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Focus on Community Banking Issues 

the recent virus surge and resulting 

temporary restrictions imposed by 
local municipalities (restaurants  

in New York City and the curfew 

in California, for example), and 
could be one of the reasons that 

investors have looked past the poor 
job numbers.    

To state the obvious, it remains all 

about COVID. Although this is a 
surprise to absolutely no one, it is 

one of the main reasons that inves-

tors remain upbeat. For as bad as 
the situation seems right now, with 

spiking cases, increased death tolls 
and new mutant strains of COVID 

garnering headlines, equity prices 

continue to climb, and more  
recently, yields at the longer end of 

the Treasury curve have started to 

The Pause Button 

A quarter ago we stated that the 
economy was recovering, but at 

a slower pace, and that seems to 

remain true today. Utilizing the 
same indicator, the employment 

market, provides further evi-
dence that the recovery is 

stalling. The downward trend in 

job growth continues, with the 
latest Nonfarm Payrolls report 

showing a loss of 140,000 jobs 

in December, as results turn 
negative well before we are 

even close to recovering all the 
jobs lost in March and April. 

This was certainly impacted by 

ECONOMIC ENVIRONMENT 

increase. This implies improve-

ment ahead, driven largely by 
optimism about the vaccine.  

Admittedly, the rollout has been 

much slower than expected, with 
only about 14.3 million doses 

administered in the U.S. by  
mid-January, compared with an 

initial projection of 20 million by 

the end of 2020. Updated projec-
tions, according to the Biden  

administration’s plan, call for 

100 million doses to be delivered 
in his first 100 days in office.   
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ECONOMIC ENVIRONMENT 

Interest Rate Forecast 

Although the future looks bright 
longer-term, we believe that the 

Fed will remain on hold through 

mid-2023, about another 2 ½ 
years. This forecast is driven by a 

number of factors, but largely by 
the Fed’s summer 2020 policy 

change to focus on average infla-

tion over time, rather than 
preemptive action as inflation 

measures approach their target 

level of 2%. If we examine  
inflation measures over the last 

few years, and project the  
increases needed in the ensuing 

years to meet their goal of 2% 

over time, the first potential  
increase in rates appears quite a 

bit down the road. Consider the 

following:   

 Inflation growth (as measured 

by the Consumer Price Index) 

has averaged less than 1.5% 
over the past 12 months (St. 

Louis Fed data for all ‘Urban 
Consumers’) and has been 

generally under 2% since the 

end of 2018  

 Inflation expectations for the 

short term are muted 

 For inflation to average 2% 
over an extended period (the 

last year plus the next two 

years), inflation would need to 

rise to greater than 2% for two 
straight years 

Given weak current inflation  

expectations, the likelihood of  
inflation reaching 2% in the near 

term is slim. For argument sake, if 
we assume inflation will rise to 2% 

by year end 2021 (which is faster 

than overall market expectations), 
then we would still need an addi-

tional 2 years of inflation nearing 

2.5% to raise the average up to 2%.  
In this scenario, the Fed would  

remain on hold for an additional 3 
years from today (to roughly the 

end of 2023), assuming they abide 

by their change in policy. However, 
we feel that the Fed will be  

compelled to move faster than this, 

as the vaccine will likely be  
administered to the majority of the 

country by mid-2021, even given 

the slow rollout, and the economy 

should recover quickly from then 

on.   

From the middle of 2021 to our 

assumed first Fed hike in  

mid-2023, there should be a  
significant improvement in  

overall activity. If we do see this 
expected rebound, the Fed will 

feel pressure to move rates  

up from pandemic-driven low 
levels after nearly three years of 

zero rates. 

We have already witnessed 
movement at the longer end of 

the curve, as the 10 year Treas-
ury yield has increased more 

than 50 basis points from its  

pandemic low. It is likely that 
the longer end will gradually 

move higher as the economy  

recovers, steepening the yield 
curve as the Fed holds short rates 

near zero. There will be some 

volatility along the way, but we 
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project the 10 year yield to rise to 

1.75% by year end 2021 and 
2.25% by the end of 2022.  

Strategic Implications 

How does a potential gradual  
increase in longer-term rates over 

the next two years impact balance 
sheet strategy? With current  

liquidity near all-time high levels, 

combined with short-term rates 
likely to stay near zero for an  

extended period, longer-term  

assets remain attractive. Even 
when the Fed does start to raise 

rates, non-maturity deposit rates 
will lag, leading to multiple years 

of accretive spread for longer term 

assets. 

  Consider this scenario:  

 A 30-year fixed rate mortgage 

at 3% with an average life of  
7-8 years 

 Average deposit costs of 30 

basis points 

 Fed Funds rise gradually, at 50 

basis points per year, starting 
in mid-2023 

Given today’s stressed operating 

environment, an initial spread of 
270 basis points for a relatively 

lower risk asset should be consid-

ered very attractive. This spread 
should hold for at least 2 ½ years, 

then the ability to lag deposit rate 
increases will protect margins. 

The more slowly the Fed acts, the 

longer the institution can lag. 
There will likely be limited  

pressure on funding costs until the 

Fed reaches at least 1%, which at 
the above pace would be middle 

of 2024 at the earliest. Then,  

moving forward, the ability to lag 
50% (although the real number is 

likely much higher) results in a 50 
basis point increase in funding 

costs by the middle of 2026 

(assuming a rough pace of 50  
basis points per year in Fed 

hikes). At this point, total funding 

costs will likely still be under 1%, 
equating to a spread of still 200 

basis points or more. If we  
assume that the Fed may max out 

before they reach 3%, then the 

‘relatively lower yielding’ 3%  
assets may continue to be accre-

tive for many years, while at the 

same time you receive cash flow 
from the mortgages, which is then 

invested at higher prevailing rates.     

We believe the correct course of 
action is to grow into the rising 

rate environment, given that rates 
are likely to increase at a modest 

pace and the assets will be replac-

ing near zero yielding Fed Funds 
liquidity. The alternative is to  

remain in cash and allow the loan 

portfolio to decline over time,  
eating away at your margins.    

What happens if longer rates  
increase more quickly than we 

expect? As long as they move 

gradually, newer assets will be 
added at continually higher rates, 

as older, lower yielding assets pay 

down or mature. This remains a 

positive scenario, and would indi-

cate a recovering economy and 
improving business conditions. 

We believe that the Fed will not 

be able to raise the Funds rate  
significantly above the 3% range 

in the medium term, protecting 
financial institution margins. A 

scenario where longer rates  

increase much more quickly 
would have to include job growth 

that is likely too fast, as the Fed 

will not raise rates until we have 
at least recovered the remainder of 

the jobs lost at the beginning of 
the pandemic. 

 

ECONOMIC ENVIRONMENT 
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FIXED INCOME STRATEGY 

FIXED INCOME STRATEGY 

The Trend Has Shifted 

With global and domestic coordi-

nation of vaccine delivery and  

integrated strategies to support 
and stimulate the world’s econo-

mies, it remains likely that the 
U.S. economy will continue to 

heal and recover. With economic 

activity and related data  
supporting such a view, the  

question of whether the funda-

mental downward shift in rates 
has ceased, or in fact, if rates are 

now trending higher, is key to 
fixed income strategy. As we  

discuss in the Economic section of 

this ADVISOR, we believe this is 
the case, as the 10 year Treasury 

has increased from 55 basis points 

in August to around 1.10% today. 
Simply put, with the Fed  

maintaining short term rates near 

zero while the long end of the 
curve trends higher, a steepening 

curve scenario is now becoming a 
widely held forecast among  

analysts and market participants.  

This ‘upward trend’ in interest 
rates is the primary determinant in 

fixed income investing for the 

foreseeable future. There are  
several factors or criteria to assess 

when investing in fixed income 

alternatives, including the  

following: 

 The bond coupon and  

calculated yield, as well as the  

impact of fluctuating rates on 
projected performance 

 The spread which the security 
represents over alternative 

uses for those funds that are 

being utilized in the purchase 
of the bond 

 Are you being adequately 

compensated for the maturity 
and any potential credit risk? 

 Market demand for the  
security:  How will rising 

rates impact its liquidity? 

In an improving economic  
environment, including the  

impact on the shape of the yield 

curve, the value that fixed income 
investing brings will be reflected 

in interest income that is accretive 

to the institution’s profitability, as  

measured by spread calculated 

against a likely cost of funds over 
the life of the security. As the 

price of most fixed income securi-

ties decline when rates rise, the 
expected performance of a bond 

holding is typically in the form of 
interest income, and the ability of 

that income to create a positive 

spread against its funding cost.  
A portfolio that provides cashflow 

in a rising rate environment allows 

asset yields to increase over time.  
As securities mature or are sold, 

the proceeds may be reinvested at 
higher prevailing rates, providing  

a boost to net interest income 

when cost of funds can be held 
relatively stable. 

The ‘institution’s investment yield 

curve,’ with the short end  
comprised of the institution’s  

deposit costs and the long end its 

loan and bond holdings, will likely 
steepen as loan and fixed income 
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FIXED INCOME STRATEGY 

coupons move upward, while  

corresponding funding costs  
remain at or near current levels.  

Cashflow Continues to Matter 

Although the ten year Treasury 
has now moved above 1%, this 

still represents historically low 
rates. In the short term, continued 

uncertainty about the speed of 

recovery and the factors impact-
ing the recovery will exist, and 

will most likely be reflected in 

volatility in the shape and move-
ment of the yield curve and  

related bond pricing. The current 
market’s historically tight spreads 

for the credit or maturity risk 

component of a fixed income  
security creates a challenge for 

fixed income investing today in 

that it limits attractive alterna-
tives. In addition, high levels of 

cash that need to be invested also 

creates tight spreads, as many 
dollars chase few alternatives.  

Thus, a primary focus on high  
quality cashflowing investment  

alternatives is the continued  

driver for the foreseeable future. 
The contribution not only  

includes the likely income stream 

from the security over its life, but 
also a stream of principal, which 

can then be reinvested into assets 
that reflect current market  

coupons. Cashflow, not just at the 

individual security level, but also 
at a portfolio level is an important  

focus for overall portfolio  

management. This is particularly 

true as spreads and yields in top 

investment grade securities that 
may not cashflow themselves, such 

as longer maturity AAA/AA+  

municipals or longer final maturity 
callables, become more attractive 

and are added to the portfolio.   

Context Matters 

A comprehensive and performance 

driven portfolio management  
discipline must include ongoing 

assessment of current investment  

holdings along with a contextual 
review of the value they bring to 

the investor. Environments change, 
portfolio priorities shift and  

performance criteria can expand or  

contract. With investment  
portfolios having a variety of  

performance criteria that include 

income enhancement, as well as 
liquidity sourcing and at times total 

return opportunity, it is important  

to remember the criteria against 
which the investment was  

originally assessed. When  
investing in this low rate  

environment that lacks sufficient 

compensation / spread for credit 
and maturity risk, the performance 

or value of the security may 

change as the future unfolds and 
returns reflect the then current  

environment. With that being said, 
an understanding of what the  

security is delivering, based on the 

original intent and performance 
criteria, must be understood and 

incorporated into any portfolio 

level analysis. This will allow for 
an objective and relevant assess-

ment of the ongoing performance 
of a security when assessing  

overall portfolio composition, and 

how it helps to meet the income  
and performance goals of the  

institution. 
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EQUITY STRATEGY 

EQUITY STRATEGY 

2020 in review 

Two areas that were projected as 

economic strengths heading into 

2020, jobs and earnings, turned 
out to be just the opposite. Prior to 

the shutdowns, the U.S. economy 
was in the 11th year of the longest 

economic expansion in history. 

While there was little evidence of 
an imminent recession entering 

2020, there were signs that the ex-

pansion was long in the tooth, but 
a pandemic was not on the radar. 

Although the unexpected pandem-
ic shutdowns caused an immediate 

and deep recession, the economic 

rebound was one of the fastest  
ever recorded. GDP fell 31%  

year-over-year in the second  

quarter, before rebounding 33%  
in the third quarter. Continuing  

jobless claims jumped from 1.7 

million in March to 25 million in 
May. What was unusual about this 

recession was that the savings rate 
rose while household debt  

declined as consumers were not 

able to spend as they typically 
would. Spending quickly moved to 

goods versus services, but we  

expect this to shift back as the 
economy reopens. 

The S&P 500 advanced 16% in 

2020, including a 34% decline 
from February highs before a full 

recovery of all lost ground, to end 

the year on a high note. In 2020, 
Growth dominated Value with 

Tech outperforming all other 
groups. The top 5 names (AAPL, 

MSFT, AMZN, GOOGL, FB) 

returned 65% versus 10% for the 
rest of the S&P 500. IPO vol-

umes doubled and M&A matched 

2019 levels, unprecedented for a 
recession.  

With the approval of two  
vaccines late last year, the stay- 

at-home leaders gave way to the 

return-to-normal segments,  
ushering a shift from momentum 

to more cyclically sensitive  

laggards. This was evident with 
financials topping all other  

sectors’ performance in large cap 

stocks in December. The rotation 
from growth to value and from 

large caps to small caps is typical 
exiting a recession.  

Outlook for 2021 

As we turn the page, we maintain 
a positive view on the equity 

markets. Equity investors should 

be reminded that new bull  
markets born during a recession 

usually last for years. In addition, 
it typically follows the new  

economic cycle. Most global 

economies will have entered 
2021 in early-cycle recoveries, 

which supports the view of  

synchronized global growth. Two 
vaccines currently being rolled 

out, with the potential for a third, 

increases the probability of the 
economy reopening in the second 

half of the year, with a  
corresponding increase in  

economic growth. 

The prospect of an economic  
reopening should lead to a  

broadening expansion as the year  

unfolds. We expect the 2021  
reopening to likely generate  

additional and unforeseeable  
surprises, implying portfolio  

diversification across a broad  

array of sectors will prove as  
important as ever. 

Despite our bullish stance, we are 

cautious over the near-term.  
Equity markets continue to climb 

higher despite the recent rise in 

COVID-19 cases and poor  
economic data, but there are 

mounting indicators that could 
limit market returns. Individual 

investor sentiment (the American 

Association of Individual  
Investors sentiment survey), a 

contrarian indicator, has hit  

extreme levels. For the week  
ending 1/10/21 the bullish read-

ing was 71.6% versus the histori-
cal average of 38%, while the 

bearish reading was 17.8% versus 

the historical average of 30.5%. 
Both readings are well off their 
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historical averages. In addition, 

short interest for the median S&P 
500 stock has plummeted to the 

lowest level in nearly two decades. 

Consumer spending, which repre-
sents roughly 70% of GDP, is 

stalling. Despite an extension of  
unemployment benefits and stimu-

lus checks to most households, the 

personal finances component 
dropped 2.2 points to 55.9, its  

lowest level since last May. Weak  

Consumer Comfort may translate 
into slower spending growth in the 

near-term, as retail spending has 
been down for three consecutive 

months and the trend does not look 

to be reversing. The disconnect  
between investor sentiment and  

actual economic growth poses a risk 

to equities. Any negative news,  
deterioration in fundamentals,  

political instability or spike in  

long-term rates could spark a  
near-term downturn.  

A year of disruptions 

The COVID-19 virus quickly  

developed into a global pandemic, 

forcing governments to issue stay- 
at-home lockdown orders. Years of 

digital transformation were  

compressed into a matter of months, 
directly benefiting technologies that 

helped businesses and consumers 
survive in a more virtual world. For 

example, software proved  

vital in bridging the economy  
toward working in the new  

normal. Security tools enabled 

remote work and companies such 
as Zoom helped to replace face  

to face meetings and social  
gatherings.  

We believe the pandemic will 

have a lasting effect and continue 
to shape the future of industries 

and companies beyond the 

COVID world. Just as the last bull 
market brought the biggest social 

media company and the onset of a 
shared economy, investors will be 

well served to look further out 

over a 10-year horizon. Compa-
nies will make investments that 

will be margin enhancing while 

driving efficiencies for the long 
term. Innovation will continue to 

create new business models and 

industries, as the pandemic has 
accelerated many trends that were 

already in place. Companies with 
declining business models will 

either shrink in market value, go 

out of business, be acquired or be 
replaced by faster-growing and 

more digital oriented companies. 

We view this as a positive  
transformation for companies. 

Backdrop remains supportive 
for equities 

Global monetary policy remains 

extremely accommodative, with 
the Federal Reserve and other 

central banks anchoring short-

term interest rates around zero 

while expanding their balance 

sheets. The Fed continues to  
signal that it will keep its current 

policy stance in place and  

intends to let inflation run above 
its target levels.  The Fed recent-

ly clarified that it does not expect 
to raise rates anytime soon. 

The best part of an economic  

cycle for stocks is during the  
early phases of the expansion. 

Weak growth drives upside  

potential for the economy as pro-
duction comes back online, and 

in this case as the economy  
reopens. The output gap, which 

measures the difference between 

actual output of an economy and 
potential output, is negative. The 

process of the output catching up 

to its potential often requires  
accelerating economic growth, 

and assuming inflation remains 

low, this is a bullish backdrop for 
stocks. 

We are at the early stages of an 
economic expansion. Staying 

invested in equities over longer 

periods increases the likelihood 
of positive returns. The power of 

compounding should not be  

ignored, allowing for stronger 
investment returns which can 

snowball over time, allowing 
earnings to grow at an increas-

ingly faster rate. A long-term 

view, combined with a focus on 
quality growth and income  

oriented companies, should  

remain the ongoing strategy.  

 

EQUITY STRATEGY 
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ALM STRATEGY 

ALM STRATEGY 

IRR Considerations to  
Begin 2021 

2021 began with news of additional 

stimulus and another round of PPP 

lending. Credit problems have yet 
to develop. Excess liquidity within 

community banking is systemic. 
Interest rates remain near historical 

lows. So, is the New Year the same 

as the prior year? Should banks 
simply continue with existing  

strategies until vaccination rollout 

allows for fuller economic resur-
gence? Do banks need to start 

thinking about post pandemic  
ALM tactics or is this premature?  

Is IRR something banks really need  

to worry about? If so, how should 
banks plan to hedge against this 

burgeoning risk? Recent ADVI-

SORs during the pandemic have 
focused on prioritizing earnings, 

credit, and liquidity management in 

the short-term. This quarter’s  
ADVISOR will begin to shift the 

focus back to ALM management 
from an IRR perspective.  

Factors causing elevated  
liquidity persist 

Double digit percentage deposit 

growth was the norm for communi-

ty banks during 2020, despite  
continued product rate cuts. Early 

January 2021 indications were that 

this trend may continue, as banks 
reported fund inflows most likely 

associated with second stimulus 

automatic electronic deposits. Until 
hospitality normalizes, consumer 

spending may remain subdued. This 
may imply deposit levels are less 

likely to runoff as many anticipated 

but rather grow further during the 
first half of 2021.   

Elevated liquidity has been exacer-

bated by low rates, intensifying  
asset prepayments. Trying to stay 

ahead of excess cashflows has been 
more challenging. In many cases, 

new loan originations have not been 

adequate to absorb the growing  
liquidity. Somewhat limited availa-

ble bond inventory offers low 

yields, high prepay potential, and/or 
IRR exposure to rising rates. While 

longer term Treasury yields have 

started to rise as expected, at least 
another 50 basis point increase  

may be needed before prepayments 
slow materially. 

How much is liquidity  
masking IRR? 

If overnight Fed funds liquidity  

levels exceed 5% of assets, then 

IRR exposure to rising rates is  
likely being masked at least  

temporarily. We have previously 
discussed the “noise” created by all 

the Q2 & Q3 growth during 2020.  

Bank IRR to Up rate shocks is at 
the lowest measured levels in years 

and in many cases sensitivity is  

significantly positive. Assuming 

this excess liquidity is eventually 
removed from the balance sheet 

or redeployed into longer duration 

assets, measured IRR will likely 
normalize. How much sensitivity 

will shift back depends partly on 
the magnitude of overnight  

liquidity concentrations.   

Shifting funding  
mix implications 

A comparison of prior year  

pre-COVID funding portfolios in 
most community banks to compo-

sition today likely exhibits a much 
different profile. Deposit concen-

trations have shifted to  

non-maturity products again as 
CDs have fallen out of favor.  

Historically low rates and  

economic uncertainty amidst 
COVID make locking up funds 

for extended terms less appealing. 

Expect continued CD runoff and/
or growth into non-maturity  

products. This composition shift  
impacts IRR both currently  

and in the future. Low ‘beta’  

sensitivity associated with recent 
NMD growth in Savings and 

Checking products results in  

reduced NII exposure measure-
ments to rising rates. NMD  

portfolios also have much longer 
average life decay assumptions 

compared to CDs. As deposit 

portfolios have increasing traits 
consisting of low betas & longer 

effective duration, measured EVE 

sensitivity to rising rates is also 
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ALM STRATEGY 

reduced. In a post COVID world, 

will this shift represent “surge” 
deposits or have more perma-

nence? Will banks ultimately be 

expected to conduct analytical 
deposit study regressions to  

identify underlying IRR character-
istics moving forward? In the  

interim, expect low, even positive 

NII/EVE measured sensitivity to  
rising rates and worsening trend, 

even non-compliant sensitivity to 

declining rates. 

How is asset mix shifting? 

Loan/Asset concentrations have 
fallen significantly from pre-

recession peaks across community 

banks in New England. Further 
declines are likely post PPP  

forgiveness. Liquidity has filled 

the void in most cases. While we 
have already discussed the impact 

of liquidity, what is happening to 

loan portfolios? New loan origina-
tion rates average 50-100 basis 

points lower than existing  
portfolio yields. This implies that 

even if year over year mix  

concentrations are unchanged, 
there is more inherent IRR within 

portfolios. A 3.00% 30 year fixed 

rate residential mortgage provides 
less protection against future  

rising rates than a 4.00% similar 
loan. In some cases, portfolio mix 

might actually be shifting to  

shorter duration assets. This may 
be evidenced if FRM portfolios 

are experiencing increased 15 

year terms as 30 year terms  

refinance. Another factor for  
consideration may be the 

magnitude of modifications, 

which have shifted loans to  
interest only and/or extended  

payment terms at lower rates.   

The above contrasting reasons 

highlight the difficulty assessing 

the changing risk characteristics 
within asset portfolios. Calculat-

ing the underlying risks is much 

murkier compared to funding  
portfolios. Review and compari-

sons of simple concentration  
metrics could be misleading 

amidst the noise created over the 

past year. A deeper dive behind 
the numbers may be needed going 

forward, in addition to the typical 

NII/EVE sensitivity measurement. 

How should ALCO operate  
regarding IRR? 

From an analytical perspective, 
risk assessment should consider 

pre and potential post COVID  
balance sheets, particularly around 

liquidity levels. More attention 

should be focused on the IRR  
impact of NMD beta sensitivity 

stress testing provided in EPG  

reports. Assuming credit problems 
remain relatively dormant, ALM 

modelling can shift back to again 
looking at IRR profiles stressing 

liquidity levels and/or funding mix 

shifts. Modelling should also  
continue to assess varying prepay  

scenarios to assess the impact on 

cashflow and asset yields.   

Strategic initiatives will be partial-

ly dictated by how much balance 

sheet composition has shifted pre 
and post COVID. For most banks, 

IRR measurement to rising rates is 
historically low, lessening pres-

sure to enact hedging strategies. 

The low probability of Fed  
tightening in the medium term  

also mitigates need for hedging 

strategies.  These factors may  
increase the importance of not  

being complacent around truly 
understanding the real IRR that 

could develop should things  

normalize going into 2022.   

Banks should first identify  

whether and to what extent  

hedging against rising rates will 
be necessary. Assuming the  

answer is yes, banks should then 

determine the timing for when to 
hedge. Knowing if and when to 

hedge does not make implement-
ing necessarily easy, however. 

Historically, community banks 

have utilized on-balance sheet 
hedging strategies primarily 

around liability management. This 

tactic may be less appealing going 
forward, as the additional liquidity  

generated from the transaction 
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may drive increased margin  

compression. 

 
Hedging IRR 

As previously discussed, term  
funding has been declining.  

Wholesale funding concentrations 
have declined to levels not seen in 

years. CD runoff coupled w/payoff 

of Borrowings and Broker CDs 
from excess liquidity reduces  

available inventory for future  

hedging. How can banks lengthen  
funding term duration if there is 

none to extend? While it is  

probably too early to extend  

anyway, the viability of this option 

may prove difficult. Depending on 
what remains for term funding,  

particularly wholesale, banks may 

need to consider alternative ideas. 
Chatter is likely to intensify within 

the investment bank and broker  
community regarding OFF Balance 

sheet hedging thru derivative  

instruments like swaps. This  
increases the importance to identify 

your true IRR profile beyond the 

‘noise’, understand if IRR  
protection is needed, and know 

whether traditional on balance sheet 
hedging tactics can still  

suffice. EPG will discuss the most  

appropriate methods with clients  
so decisions are made based on  

analytical results rather than  

industry supposition around fears  
of rising rates. 
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