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Focus on Community Banking Issues 

the job market as an indicator of 
recovery strength: after losing an 

all-time worst 20.8 million jobs in 
April, job growth snapped back, 
with the U.S. economy creating  
2.7 million jobs in May, then an 

even more impressive 4.8 million 
in June. However, since the June 
peak, job growth has slowed  
dramatically, trending down for 

three months to a recent low of 
661,000 in September. Historically 
speaking, September’s result 
would have been a tremendous 

number, but was actually well  
under expectations, and well below 
what is necessary to recoup the 
22.1 million jobs lost between 

March and April. In the 5 months 
since April, only 11.4 million jobs 

An Economy on the Mend  

Although the economy is  

certainly healing, the pace of 
recovery seems to have slowed 
significantly over the past  
quarter. Prior to the shutdown, 

the economy was growing at a 
steady, albeit subdued pace, and 
because it was self-induced in 
response to the COVID-19  

pandemic, some believed that 
we would bounce back quickly 
once the reigns were released.  
That has happened, to a point, 

but the momentum has stopped 
short of returning us to where 
we were in early 2020. Consider 

ECONOMIC ENVIRONMENT 

have been created, or just over 
half of what was lost. At the  

current pace, without a signifi-
cant external boost, it will take 
quite some time to recover the 
remaining 10.7 million jobs.  

What Type of Boost  
is Required? 

Although there are a number of 
ways to externally boost an  

economy, few alternatives exist 
that will provide enough lift for 
the task at hand. In terms of  
stimulus, whether fiscal or  

monetary, infrastructure, or even 
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PPP loan forgiveness (a stealth 
stimulus of sorts), it will likely 

require a combination of stimulus 
strategies over an extended period 
of time, and even then, will be 
uncertain as to its ability to ‘get 

the job done’. The one stimulus of 
sorts with the most potential is a 
vaccine, and until we have a  
vaccine that is widely available 

and utilized (mid 2021 perhaps?) 
we will be effectively nibbling 
around the edges. Regardless of 
stimulus activity prior to the  

election, further stimulus activity 
will need to be developed and  
applied afterward.   

Significant Change in Fed  
Policy & the EPG  

Rate Forecast 

The days of the preemptive Fed 

are over.  Per their statement on 
August 27, 2020, the FOMC 
“seeks to achieve inflation that 
averages 2 percent over time.”  

Until this point, the FOMC would 
preemptively raise rates when  
inflation approached their 2% 
threshold. Given that inflation  

(as measured by headline CPI) has 
been under 2% largely since the 
end of 2018, as well as for all of 
2015 and most of 2016, what does 

this mean for the Fed Funds rate 
moving forward? In short, it 

means rates lower for longer,  
however, how much longer is  

certainly open to discussion. Much 
depends on the Fed’s interpretation 
of the phrase ‘over time’- does that 
mean over the entire business  

cycle? If so, then for inflation to 
average 2%, it would need to run 
above 2% for multiple years to 
bring the average up to 2%. They 

did leave themselves some wiggle 
room, with the ability to change 
course without altering the spirit of 
the new policy.   

Since the announcement of the 
change in policy, economists have 
pushed their expectations of the 
next hike well into the future, with 

some projecting up to 10 years. Of 
the four largest U.S. banks (B of A, 
Citi, JP Morgan and Wells) only 

Citi predicts a Fed hike before 
2023, with a hike of 25 basis points 
in the fourth quarter of 2022. 
EPG’s forecast projects the Fed to 

remain on hold through the end of 
2022, hiking 25 basis point by  
mid-2023, then slowly over time at 
a rate of 50 basis points per year 

initially. However, even though we 
see Fed Funds remaining at current 
levels into 2023, we believe that 
the longer end of the curve will 

move up gradually, potentially  
beginning in early 2021. We  
project the 10 year Treasury to rise 
to 1.25% in 12 months, to 1.50%  

in 24 months, then to 1.75% in 
about 3 years.   

 

The Current Operating  
Environment and Balance 

Sheet Management 

Driven by the gradual rise of the 
longer end of the Treasury curve, 
we believe that the operating  

environment should improve 
over time. However, we are  
likely to encounter a lag in  
improvement, given changes to 

loan pricing based on today’s 
ultra-low rates. For example, 
let’s examine 30 year fixed rate 
mortgages- historically, these 

loans have been priced to the 10 
year portion of the Treasury 
curve, plus a spread of roughly 
175 basis points. As such, the 

current 10 year Treasury yield  
of 0.75% would equate to a 30 
year mortgage rate of 2.50%, 

which is about 50 basis points 
under today’s average rate of 
3%, indicating that pricing 
spreads have expanded by 50 

basis points. This expansion of 
spreads is impacted in part by 
financial institutions’ hesitation 
to lower rates significantly under 

the psychological 3% threshold, 
which in essence became an  
unofficial ‘floor’ on these rates. 
However, once rates start to 

creep upward, it is reasonable to 
assume that the additional spread 
created by today’s low rates 
would start to disappear as 

spreads return to historical 
norms. If this occurs, then we 
may not see an improvement in 
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the operating environment (as 
measured by the rate on 30 year 

fixed mortgages) until after the 
first 50 basis point increase in the 
10 year Treasury. With our  
projection of a 1.25% 10 year 

Treasury rate in 12 months, it 
could take a full year for that  
additional 50 basis point spread  
to dissipate and mortgage rates  

to rise.   

From a balance sheet management 
perspective, the change in Fed 
policy has provided additional  

reassurance of the validity of 
holding longer term, fixed rate 
assets in portfolio. High quality 5 
year CRE rates, for example, near 

historically low levels of 3% may 
make one skittish; however, with 
the Fed on hold for at least two 

years, likely followed by a slow, 
measured pace of increases, lower 
cost shorter-term funding in the 
next 5 years should drive profitable 

spreads. In addition, with the  
alternative being 5 basis point Fed 
deposits or roughly 1.25%  
mortgage-backed securities, a 5 

year CRE deal at 3% looks  
relatively attractive. 

Moving Forward  

The path of recovery is really all 

about COVID, and the pace at 
which a potential vaccine is  
widely available and accepted by 
the public. To date, the recovery 

has been very uneven, with certain 
industries in danger of permanent-
ly losing significant capacity -  

restaurants, movie theaters, hotels, 
cruise lines and shopping malls 

are the obvious examples, but it 
may not stop there. In general,  
if you are employed in one of 
those industries not materially  

impacted by the shutdown actions, 
you have fared relatively well, but 
if you are employed in the travel, 
leisure or retail industry, it has 

been a very different result. Dur-
ing the last 6 months, companies 
and employees have figured out  
how to successfully work with a 

blend of onsite and remote  
location platforms. The shift in 
how work is done and the  
organization of corporate  

communities has huge and as of 
yet unknown implications for  
the recovery.   

Moving forward, we believe that 
the U.S. economy will be  
materially affected by this more 
permanent longer-term shift away 

from condensed urban-centric 
workforces to more of a combined 
traditional corporate office / home 
office structure. As a result, we 

are likely to see companies  
occupy space differently in cities, 
and with employees working with 
this blend, moving to more  

accommodative lifestyle  
locations, possibly out of relative-
ly more expensive city centered 
real estate. This will impact  

commercial and residential real 
estate in many areas, as well as 
the businesses that support these 

areas, such as local  
restaurants, services, and retail.  

We have seen some early  
evidence of this already, with 
housing prices declining slightly 
in some of the larger metro areas.  

In New York City, for example, 
median apartment rental prices 
declined 4% in August, while the 
number of empty units jumped to 

more than 15,000, up from 5,600  
a year ago, leaving total empty 
apartments at an all-time high 
since the data was initially tracked 

14 years ago (data from CNBC, 
September 10, 2020). 

Although we believe this is likely 
to become a longer-term trend, 

history tells us that in the more 
desirable (and often expensive) 
locations, such as New York City, 

demand does rebound, though 
with new and innovative trends 
that can alter how real estate is 
developed and managed.  It is yet 

to be seen how this trend will  
impact more suburban areas in 
which community banks reside, 
though the initial feedback  

suggests that these communities, 
with untapped capacity and  
lifestyle opportunity, are being 
‘rediscovered’ after many years of 

being ‘hidden in plain sight’.   

 

ECONOMIC ENVIRONMENT 
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FIXED INCOME STRATEGY 

Looking forward to 2021 

For this quarter’s ADVISOR, we 
are focusing our attention on  
several key themes or topics 
which investors are grappling with 

when managing a fixed income 
portfolio. These themes capture, 
we believe, the important  
elements that characterize today’s 

economic climate and related rate 
environment, and the impact of 
these elements on investment 
strategy. As 2020 comes to a 

close, most institutions are feeling 
comfortable and in some cases, 
pleasantly surprised with likely 
2020 performance results. The 

additional income received from 
participation in the various  
government stimulus programs, 

along with a materially lower  
liability cost structure, are two 
dynamics which have contributed 
to profitability. In addition,  

historically rich loan sale gains 
have provided lift to bank income  
statements. At the onset of the 
COVID-driven economic  

shutdown, a view that credit hits 
would be large and frequent was a 
dominant worry for 2020 – but 
did not occur. Various strategies 

to provide the borrower breathing 

room have pushed forward  
potential negative credit events 

into 2021. Thus, senior manage-
ment teams are expecting 2021 
and 2022 to be a more difficult 
operating environment as  

potential loan problems surface, 
an unprecedented low rate  
environment drives continued  
decline in asset yields, and the 

incremental benefit of lowering 
cost of funds is less since this  
value has been effectively fully 
realized through actions taken  

in 2020. With this backdrop  
then, the following are themes 
which we believe must be  
incorporated into all fixed  

income investment decisions. 

Cash is high, rates are low  

Without question, the current  

levels of cash which so many 
community based institutions are 
holding are at historic highs.  

Initially, there was an expectation 
that as deposit rates were aggres-

sively lowered, funds would be 
withdrawn for more attractive 
yield alternatives. This has not  
occurred. To the contrary, not only 

did depositors leave funds with the 
institution, perhaps moving from 
one deposit category to another, 
but they also added new stimulus 

related funds. In addition, due to 
COVID, consumers have generally 
spent less and saved more.  

Yields on cash management  

alternatives are barely reaching 10 
basis points, and suitable fixed  
income investment alternatives are 
less than 175 basis points at best, 

with historically long final  
maturities and related duration  
calculations. Thus, a question that 

is being asked is, “Are we better 
off staying in cash and waiting this 
out versus taking the “risk” of  
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investing at these historically low 
rates? Will we be “stuck” with an 

investment that may look good 
today and not so good tomorrow 
– when rates rise and the  
investment is yielding below  

market and priced under water?” 

If one were able to determine 
with some degree of certainty, not 
just when the yield curve would 

rise but also how the shape of the 
curve would shift, holding these 
historically high levels of cash 
could make sense. However, this 

level of certainty does not exist 
given so many unknowns currently 
clouding economic forecasting 
and therefore, rate projections.  

An extended period of low rates, 
which most would argue the Fed 
has all but guaranteed on the short 

end, and which we see as likely 
for the next several years on the 
longer end, will continue to  
ensure a negative spread on cash 

held. With average cost of  
funding approaching 35 or 40  
basis points for example, a  
negative carry on 10 million  

dollars earning 10 basis points 
creates a $30,000 cost per 10  
million of cash, per year. If after  
3 years, a $30 million balance 

was kept in cash versus being put 
to work, then $270,000 of  
unearned interest will have been 
forfeited.  This then adds a high 

bar to any future investment made 
when rates are higher in order to 
make up for the lack of income 

(insurance premium paid) to  
prevent having invested when  

rates were low and locking in a  
low yield/price. This again would  
assume the investor is able to  
determine the buy in point,  

when rates have “risen enough”  
to begin investing. 

But cash is not static, it is fluid.  
Financial institution balance sheets 

have movement: investments  
mature, loans pay off, deposits  
increase. Managing historically 
high cash levels particularly in this 

historically low rate environment 
also must incorporate current and 
expected cashflows that would  
expand already high cash balances.  

A complicating factor to the  
already challenging mix of high 
cash and low rates is dramatically 

increased cashflow that is coming 
into the institution as elevated 
mortgage refinance activity  
continues.    

Running fast to stay  
still (Hopefully)  

As important a consideration as 
the true cost of carrying cash,  
anticipating and reinvesting  
cashflows from the investment 

portfolio is a focus which will be 
critical for the coming years.  
Understanding the range of  
cashflow activity that may occur 

in this environment will help 
gauge the necessary size and scope 
of the investment portfolio with a  
dynamic, forward looking focus. 

Risk/return assessment on the 
portfolio as a whole, not just at a 
security level, can only be  
employed when one has an  

understanding of the “what ifs” 
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in previous environments?” and 
“Are they reflecting an attractive 

level?” Today, we would argue 
that given spreads, current rates 
and economic environment, and 
lack of visibility into the future, 

we would avoid credit risk as an  
investment alternative. For  
example, medium term corporate 
bonds provide minimal additional 

spread over a comparable Agency 
security, but do carry credit risk 
of varying degree. Investors need 
to feel adequately compensated 

for accepting that additional  
credit risk, but given current  
market conditions, that is not 
the case.  

In addition, we do not see appro-
priate levels of compensation for 
investing in certain types of  

longer maturity alternatives.  
What we do favor currently are 
those investment alternatives that 
avoid credit risk while providing 

cashflow that can be reinvested at 
higher prevailing market rates 
should the economy improve in 
the medium term (once the Fed 

starts to raise rates). To that end, 
for example, we prefer  
cashflowing Agency mortgage-
backed securities rather than 10 

year maturity Agency callables. 
Although the MBS have longer 
final maturities, historically fast 
prepay speeds lower the weighted 

average lives to levels that can be 
considerably less than that of a 
longer-term, fixed rate Agency 

callable bond with a shorter stated 
final maturity.   

One final area of focus given the 
current fixed income climate is the 
question of when, or if, to sell a 
security and realize a gain. On the 

one hand, historically high  
levels of liquidity would argue for 
moving money out of cash and 
into higher yielding assets, as  

opposed to selling assets that will 
just generate additional, unneeded 
cash. However, given current fast 
prepayment speeds, selling an 

MBS with a gain may be  
preferable to allowing the bond to 
quickly pay down while watching 
the gain slip away, unrealized.  

Similar in theory to the compensa-
tion required to accept credit risk, 
the investor must be adequately 

compensated to sell a bond with an 
above market coupon. If the  
proceeds can be redirected into the 
loan portfolio, the pick-up in yield 

is generally significant. However, 
if the proceeds will sit in cash, 
then the gains could be offset 
quickly through negative carry 

while sitting in cash. 

related to how a portfolio may  
behave, and therefore perform.  

Thus, when looking at not just 
what to invest in but also how 
much, current strategy should  
include likely cash inflows going 

forward. One strategy may  
therefore include investing a 
more significant amount of  
current cash held given the  

likelihood of inflows boosting 
liquidity due to faster than normal 
prepay speeds. 

Willing to take a risk, but 
which risk? 

As we all know, investing in 
fixed income securities, like any 
asset alternative, is reliant upon 

the ability to quantify risk and 
assess the value/fairness of the 
corresponding return. This is 

done in a variety of ways when 
analyzing risks such as credit, 
maturity, concentration,  
optionality, and price. One  

primary calculation of risk/return 
is to see how much spread is  
received for one alternative  
versus another, using a risk free 

return as a baseline. This  
comparison of relative spread can 
also be viewed in the context of 
history: “How do these spreads 

compare to previous spreads and 
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The only game in town 

Most would agree that it has been 

an unprecedented year, with a 

global pandemic, a government 

induced recession (mandated  

economic shutdown), heightened 

social unrest and now an upcom-

ing election where we may not 

know the final results on Election 

Day. Yet, equities continue to  

rebound despite record levels of 

new COVID-19 infections. 

A number of strategists have been 
writing about which party would 
be better for the equity markets, 

with many believing a “blue 
wave” of Democrat victories 
would be more beneficial.  

Supporting these views are an  
associated expectation of an  
expansion of fiscal policy, i.e. 
more stimulus, reduced risk of 

new trade tensions, and perhaps 
only delayed or targeted tax hikes. 
Market behavior does seem to be 
pricing in a Biden win with a blue 

wave and all the potential policy 
implications. However, keep in 
mind that nothing is certain here 
and regardless of your viewpoint, 

history has shown that betting on 
election outcomes is a risky  

strategy. What is interesting is 
that regardless of a sitting  

president’s party affiliation, an  
improving and strong economy 
during that period is positive for 
risk assets such as equities. For  

example, $10,000 invested in 
1900 would have grown to more 
than $4.2 million today, with the 
money invested in the market the 

entire time, given both political 
parties have held the president’s 
office. 

An eye on the recovery 

The economic recovery remains 
the key driver for earnings recov-
ery. Economic activity has been 
recovering from trough levels 

and data has surprised to the  
upside. The Unemployment Rate 
dropped to 7.9% in September, 

well below earlier predictions of 
above 10% for the remainder of 
the year. According to the U.S. 

Labor Department, the economy 
has added back more than 10  

million jobs since April. Global 
manufacturing continues to  
recuperate losses from the  
shutdown, with the global  

manufacturing PMI increasing  
for the fifth consecutive month 
and exhibiting expansion for the 
third straight month. Based on 

Ned Davis Research, the latest 
reading in the PMI is historically 
consistent with 3.3% annual  
global industrial production 

growth. The recovery in manu-
facturing however, is in contrast 
to the larger service sector, which 
has been decimated. Although the 

recovery will differ across the 
sectors, second-quarter is likely 
to be the trough of the recession, 

with improvements through the 
end of this year and next. The 
final reading for second quarter 
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GDP was -31.4%, and the Atlanta 
Fed GDP forecast is calling for a 

34.6% rebound in the third quarter. 
The Federal Reserve forecasts a 
6.5% GDP decline in 2020, a 5% 
rebound in 2021 and above-trend 

growth of 3.5% in 2022. These  
estimates support our view that 
earnings recovery is underway and 
will continue into the coming year. 

Near-term pressures 

Despite our long-term positive view 
on the equity market, there are some 
developments that warrant monitor-

ing. We expect the fourth quarter to 
be just as eventful with flu season in 
play, on-going job recovery facing 
some headwinds, and the potential 

for a contested election. Investors 
should be prepared to ride out any 
volatility over the next few months. 

Stay Vigilant 

Flu season is underway, and this 
year the continuing coronavirus 
pandemic will complicate the  

picture. Both the flu and COVID-19 
are spread through infected  
droplets and particles in the air and 
COVID-19 in particular is highly  

contagious. With the colder months 
ahead, people will gather more  
inside, and may relax mask wearing 
and social distancing, causing a  

second wave of cases across the 
U.S. The rising infection rates in 

Europe have recently caught the 
market’s attention. Europe has 
now passed the U.S. in new cases, 
with cities across the continent 

cracking down on social indoor 
gatherings and enforcing local 
shutdowns. If this becomes  
necessary in the U.S., economic 

activity could see a significant 
setback. But there's also a  
scenario in which the efforts  
being taken to mitigate the spread 

of the coronavirus will help keep 
the flu at bay.  

More fiscal stimulus needed 

The service sector has fared much 

worse in terms of job losses, and 
the recovery has been much  
slower and more fragile.  

According to the U.S. Bureau of 
Labor Statistics, since April,  
leisure and hospitality has  

recovered 4.5 million jobs.  
However, employment is still 3.8 

million lower than its peak in 
February. Employment in food 
service and bars added 3.8  
million jobs since April but is 

still 2.3 million lower than in 
February. As per Fed Chair  
Jerome Powell’s speech, the  
current expansion is far from 

complete. Too little support 
would lead to a weak recovery, 
creating unnecessary hardship 
for households and businesses. 

Workers and companies that had 
been kept afloat by the first 
round of fiscal stimulus may be 
facing an economic dire situation 

as restaurants struggle with  
winter restrictions and airlines 
struggle to survive through the 

pandemic. In regards to a stimu-
lus bill, we do expect another 
relief package but the uncertainty 

EQUITY STRATEGY 
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in the timing will keep market 
volatility elevated. 

Election Jinx 

What are the implications for a 
contested election that extends 
uncertainty well past November 

3rd? This seems like a risk that 
the market is aware of, but has 
not fully grasped, as a disputed 
election without a clear outcome 

in the days following November 
3rd would cause fear in investors 
and the general public. There is a 
high probability of this scenario 

given that each state has its own 
election guidelines, and many do 
not start counting mail in ballots 
until Election Day. According to 

Pew Research Center, mail-in 
ballots accounted for just over 
half of this year’s primary votes 

cast in 37 states. This trend is 
likely to remain for the presiden-
tial election given the ongoing 
pandemic. Additionally, given 

that a disproportionately high 
number of Democrats are  
expected to vote by mail relative 
to Republicans, it is possible that 

the results on election night will 
appear to indicate a Trump win 
initially, and possibly change as 
the mail in ballots are counted.  

It started with a  
health crisis 

Since the equity market  
bottomed in March, we have 

made significant progress in  
testing, treatments and potential 

vaccines. For example, Abbott 
Labs expects to be able to produce 

50 million rapid tests per month, 
and as a result, United Airlines is 
offering to utilize this test for  
customers flying from San  

Francisco to Hawaii. If successful, 
the tests could be rolled out to 
passengers across flights  
nationwide. Since peaking,  

death rates have decreased due to 
better treatments while the burden 
of the infection has shifted from 
older to younger age groups  

(18-29 years old).  

Vaccines have made good  
progress as well. Despite some 
setbacks for companies in their 

late stage clinical trials, an  
approved vaccine looks possible 
by the end of the year or early 

next year. 

As we progress through the fourth 
quarter, investors are torn between 
the positive data and the  

uncertainties that lie ahead. For all 
years since 1980, the S&P 500 has 
averaged a cumulative 2.9% gain 
(before dividends) for November 

and December. In presidential 
election years, that two month 
gain drops to 1.5%. While  
markets remain dependent upon 

fighting the virus and government 
support, it is a bull market until 
proven otherwise. 
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Last quarter’s ADVISOR focused 
on the transition from crisis  

management to the “new normal” 
after an unprecedented level of 
growth for most community banks 
during Q2. We also discussed how 

to navigate through all the growth 
“noise” created by both the PPP 
process and increased deposit 
growth. As banks begin the budget 

process, do we know anything more 
than we did three months ago?  
How should banks plan for 2021? 
What are some of the key ALM  

issues for consideration moving 
forward? 

Liquidity remains elevated for 
most community banks 

Entering Q4, liquidity remained  
elevated within the community 
banking system. This was due to a 
combination of several factors  
including increased residential 
mortgage refinancing activity, PPP 
loan proceeds deposited in banks, 
and higher retail deposit balances  
as consumer spending waned  
despite receipt of stimulus funds. 
Many were forecasting that elevated  
deposit levels would have subsided 
by now as PPP funds were used 
and/or consumers shifted from 
“flight to safety” back to normal.  
The concern and growing risk is 

that these funds are not going to 
leave banks as originally hoped. 
Consumer savings levels remain 
much higher than historical levels, 
while spending is still limited due 
to higher unemployment and only  
partial re-opening of the economy. 
As winter approaches and activity 
shifts back indoors, will spending 
slow and cause further escalation of 
deposits? On the business side,  
anecdotal evidence suggests many 
PPP recipients were able to meet 
“forgiveness” criteria without  
exhausting the actual loan proceeds.  
At this point, if businesses were  
going to use the proceeds they 
would have already. This implies if 
business deposits remain elevated 
from the initial surge, they are not 
going to leave even if a blanket  
forgiveness is forthcoming. Over 
time these funds may need to be 
used for ongoing concern purposes 
in a COVID economy but this  
remains an unknown.  

What to do with your  
excess liquidity? 

While holding excess liquidity  
during Q3 was prudent, continua-
tion of this strategy may, if not  
already, begin to negatively impact 
earnings. Some banks paid down 
term wholesale funding to mitigate  
excess liquidity, while others  
redeployed into bonds for an  
incremental yield enhancement  
despite historically low market 
rates. In addition, some community 
banks which benefitted in the short 
term from selling residential  

mortgages are now reconsidering 
this strategy given the potential  
persistence of excess liquidity. 
How aggressive banks should be 
in utilizing liquidity may depend 
on your individual earnings  
performance levels, as it is easier 
to be patient when earnings are 
strong. Those already experienc-
ing NIM% pressure or elevated 
non-interest expense levels may 
not have the luxury of patience.   

Budget process 

This year more than ever, make 
sure to factor in contingencies 
when budgeting. For example, 
strong current earnings related to 
loan sale gains and/or PPP fees 
may not be there by Q2 2021. 
Those with PPP loans should see 
liquidity grow further from  
current levels, while another 
round of stimulus checks in an 
economy with limited spending 
options may cause further deposit 
inflows. Will loan demand  
weaken? Will banks be willing to 
lend if credit quality is deteriorat-
ing in existing portfolios? EPG 
has previously recommended that 
clients increase loan loss reserve 
levels this year in anticipation of 
potential 2021 problems. This  
tactic also minimizes the risk of 
being negatively impacted by two 
forces in 2021: credit deteriora-
tion and NIM% compression. 

Expect NIM% compression as 
2021 progresses 

NIM% has been volatile in 2020 
given the dramatic market rate 
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drop, subsequent deposit rate cuts, 
and impact from PPP. As things 

normalize into 2021, the NIM% 
compression trend is likely to  
return. Why? Market rates are  
historically low, and the Fed is not 

expected to raise rates for several 
years, certainly not in 2021.  
Refinancing levels remain  
extremely elevated while excess 

liquidity may persist, and the 
combination of these factors will 
continue to grind asset yields  
lower. Every day a new loan is 

made, the portfolio yield will fall. 
How significant the asset yield 
decline will be may be unknown, 
but the direction is not. Conversely, 

funding costs should not fall to 
the same extent. As most  
non-maturity deposit product rate 

cuts will have been played out in 
2020, there is little, if any,  
capacity to cut further for most 
banks. Term funding costs are 

currently falling significantly as 
maturities roll in 2020. Most 
banks have minimal remaining 
term maturities next year,  

particularly in the second half of 
2021. This implies that as the year 
progresses, NIM% should  
compress as asset yields grind 

lower while funding costs 
stabilize.   

What to do? 

Be realistic about NIM% expecta-
tions.  Make sure the LLR is taken 
care of in 2020. Unless you have 

and continue to expect above  
average earnings, being defensive 
with excess liquidity will likely 
cause underperformance. Waiting 
out the Fed and the potential for 
higher rates is not recommended 
unless your unique circumstances 
mitigate the impact. In an  
environment with potentially  
sluggish growth and asset yield 
compression, reducing funding 
costs is paramount. The longer we 
persist with historically low rates 
(1yr? 2yrs? 5yrs?) the more 
NIM% pressure banks will face. 
Why lag non-maturity deposit rate 
cuts? Take advantage of remain-
ing capacity to cut rates early in 
2021.  Bank deposit rates are  
likely to reach new lows during 
this cycle so why wait, particularly 
if you have excess/elevated  
liquidity. Deposits continue to 
grow despite lower rates, but if 
that changes, there is plenty of 
wholesale funding available at 
cheaper levels than most bank 
MMDA and CD rates.   

For residential lenders, holding 

additional fixed rate mortgages in 
portfolio at current market rates is 
recommended. Interest income 

earned over the next few years 
will outperform the benefit of one 
time loan sale gains. Interest rate 
risk should be managed rather 

than avoided, as banks will likely 
not have to worry about rising 
rates for a few years at least.  
Exceptions to portfolio retention 

can be made if CRE growth is 
strong, liquidity is tight, or deposit 

growth is lacking. Residential 
FRM portfolio stability/growth 
may be more important for those 
needing to cover increasing  

overhead expenses. In these  
circumstances, FRM growth  
to avoid asset shrinkage is  
especially important. 

Opportunities exist to acquire 
wholesale funding at extremely 
low rates, but be careful over  
extending term despite the  
apparent attractiveness, as rates 
could actually go lower and/or 
negative. To avoid this risk, utilize 
putable broker term funding to 
both extend duration for interest 
rate risk hedging as well as retain  
ultimate flexibility to retire the 
funds if needed. Should rates fall 
and/or excess liquidity build  
further, putable broker CDs  
provide a viable exit strategy 
while also protecting against  
rising rates. The premium over 
comparable bullet terms is  
averaging only 5 basis points for  
3-6 year funding. This implies a 
bank could construct a laddered 
term portfolio with maximum 
flexibility at a cost in the 50 basis 
point range. 
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