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Composition shifts a focus as industry approaches interest 
rate hikes

By Robb Soukup and Salman Aleem Khan

As the industry moves toward a shift upward in rates, banks and industry observers are studying previous rate cycles which hold some surprising 
lessons — though the rate environment remains unprecedented.

Interest rate risk is a major concern across the banking world at the moment for bankers, regulators and investors, with industry observers expressing 
concern about the potential for rapid shifts in liquidity when rates begin to rise – which many have forecast to happen as soon as mid-2015. After a 
prolonged period of the Federal Reserve holding rates at essentially zero, and a concurrent flood of liquidity into the banking system, many investors and 
bankers are worried that as rates rise, liquidity will reverse and leave the banking system and cause major funding pressures for banks.

Experts who are helping banks prepare for the interest rate changes say, however, that previous interest rate cycles are more associated with liquidity 
composition shifts rather than declines. "A lot of people are worried that liquidity is going to significantly move out of the banking environment," Matt Miller, 
an executive managing director with FinPro Inc., said. "When we went back and looked at it, it wasn't that liquidity moved out of the banking environment 
— in fact, deposits actually grew — what happened was that deposits shifted," he added.

Miller said that what is important for banks, then, is to understand the loyalty of its deposit customers, and how composition shifts will impact interest 
expense as rates rise.

Article
 

Source: SNL Financial | Page 1 of 3

SBK
Highlight



And while nailing down how interest rates will impact the balance sheet will be a difficult task for banks, they have a head start thanks to regulators and 
others in the industry who have pushed banks to focus on the issue well in advance of when rates are projected to rise. "It's a little bit more challenging 
in terms of the rate environment, but the tools that the industry has at its disposal are a lot better, and I think the implementation has been a lot better, 
because of the requirements in the interagency guidance and feedback that banks have been getting in their exam cycles," Eric Schwartz, a director 
with Promontory Financial Group LLC, told SNL.

"This is an area where for the first time we really feel like our clients are ready for a rate rise. I'm not sure we ever have been, or have been as 
proactive as we have been," Donald Musso, the president and CEO of FinPro, said. "I'll give some credit to the regulators: they have been sounding the 
interest rate horn for the last year or so," he added.
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Still, there are some key and major differences between the rate cycle that is approaching and previous cycles. For the industry's largest players, 
perhaps the key development has been the implementation of liquidity coverage ratio, which is intended to help systemic banks weather a liquidity crisis, 
and dictates certain assets as highly liquid and high-quality. "One impact of the LCR of course is that a larger percentage of bank balance sheets will be 
in so-called high-quality liquid assets — which by virtue of the fact that they are high quality are typically lower-earning assets — so right there you will 
have certain [net interest margin] pressures that you hadn't had in previous cycles," Schwartz said.

That has forced those banks to not only adapt to LCR on the fly, but also look out to a changing interest rate environment and "thinking about their funding 
compositions and how they can term out their funding, but also … thinking about the composition and overall structure of [their] liabilities to optimize [their] 
investments and [their] liabilities in LCR-efficient sources," according to Schwartz.

But perhaps the biggest difference — and worry — for both the largest banks and the rest of the industry is the unprecedented rate and policy approach 
that has created the current rate environment. Between the Fed parking its fed funds rate at essentially zero for more than five years, as well as 
purchasing trillions in assets, there is a large element of uncertainty about how the financial system will respond to shifting rates.

As a result, Miller said that FinPro has advised and worked with its community bank clients to go beyond simply looking at deposit betas and decay rates. 
"What we're saying is that that's just not good enough anymore, because we've been at such a low end of the rate cycle," Miller said. Instead the firm 
has helped clients undertake a much more granular and detailed analysis of its deposit relationships. That will let those banks to both understand the 
value of the underlying relationships and, when rates do rise, allow some of the less desirable accounts to come off the balance sheet to be replaced by 
longer-term funding from Federal Home Loan Banks and other sources.

"The biggest thing that we have to account for is that we've never been in this low of a rate scenario," Musso said, adding that with rates having busted 
through their historical bands, it is difficult to forecast how deposits and banks will behave "because we don't have any historical context under which to 
view it."
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