Franklin D. Roosevelt signed the Banking Act of 1933 into law in June of that same year, which among
other things created the Federal Deposit Insurance Corporation, referred to since as the FDIC. The FDIC receives no
Congressional appropriations - it is funded by premiums that banks and savings associations pay for deposit insur-
ance coverage. Bank runs are self-fulfilling prophecies, as when people are afraid a bank will fail, they pull their
money, and the bank fails. Had the depositors not been afraid of failure, they wouldn’t have pulled their money and
the bank wouldn’t have failed. The entire system is built on depositor confidence, and the Banking Act of 1933 was
passed to try and restore the confidence lost in the banking system during the bank failures of the Great Depres-
sion.

To instill this confidence, the FDIC insures trillions of dollars of deposits in U.S. banks and thrifts - deposits in virtual-
ly every bank and savings association in the country. The intention of the Banking Act was to restore depositor
confidence by guaranteeing they will receive at least a minimum amount of their money back in the event their bank
fails by providing depositor insurance across certain kinds of ownership categories. The products that receive FDIC
protection include checking accounts, savings accounts, money market deposit accounts, and certificates of depos-
it. You can see that since deposit insurance was introduced, there have been far fewer bank failures:
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Deposit Insurance

The standard insurance amount is $250,000 per depositor, per insured bank, for each account ownership category.
Since the start of FDIC insurance on January 1, 1934, no depositor has lost a penny of insured funds as a result of a
failure. The FDIC insures deposits only. It does not insure securities, mutual funds, or similar types of investments
that banks and thrift institutions may offer. Those will be addressed later in the article. The FDIC recognizes many



different ownership categories, and as such, individual investors can receive more than a million dollars of FDIC
insurance on their cash investments per institution provided the investments are spread amount multiple account
categories.

The most common account types that receive separate FDIC insurance are:

Account Ownership Category: Coverage Limit:

Single Accounts $250,000 per owner

Joint Accounts $250,000 per co-owner

Certain Retirement Accounts (IRAs, 401(k)s) $250,000 per owner

Revocable Trusts $250,000 per owner per unique beneficiary
Irrevocable Trusts $250,000 per owner per unique beneficiary
Corporations and Partnerships $250,000 per corporation or partnership

Examples of FDIC insurance limits and coverage in a single institution:

1. Single investor who has cash positions of:

$50,000 in a checking account
$125,000 in a savings account
$100,000ina CD

$50,000 in cash in an IRA account

$25,000 in cash in a second IRA account

This investor would receive $250,000 of FDIC protection for the $275,000 that is in the checking account, the savings
account, and the CD. This investor would receive a further $75,000 of FDIC protection for the cash in the two IRA
accounts. If this investor were to shift at least $25,000 of the cash in the individual accounts that are not fully cov-
ered by the FDIC $250,000 limit to another bank, they would receive a further $25,000 in protection and thereby
protect all $350,000 of their cash.

2. Married investors who have cash positions of:

$100,000 in spouse 1’s checking account $75,000 in spouse 2’s checking account
$100,000 in spouse 1’s savings account $150,000 in spouse 2’s savings account
$100,000 in spouse 1’s CD $50,000 in spouse 2’s CD

$250,000 in spouse 1’s IRA account $350,000 in spouse 2’s IRA account
$25,000 in spouse 1’s 2nd IRA account $500,000 in spouse 2’s C-Corp account

$350,000 in a joint checking account $200,000 in a joint savings account



Firstly, yes, I know, that is an incredible, barely believable amount of cash. It is highly unlikely we would ever advise
anyone hold so much cash, especially in highly inflationary times without some very compelling reason. However,
for illustrative purposes, these investors would receive the following FDIC protection:

Spouse 1 would receive the full $250,000 protection on the checking and savings accounts, as well as the CD, as
those are all considered under the same ownership category. However, there is $50,000 between those three in-
vestments that would not be protected unless spouse 1 moves enough cash to another bank. Spouse 1 would also
receive the full $250,000 protection on the IRA investments, but would leave $25,000 unprotected.

Spouse 2 would receive the full $250,000 protection on the checking and savings accounts, as well as the CD, but
$25,000 would be unprotected. Spouse 2 would also receive the full $250,000 protection on the IRA investments,
but would leave $100,000 unprotected. Lastly, spouse 2 would receive $250,000 protection on the cash in the C-
Corp account, leaving just as much unprotected.

There are two joint cash assets, a checking account and a savings account, for which they would receive $500,000
of protection, as each of them receives $250,000 protection on joint assets. This would leave $50,000 unprotected.

In the end, with the account ownerships and assets structured as they are, this couple would receive $1.75 million in
FDIC insurance, but would lose $500,000 of cash in the event of this bank’s failure. All they would have to do is start
doing business at a second bank and they would be able to fully protect the rest of that $500,000.

What Is, and Isn’t, Protected in Your Accounts at Charles Schwab?

These examples are well and good, but what’s the reality of your situation with your Charles Schwab assets? You
receive no FDIC protection from Cadence Wealth Management because you actually do not need to. Cadence is not
the entity that holds your investments. We partner with Schwab who holds assets on behalf of our clients, and as
such, our clients receive their FDIC protection on the cash-based products they hold in their Charles Schwab ac-
counts.

Cash-Based Products

Cash you hold in your Schwab accounts is afforded the FDIC protection described previously. Individual, joint, IRA,
and trust accounts all have their own ownership category and all the cash held in the various account types are
added together for the purposes of protection. If you have three IRAs at Schwab, you receive one $250,000 protec-
tion amount across those three IRAs. It’s not the number of accounts you have, it’s the number of different owner-
ship categories represented by those accounts. If you have an individual account, a joint account, an IRA, and are
the beneficiary on a trust account, that’s $1 million in FDIC protection divided into four different $250,000 amounts —
one for each account type.

CDs are treated differently when owned in a brokerage account as opposed to at a bank. The CDs bought in your
Schwab accounts are usually issued by different banks. As long as the CDs are FDIC insured, they will receive up to
$250,000 per CD per issuing bank. So, a Schwab account with 4 $250,000 CDs all from different banks will receive a
total of $1 million in FDIC insurance. Along with frequently giving investors access to CDs with higher rates, in-
creased FDIC insurance potential is an advantage of owning CDs in a brokerage account, like our clients’ accounts at
Schwab.



But what about your non-cash investments? What about your mutual funds, your individual stocks, your ETFs, your
closed-end funds, and the rest? The FDIC insures cash products, but not securities. In the event Schwab or any
other institution failed where you had accounts that held securities, what would happen to those investments?

Non-Cash Securities

The non-cash securities that Cadence investors hold most often in their accounts include mutual funds, money mar-
ket mutual funds, exchange-traded funds, individual stocks and bonds, and closed-ended funds. | cannot speak to
institutions other than Schwab, but as far as Charles Schwab is concerned, your securities are held separately from
Charles Schwab’s assets. After all, they’re your assets, not Schwab’s. As such, your assets are protected from any
of Schwab’s would-be creditors should Schwab ever encounter its own potential failure, as extremely unlikely as
that is.

Investors used to receive physical stock certificates that showed how many shares they owned. When you pur-
chase a security now, as it has been for a long time, the institution that has your account holds those investments
for you in what’s called “street name”. The security is registered in the name of your brokerage firm on the issuer's
books, and your brokerage firm holds the security for you in "book-entry" form. "Book-entry" simply means that
you do not receive a certificate. Instead, your broker keeps a record in its books that you own that particular securi-
ty. In this way, any security you own in a Schwab account is considered an asset AT Schwab, but not an asset OF
Schwab. There is a third party, known as the Depository Trust Company, that also records your ownership in any
security. In this way, there are multiple parties that know you own what you own, which helps further safeguard
your ownership of those assets. If you own shares of stock that are held at a brokerage that goes out of business,
that does not mean those shares of stock are destroyed. It just means the DTC would step in to help a new record
keeper record those shares for you.

There are enough moving parts to what goes into buying, holding, and selling securities that identifying each thing
here would make for a pretty effective sleep aid. What is important is for you to know that were something to ever
happen to Schwab to threaten it as a going concern, as incredibly unlikely as that would be, the investments
Schwab holds for you are held separate from their own assets, are 100% considered your assets and not theirs, and
parties outside of Schwab know that you own those assets as well. If you own 100 shares of mutual fund ABCDX
and Charles Schwab fails as a business, you still own those 100 shares of ABCDX and the custody of those shares
would be moved to a different firm. You would be 100% safe in that investment in that scenario.

If Fraud Were Involved

In the event you have securities go missing from your account at a failing institution, which is far more likely to oc-
cur at a much smaller institution than Charles Schwab, there is another form of protection that would spring into
action. This protection is offered by a non-profit organization known as the Securities Investor Protection Corpora-
tion, or SIPC. In the event you have securities go missing at a brokerage institution which fails, the SIPC will protect
up to $500,000 per ownership type account. “Ownership type account” here is similar to the different ownership
types protected by FDIC insurance. Ultimately, SIPC protects against fraudulent activity. An institution can fail
without investors needing SIPC protection, as they may have no securities go missing from their accounts. In the
event a brokerage fails AND securities go missing, the SIPC steps in to help investors. Considering how Schwab
separates client assets from corporate assets, and how client accounts are administered at Schwab, it is incredibly
unlikely SIPC insurance would ever have to be a factor for investors at Schwab. It is one of the advantages of having
Schwab custody investment assets, and one of the reasons we chose them to hold client assets on their behalf.



But What Happens If the Mutual Fund Company Itself Goes Out of Business?

Our previous examples were about Schwab being the broker who holds the assets for you, but what about the
actual mutual fund company itself> We know that if we own stock in a company and that company goes out of
business, we will more than likely lose 100% of our investment. But what happens with mutual funds?

Luckily, owning a share of a mutual fund does not mean you own a share of the mutual fund company, nor does
giving money to a mutual fund company to invest for you mean that money is at risk if the company fails. The mon-
ey you've invested in the “DeBothCo Special Equity Fund” for example, ticker ABCDX mentioned earlier, is safe even
if DeBothCo goes out of business, like Lehman Brothers did in 2008, or if the company needs some kind of special
federal bailout or other such deus ex machina, as Merrill Lynch did. There are multiple levels of protection. First,
you’re actually a shareholder of the mutual fund not a depositor in the mutual fund company, and as such your
money isn’t an asset of the fund company itself. The securities inside the mutual fund - stocks, bonds, others - are
held in a custodial account separate from the mutual fund company’s assets. It’s similar to how your assets AT
Schwab are not assets OF Schwab. Second, you and all the other shareholders in the fund actually own the securi-
ties inside the fund; the DeBothCo mutual fund company does not own them. Third and last, on top of all of that,
mutual fund companies carry mandatory insurance. As a result, based on how the securities are owned at the mutu-
al funds, plus the mutual fund assets being segregated from the mutual fund companies’ assets, plus that insurance,
you would not lose your mutual fund investments in the event the mutual fund company itself went under. Another
financial institution would likely swoop in and manage the mutual fund assets. It would turn into the “ClarkeCo
Special Equity Fund”, for example, and you would become a shareholder of it. By the way, DeBothCo is a well-run
shop. Tight as a drum. So no need to worry about ABDCX. I’'m familiar with upper management there.

What Does the Future Hold?

Thousands of years ago, people who looked pretty much just like us got up every day, hunted and foraged, protect-
ed themselves from predators, and looked for and maintained shelter from whatever elements were present for
that particular season - snow, rain, sun, whatever. Get too old to hunt or forage, break an ankle, fail to hear the
saber tooth sneaking up behind you, and that was it. They had to manage those kinds of risks every day to live their
lives. Humans have been dealing with risks since the first primate stood up just tall enough to be considered a hu-
man. The majority of the risks we deal with on a daily basis today differ from the saber tooth dodging days of our
ancestors. Thank goodness. However, we do still have risks to manage in the course of living our lives.

Banking panics are not fun. We have come to trust these institutions over the years, and when our trust in them
gets shaken, we feel unusually vulnerable. Not break your ankle and it’s all over vulnerable, but still, bank failures
make us feel like the whole system is coming down. The industry itself has multiple levels of safeguards, and despite
how scary runs on the banks are, per the FDIC’s website, not a single depositor has lost a single penny on FDIC in-
sured accounts since the 1933 act was passed. As your advisors, we monitor what’s going on out there. Not just in
the investment world, but also when it comes to the institutions themselves. There is a certain level of trust we
have to afford those helping us hold and manage our money, but that does not mean we also shouldn’t be vigilant
and take precautions.

What can you do to make sure you are protected from these particular risks?

1. The first and most obvious thing is that at every institution that holds cash-based products, make sure the
checking, savings, cash, and CD amounts add up to no more than $250,000 for each of your ownership catego-



ries. The cash products in your single accounts, your IRAs, and any trusts for which you are a beneficiary cannot
add up to more than $250,000 for each category. Likewise, for any joint accounts those amounts cannot add up
to more than $250,000 per account owner. If they do, it would be wise to shift money to another institution
that would allow you enough FDIC protection to be made whole in the event of a bank failure.

2. The second, and less obvious thing is that even if you have all the protection you need at any one institution
you use, consider having some cash in at least one other institution. Even if you would be made whole were
your one banking institution to fail, you cannot count on being made whole immediately. It's anyone’s guess as
to how long it would take the FDIC to get you your money. As aresult, having money at a second institution
which you could access until you were made whole may help you avoid a situation where you need cash that
you cannot access. If you have a bank as well as cash at Schwab, that may be enough diversification.

3. Third, talk to your advisors. Talk to your bank. If you are nervous, reach out to get the peace of mind you
need to feel better.

4. Lastly, just remember the industry exists to make money for itself. We always assume banks are lending out
our deposits, and in that way the fixed amounts they are paying us as depositors are being paid for by even
higher fixed amounts that banks are collecting from their debtors. As of the financial crisis of 20082009, it was
deemed much safer by many banks to invest our cash instead of loaning it out. You can see this in the chart
below where the amount of bank deposits, orange line, is just above the amount of bank loans, blue line, from
when this chart time period starts in 1984 up until 2008. At that point, deposits continued increasing but the
amount loaned out fell. This got absolutely supercharged during the COVID stimulus period with deposits spik-
ing but loans not coming vaguely close to rising enough to match suit. Instead, the banks were taking those
deposits and buying mostly safe, but low interest US Treasury bills, notes, and bonds:

Total Loans & Deposits (STrill.) U.S. Banks
1984 - Q2 2022 source: FDIC
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Once interest rates started climbing quickly, the value of the investments that were purchased with the deposit
cash declined. As aresult, a run on the bank would force many institutions to liquidate investments that have lost
value in order to cover those requests, like happened with the Silicon Valley Bank.

From the end of 2007 to the beginning of 2012, 465 banks failed in the United States. | find the fact that there were
that many failures without FDIC insured accounts losing money to be comforting. All of us at Cadence were advi-
sors during that time, and the fact that 465 banks could fail without any of our clients being affected tells me that as
fragile as a trust-based system is, it is also resilient. We are here to help you manage your financial risks. Your non-
cash securities at Schwab are safe. The cash you have in various places, provided you do not have more than
$250,000 in a given ownership category at any one institution, is also pretty safe based on the track record of the
FDIC. In times like this, we are monitoring what is happening to the system as a whole. We do not know if we are in
the early or late innings of the banking uncertainty, but regardless, we will be here to help you get through however
the current uncertainties play out.

Market Update - Banking and Markets

By Casey Clarke

As Steve highlighted, this month encapsulated some banking system drama, but although the narrative has been
focused on calling out irresponsible governance and risk management, it was really financial conditions that set the
stage for issues like we’ve seen to occur. Sure, banking is and always has been about confidence. But, in the end, if
the variables that drive bank profitability change dramatically, confidence should wane. This isn’t any different than
the confidence that drives financial market bubbles. Eventually, things become so absurd that (over)confidence is
broken. In the case of our banking system, the formula for problems is relatively simple - rapidly rising interest rates
drove bank assets lower in value at the same time banks were least willing and able to raise the interest rate they
pay on deposits. This caused depositor flight into other assets, like treasury bonds and money market funds where
they could earn more interest, which put banks in a position where they were either running very lean on liquidity,
had to sell longer-term assets at deep losses, or both.

This is the classic bank run scenario, but it’s not just about depositors pulling their money out due to fear. They are
actually pulling it out for perfectly rational reasons — to earn a fair rate of interest on their money in other invest-
ments. In this respect, this tenuous banking situation isn’t just about lost confidence. It’s in large part driven by
rational human behavior. A banking system that can’t pay depositors a competitive rate of interest cannot, and
really should not, be sound. And by the same measure, it cannot be fixed by regulators with a quick wave of the
wand. So long as the current conditions exist and persist, there will be pressure on bank profitability, liquidity, and
credit issuance overall.

The chart on the following page shows how much depositor money has flowed out of U.S. commercial banks over
the last few months. What’s particularly interesting and unique to the current situation is just how much money has
left commercial banks relative to the ebbs and flows before 2020 — over $700 billion in the last year. If this is the
capital base that backs bank lending, one could assume that lending would both slow and tighten as a result. From
an economic standpoint, this reduction in deposits can perpetuate the slowdown.



US Deposits With Federal Reserve Banks, Other Than Reserve Balances (I:USFARFDW)
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The chart below shows the overall level of tightening through both the Federal Reserve’s monetary policy actions
and depositor flight. Again, this tightening of bank reserves affects both bank liquidity and ability and willingness to
extend credit.
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The following chart is a good indicator of financial system stress as it measures emergency overnight lending
through Federal Reserve credit lines such as the discount window and new Bank Term Funding Program. Many
pundits have made the point that the increase in liquidity to the banks via these funding facilities supports growth
and inflation as it results in a bigger Federal Reserve balance sheet. Our view is that this isn’t necessarily the case.
Although this borrowing provides liquidity, it’s emergency liquidity that is intended to patch holes and meet deposi-
tor demands. In other words, it helps banks ward off insolvency and keeps their lights on for another day or two. It’s
very unlikely to be put to productive economic use. What’s interesting to note is that the current emergency liquidi-
ty needs of the banking system are very similar to those of the 2008 financial crisis, and those took place after con-
siderably more damage had been done to financial markets. It makes one wonder whether financial markets are
whistling past the graveyard.

US Assets - Loans Held by All Federal Reserve Banks (1:USAL)
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On the next page we have a look at the size of the Federal Reserve balance sheet. It’s not hard to see just how
much money was thrown at the Covid-exacerbated slowdown beginning in March 2020, and why that resulted in a
reflexive economic bounce and corresponding surge in inflation. Beginning in early 2022, the Fed initiated a plan to
reduce the size of the balance sheet, which is to say, slowly drain reserves and excess liquidity from the financial
system. The sharp jump on the right-hand side of the chart represents the recent emergency lending to the banking
system we discussed. Again, although it looks like the Fed’s plan to tighten financial conditions is being quickly un-
done, the context of the increase in liquidity matters. These are loans with punitive interest rates that are unlikely to
have any positive economic effect.



US Reserve Bank Credit (I:USFSRBRB)
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Market Reaction

The chart below plots the monthly performance of a handful of asset classes through mid-day March 30. Small caps
as represented by the Russell 2000 ETF (IWM), which has a fair number of banks in it, has been the poorest perform-
er this month at down over -6%. The S&P 500 (SPY) has held up reasonably well at positive ~2%, which again feels like
a bit of ignorant whistling. The real performers for the month however are precious metals. Gold (GLD) is up more
than 8%, silver (SLV) more than 13%, and mining stocks (GDX & GDXJ) over 17% this month alone. What this suggests
to us is that investors are willing to consider precious metals as a safer haven and better investment choice than
more traditional financial assets during times of market stress and chaos. This month has been a very good test for
alternative investments in this respect. Even treasury bonds, which haven’t necessarily insulated investors from
losses over the last 15 months, have performed well this month in the presence of uncertainty — up ~3% (TLT).




The Days Ahead

It’s worth remembering that we’re in the midst of a bear market in stocks stretching over the last 15 months, as well
as a broad and global economic slowdown. This alone, assuming we’re not seeing signs of either of these conditions
abating, which we’re not, suggests that we should expect further weakness in traditional financial assets. When we
lose this big picture perspective, things get really confusing since some of the biggest, most convincing rallies in
stocks tend to happen in these not so rosy environments. We’re in the midst of one of these rallies now with the
Nasdaq 100 up over 20% from it’s low at the beginning of the year. They provide hope to buy-and-hold investors and
doubt to more cautious ones. What happens day to day or even week to week is impossible to know.

That said, bear market rallies eventually recalibrate to economic reality. Not only do we have a banking situation at
hand, but we have deteriorating corporate earnings, a weakening consumer, and a Federal Reserve that remains
committed to tightening and choking off inflation. As we mentioned earlier, the banking brush fires that popped up
this month most likely aren’t isolated events, but indications of much larger and more widespread issues across the
financial sector. Regardless of the Fed and Treasury solutions to those specific problems, the conditions that created
them persist. None of this changes our positioning, but rather reinforces it. Real assets over financial assets, at this
point in time, make sense over most timeframes short to long. At some point this will change, but it won’t be this
month or next. The factors baked into this cake will take time to play out, so for now we’ll stay focused on managing
risk as markets ebb and flow and adapt our thinking as conditions, and prices, change.

Important Disclosures
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