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Don’t Fully Bet on One Rate Outcome

As a young aspiring bank examiner in 2009, | first learned about
interest rate risk management during a period of zero interest
rate policy, which has previously never existed. Less than a
year later, updated regulatory guidance on interest rate risk
management was released to better update the original guidance
created fourteen years prior in 1996. Within the new guidance,
there was specific mention of measuring potential exposure to
interest rates increasing 300 or 400 basis points. At that pointin
time, the thought of the Federal Reserve raising rates 300 or 400
basis points seemed wildly unlikely as they were in the midst of
several rounded of quantitative easing. However, the regulatory
guidance directly or indirectly pushed many institutions’ focus
on interest rate risk to faster and higher rising rate scenarios,

rather than a prolonged low interest rate environment.

Since 2008, rates have remained relatively low when compared to
where rates were prior to the financial crisis. Zero bound interest
rates and regulatory guidance helped shaped the mentality
that interest rate risk is primarily associated with rising rate
environments. However, the long-term trend for institutions’
net interest margins has followed the overall path of market
interest rates by moving lower. Prolonged low interest rates have
recently pushed net interest margins to historic lows. This then

begs a question. Should we fear rising interest rates?

Today, many community banks are asset sensitive and, as a result,
will see their net interest margins expand during rising interest
rates. Institutions make loans at higher rates and purchase
securities at higher yields. Additionally, a fundamental assumption

for asset-sensitive banks to see expanding net interest margins
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during rising interest rate environments is that they will be
able to “lag and drag the Fed” with deposit rates. This concept
of “lagging and dragging the Fed” refers to the fact that most
institutions’ will not have to increase their deposit rates very
aggressively as the Fed increases their target rate. This year to
date, most institutions’ non-maturity deposit beta factors are
likely single digits as they have either not raised those rates or

have raised them minimally.

A friendly reminder of the reason the Federal Reserve increase
interest rates. The Federal Reserve increases the Fed Funds Target
Rate to cool off the economy to ensure they are meeting their
dual mandate of maximum employment and price stability. Rising
interest rates increase the cost of borrowing, which disincentivizes
people from borrowing money for various expenditures. Currently,
the Federal Reserve is engaging in an aggressive tightening cycle
to cool off the economy in an effort to cool inflation, which is
running very hot. With further rate hikes a real possibility, many
asset-sensitive institutions are poised to see margins expand in
the near term. This raises the next question. What about when

the Fed tightening cycle ends?

No one possesses the crystal ball that tells where rates are
headed. However, history tends to repeat itself and we know
that, at some point, the Fed’s job of raising interest rates to fight
inflation will conclude. Regardless of whether they achieve the
coveted “soft landing” or they don’t, there will come a time when
the Fed must lower interest rates. Most institutions’ earnings and
margins now have some exposure to falling interest rates, and

the probability of seeing falling rates in the near term becomes
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more of a possibility as the Fed takes rates higher. Balance sheet

managers should ensure they are not just looking at whether
their margins do better if rates rise, but how much exposure they
will have if rates fall. Don’t bet the bank on one rate outcome
versus another. The goal of interest rate risk management is
to minimize the overall volatility of your net interest margin,

whether rates go up, down, or sideways.

The Baker Group is one of the nation’s largest independently
owned securities firms specializing in investment portfolio

management for community financial institutions.

Since 1979, we’ve helped our clients improve decision-
making, manage interest rate risk, and maximize investment
portfolio performance. Our proven approach of total resource
integration utilizes software and products developed by
Baker’s Software Solutions* combined with the firm’s
investment experience and advice. For more information,
contact Dale Sheller at The Baker Group: 800.937.2257,

www.GoBaker.com, or email: dsheller@GoBaker.com.

*The Baker Group LP is the sole authorized distributor for
the products and services developed and provided by The

Baker Group Software Solutions, Inc.
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INTENDED FOR USE BY INSTITUTIONAL INVESTORS ONLY. Any data provided herein is for informational purposes only and is intended solely for the private use of the
reader. Although information contained herein is believed to be from reliable sources, The Baker Group LP does not guarantee its completeness or accuracy. Opinions
constitute our judgment and are subject to change without notice. The instruments and strategies discussed here may fluctuate in price or value and may not be suitable
for all investors; any doubt should be discussed with a Baker representative. Past performance is not indicative of future results. Changes in rates may have an adverse
effect on the value of investments. This material is not intended as an offer or solicitation for the purchase or sale of any financial instruments.
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