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ECONOMIC ENVIRONMENT

Is the Economy Improving Too
Quickly?

In very short order, it feels like the
U.S. economy morphed from pan-
demic-induced shutdown to raging
growth that is straining our ability
to meet consumer demand. After
being forcibly shut-in for over a
year, people want to make up for
lost time, with strong demand for
travel, cars, and housing, as well as
everyday items such as new clothes
or going out for dinner. The job
market has been strong, but not
strong enough to soak up all the
openings.  Currently,
roughly 9.5 million unemployed

there are

people in the U.S. with 9.2 million
available jobs, and if those could be
matched, then problem effectively
solved. However, job seekers are re-
fusing to accept jobs and wages they
likely would have snapped up pre-
pandemic. This is most pronounced at
the lower end of the wage scale, result-
ing in restaurants being unable to fill
positions, to the point of only being
able to offer drive-through services at
many locations. To this point, you
may have noticed the story about a
Burger King in Nebraska where all the
employees walked out, but not before
updating the marquee sign to read “We
all quit... Sorry for the inconven-
ience.” Employees have never had this

type of leverage and power.

EPG RATE FORECAST
July 2021

MARKET Actual (%) Projected (%) Yri A Projected (%) Y2 A

RATE 6/30/2021 6/30/2022 6/30/2023
FedFunds 0.25 0.25 0.00 0.75 0.50
Prime 3.25 3.25 0.00 3.75 0.50
3mthTsy 0.05 0.18 0.13 0.50 0.32
G6mthTsy 0.06 0.23 0.17 0.60 0.37
1yrTsy 0.07 0.43 0.36 0.75 0.32
2yrTsy 0.25 0.63 0.38 1.00 0.37
3yrTsy 0.46 0.85 0.39 1.25 0.40
SyrTsy 0.87 1.35 0.48 1.80 0.45
10yrTsy 1.45 2.13 0.68 2.75 0.62
30yrTsy 2.06 2.75 0.69 3.25 0.50

RATE OUTLOOK DESCRIPTION:
This represents EPG’s current view of interest rates.
Depending on the actual timing of the ALM meeting, the forecast may be altered and/or updated.
For the most accurate current rate forecast, please call EPG, Inc. at (781) 235-2666.

Inflation

The impact of the rapid economic ac-
celeration can be seen in a number of
specific areas (cars, housing, etc.), as
well as in the overall inflation metrics
utilized by investors and the Fed to
gauge pricing pressure. Headline CPI
(Consumer Price Index) has trended
higher each month in 2021, from 1.4%
in January to 1.7% in February, 2.6%
in March, 4.2% in April, 5% in May
and finally 5.4% in June. It should be
noted, however, that what the Fed calls
‘base effects’ really do matter, as these
year-over-year increases compare to
when the economy was shut down dur-
ing the height of the pandemic.
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In certain areas, price increases have
been significant, as well as headline-
grabbing based on the outsized
moves in a short amount of time.
Lumber, for example, reached an all-
time high on May 7" as the price shot
up dramatically starting in January,
driven by tight supply and strong
homebuilder demand, combined with
a dose of speculative trading. How-
ever, as these issues eased, the price
plunged just as sharply as it rose,
falling 40% in June, leaving the price
down 18% overall in 2021. For peo-
ple looking for evidence of the Fed’s
‘transitory’ inflation, this fits the bill
perfectly, and can likely be used as
an example of how prices may mod-
erate in other hot sectors, such as
cars. Prices for used cars, specifical-
ly, have increased steadily this year,
with gains of 10% in April, 7.3% in
May and 10.5% in June (information
from Slate.com), driven by the much-
publicized shortage of microchips
hampering new vehicle manufactur-
ing. As a result of not being able to
build new cars, demand has shot up
for used ones as people look to re-
place vehicles after putting off pur-

like lumber, but for different reasons,
the recent rapid increase in prices will
likely correct at some point and return
to some sense of normalcy, allowing
this blip in prices to be deemed
‘transitory’.

Prices for other high demand items,
such as air travel and hotel rooms,
have increased quite a bit as well, but
are not as concerning as the percentage
increases would lead one to believe.
The increase in airfares (10% in April,
then 7% in May) was driven largely by
a lack of pilots, causing airlines to can-
cel routes exactly when people want to
start traveling again. Over time, air-
lines should hire additional pilots to
meet increased demand, causing prices
to moderate. Although these may seem
like large increases, airfares remain
below 2019 levels, and a lack of busi-
ness and international travel (so far)
should keep prices in check for the
near future.

ECONOMIC ENVIRONMENT

Interest Rate Forecast

Implicit within our interest rate
forecast is the assumption that the
Fed is correct about inflation, that it
will indeed be transitory. However,
transitory does not mean nonexist-
ent, so even though the 10-year
Treasury has rallied significantly
lately, pushing the yield down to
1.30%, we believe the yield is likely
to rise through the remainder of
2021 ending the year closer to
1.75%. Further down the road, the
10-year yield is projected to rise to
roughly 2.50% by the end of 2022,
then to 2.75% by mid-2023. The
Fed is likely on hold through 2022,
raising the Funds rate 25 basis
points in the first quarter of 2023,
then moderately boosting rates by
25 basis points per quarter for about
This is a bit
quicker than the Fed’s most recent

the next two years.

dot plot expectations of two hikes
by the end of 2023, as we feel the

US Inflation

Jan07 Jan-08 Jan-09 Jan-10 Jan-11 Jan-12 Jan-13 Jan-14 Jan-15 Jen-16 Jan-17 Jan-18 Jan-19 Jan-20 Jan-21
wenore (Pl emmCore PCE  wes=Headline Inflation e=—=Wages -~ Fed Target = 2.00%
Latest M. Mini ge 2021 Avg.
4.00 252
339 241
5.40 338
3.60 3.45

chases over the last year. Will the
shortage of component parts last for-
ever? Assuming not, then production

0.60 Oct-10
093 Dec-10
-2.10 Jul-09

030 Apr-21

191
1.64
187
2.70

May-21
May-21
Jul-08

Apr-20

4.00
339
5.60
8.00

Core CPI (6/30/21)
Core PCE (5/31/21)
Headline (6/30/21)
Wage Growth (6/30/21)

will ramp up eventually, allowing
people to buy new cars, reducing the
So,

pricing pressure on use d cars Headline inflation at more than 12 year high

Third Quarter 2021 Page 2




ECONOMIC ENVIRONMENT

Fed will be forced to tighten faster
than they expect due to a combina-
tion of continued economic growth,
declining unemployment with corre-
sponding wage growth and moderate
overall pricing pressure. Rates at the
shorter end of the curve will be held
in check by the Funds rate but could
begin to move in mid-2022 in antici-
pation of Fed tightening.

The big question at this point is the
following: Why is the 10-year yield
so low, given the current inflation
numbers and expected strong econom-
ic growth as we exit the pandemic?
The answer is a combination of fac-
tors, including:

So far, the
market is buying what the Fed is

o Transitory inflation:

selling regarding inflation. Howev-
er, if that changes, rates could
move very quickly.

o Fed asset purchases: As long as the
Fed keeps buying, yields at the
longer-end of the curve will contin-
ue to be pressured lower. When
the Fed tapers, likely in early 2022,
this pressure will start to decline.

e Delta variant: The constant threat
of a resurgence of COVID through
a potentially more potent variant is
enough to apply significant pres-
sure to longer rates.

e Industry liqgurdity: With continued
excess liquidity in the banking sys-
tem, the hunt for yield forces long-
er-term rates lower.

What Could Change the Outlook?

The obvious answer to this question
1s entrenched inflation. In this case,
we could see a rapid increase in long-
er-term interest rates, potentially re-
sulting in a combination of any of
these items:

e An accelerated rise in the Fed
Funds rate as the Fed plays catch-
up and is forced to act more ag-
gressively than they have in recent
tightening cycles.

e A rapid rise in mortgage rates, re-
sulting 1n a corresponding decline
in housing values.

o A sharp sell-off in equities as in-
vestors jump to much higher yield-
1ng Treasuries.

o Higher prices on many good and
services, triggering a decline in
consumer spending, which ac-

counts for about 2/3 of economic

activity.

However, the Fed has essentially bet
the economy and its reputation on its
position, so they will likely do what-
ever is necessary to avoid entrenched
inflation.

There is a potential other scenario,
where economic growth falters sig-
nificantly due to the COVID resur-
gence, resulting in rates that decline
and remain low for an extended peri-
od. Although we do not believe this
is a likely scenario, it deserves con-
sideration based on the continued
vaccine hesitancy in certain parts of

the country. In this case, we could be
looking at the ‘tale of two Americas’
in which the vaccinated portions con-
tinue to enjoy the freedoms of an
open economy while other areas
grapple with increasing caseloads, a
strained medical system and re-
strictions on daily activity. This bol-
sters the argument to boost vaccina-
tion acceptance through additional
incentives as needed. @
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FIXED INCOME STRATEGY

Pressure on the Net Interest

Margin Continues

As we enter the second half of the
year, we find ourselves assessing the
current state of the fixed income mar-
kets and what opportunities they pro-
vide the community based financial
institution investor. These opportuni-
ties are being assessed based on a
number of objectives and understand-
ings, including the following:

e Securing a spread which is suffi-
cient over the corresponding cost
of funds over 3 years and beyond.

o A need to put cash to work to help
minimize the erosion of the net
Interest margin as low yielding
cash balances pull down profita-
bility.

o An acknowledgement that an inte-
grated approach to Interest rate
risk can use a variety of strategies
to meet the challenge of rising
rates, as opposed to simply stay-
ing in cash or ivesting “short” .

FIXED INCOME STRATEGY

Concerns of Deposit Behaviors
Tomorrow Continue to Drive
Fixed Income Strategies Today

Almost all market participants ex-
pect interest rates to rise in the com-
ing several years, with the yield
curve steepening as longer rates
move upward to reflect a growing
and robust economic recovery with
corresponding inflationary pressures,
while the short end of the curve re-
mains at relatively low levels, heavi-
ly influenced by the Fed. However,
if the consensus view is for rising
rates, why are investors not “staying
on the sidelines” and what is sup-
porting the strong and unprecedented
flows invest-

into fixed income

ments?

For community based financial insti-
tutions, the current state of the liabil-
ity side of the balance sheet, along

with expectations 1-3 years out is cre-
ating pressure to invest. Elevated
cash balances persist, fueled by stim-
ulus dollars deposited into non ma-
turity accounts by both retail and
While lending
activity is expected to utilize a portion

business customers.

of these deposit balances, cashflow
from the existing asset base combined
with a possible wholesale funding
strategy (as part of managing interest
rate risk), is expected to keep this uti-
lization level from materially shrink-
ing cash balances to comfortable lev-
els.

More specifically, fixed income in-
vestment strategy is being developed
based on assumptions as to the behav-
ior of these non-maturity depositors
and how they intend to utilize the bil-
lions of dollars currently held in their
deposit accounts. These deposits and
the reasons such deposit levels exist

Historical Treasury Yields

WS,

Jul-19  Sep-19 Now-19 Jan-20 Mar-20 May-20 Jul-20 Sep-20 Nov-20 Jan-2l Mar-21 May-21

Latest [July-21)
2 Year 021
S Year 077
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Curve steepens in 2021 as Syr/10yr yields rise while 2yr remains relatively flat
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FIXED INCOME STRATEGY

are new and unprecedented and as a
result, it is difficult, if not impossi-
ble, to create assumptions that pro-
vide a degree of certainty as to how
deposits will behave as rates rise and
the competitive environment shifts.

Excessive cash balances are expected
to continue through this year and
into next and therefore contribute to
continued earnings pressure. This is
a shift from a view held at the begin-
ning of the year where many under-
standably believed robust and un-
precedented loan activity would help
“right size” inflated cash levels as
refi activity slowed as rates rose and
housing and business activity re-
bounded. While activity was strong,
so was the inflow of deposits as con-
tinued stimulus programs and sav-
ings behavior more than replaced
any dollars used to fund loan de-
mand. This can certainly be seen in
the historically low loan to asset rati-
os that so many institutions are expe-
riencing. This is the backdrop that
most community based financial in-
stitutions experienced, which caused
historically high fixed income in-
vesting activity, even at a time when
interest rates were low and spreads
tight.
der to generate income and offset the
sizable negative margin pressure be-
came the primary directive for fixed

“Putting cash to work™ in or-

income investing.

Is Now the Time to Pause
Additional Bond Investing?

With rates still near historic lows, the
economy improving and stimulus in-
flows effectively over, is now the time
to pause investing and wait for depos-
its to shrink, loan demand to pick up,
and rates to rise? When looking at
fixed income strategy, the drivers of
contributing to institution profitability
today while anticipating possible
changing balance sheet and environ-
mental factors tomorrow are at the
core. Understanding that once all
lending opportunities are fully ex-
hausted, the lack of earnings on excess
cash is too great a drag on profitability
to not “put the cash to work” with
bonds. Pausing investment in the an-
ticipation of higher rates and wider
spreads over the long term is “placing
a bet” on a number of assumptions
coming to fruition that few, if any can
These

bets could include an expectation of

foresee in this environment.

materially higher rates occurring soon-
er rather than later, deposit outflows
driven by increased consumer spend-
ing or a material increase in net loan
demand. While some or all of these
alternatives may occur, foregoing ac-
cretive earnings while waiting for the
“right time” can be an expensive strat-
egy and counter to the performance
goals of the institution. Rarely do all
elements of any outlook come to pass
as expected.

Continue Investing with a Wide
Range of View

Rather, continuing a strategy of con-
sistent bond investing to build a port-
folio that anticipates a variety of fu-
ture “what if” scenarios is the recom-
mended course of action for to-
day. These scenarios relate to how
influences on the portfolio could
change. Dynamics such as the most
likely movement of rates over the
coming years, the future spread rela-
tionships between the portfolio and
corresponding cost of funding, and
projected future cashflow behavior
are important components of any
analysis of risk and return. Investing
in fixed income alternatives that ad-
dress these “what if” environments is
critical, and achieved through contin-
ual analysis of the component securi-
ties as well as the overall portfolio.
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EQUITY STRATEGY
Prepare for Landing

There is no doubt that the economy is
running hot, with first quarter GDP
growing at an annual rate of 6.4%,
and according to the Atlanta Fed’s
latest forecast, GDP growth for the
second quarter is estimated to be
7.5%. Corporate earnings have fol-
lowed suit, with companies in the
S&P 500 reporting QI
growth of 52.5%.
Factset, the second quarter is ex-

earnings
According to

pected to be even higher with estimat-
ed earnings growth of 64%, which
should set a peak before settling
down.

The current economic recovery is like
no other. Pent-up demand, high levels
of consumer savings and a hot hous-
ing market have helped fuel a faster
recovery than in previous recessions.
We have experienced massive injec-
tions of stimulus, which has success-
fully bridged the economy through
the pandemic. But as the saying goes
“what goes up must come down” and
this is no exception. As we pass the
peak in fiscal spending, monetary
accommodation and private spending,
we expect the economy to transition
to a lower but more self-sustaining
expansion. Incoming data may be
choppy and markets are likely to ex-

EQUITY STRATEGY

perience bumps along the way, but
nothing to panic about. We are still
in the early stages of an economic
expansion and opportunities still
exist. A high personal savings rate, a
low interest rate environment, an
accommodating Fed and the poten-
tial for additional stimulus should
help usher in a soft landing. As such,
we recommend investors fade near-
term noise and focus on what the
economy will look like as growth
peaks.

Over the Horizon

It is very hard to predict precisely
how the recovery will unfold, but
certain key indicators can provide a
good directional sense of where the
economy may be heading. With con-
sumer spending representing a large
part of GDP, we believe consumer
behavior will be a key component to
economic growth. Second, business
spending is another important com-
ponent in driving economic growth,
something that was missing during
the last economic expansion. Third,
corporate earnings have been excep-
tionally strong but can it continue?
Last, inflation has become a heated
topic and can have a meaningful
impact on profitability.

Consumer Spending to Moderate

The personal savings rate declined
to 12.4% in May from 14.8% the
month before but remains higher
than in February of 2020, when it
was 8.3%. While fiscal stimulus will
end in early September, the elevated

savings rate suggests that consumers
have more room to spend. Recent
data shows consumer spending is
down but this is due to a spending
shift from durable goods to services
as the economy reopens. High
household net worth, soaring home
prices and record stock prices should
support consumption, though it will
moderate from current levels.

A decline in personal incomes in
April after a strong March primarily
reflected a decrease in government
social benefits. Growth in wages
will be an important driver for con-
sumer spending. The good news is
salaries, particularly for lower-wage
workers, have been on the rise as
employers seek to fill jobs in a tight
labor market.

Business Spending

CEO confidence is at its highest lev-
el in 45 years, according to the Con-
ference Board. The index experi-
enced a sharp increase in the first
quarter and further improved in the
second quarter. The measure stands
at 82, the highest level ever recorded
since the measure began in 1976.
Part of the survey gauges expecta-
tions on capital spending, hiring and
wages, which are pointing to very
positive trends. Many businesses are
addressing the rising demand by im-
plementing expansion plans and in-
creased automation. A high level of
cash on corporate balance sheets and
improving cash flows over the past
several years has put corporations in
a solid position.
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Earnings Peak

Second quarter earnings will likely
mark the peak in earnings growth at
64%. Currently, third quarter earnings
growth is estimated to be 24%, with Q4
declining to 18%. Since the start of
2021,
have been revised higher, and was true

consensus earnings estimates

for the first quarter as well as the sec-
ond quarter. Despite the upward revi-
sions for the first quarter, the beat rate
for the S&P 500 companies was over
80% and marked the highest percent-
age reporting a positive EPS surprise
since Factset began tracking this metric
in 2008. However, as the reopening is
fully realized and GDP growth moder-
ates, the magnitude of earnings beat
will subside.

Is Inflation a Problem?

Although inflation has risen signifi-
cantly this year, much of the increase is
due to a jump in used car, airfare and
hotel prices. Airlines and hotel prices
collapsed at the start of the pandemic
so it is not surprising to see higher pric-
es given that the reopening has resulted
in a surge of travelers. Airline prices in
June were 24% higher than a year ago
and hotel prices were up 19% on a year
-over-year basis. So far, most of the
rise in inflation is tied to the reopening,
which may be why the Fed is not con-
cerned.

EQUITY STRATEGY

Supply chain issues are also adding
to the inflation picture. Much of the
global production was shut down or
pared back at the start of the pandem-
ic. Now as the economies around the
world reopen, companies are scram-
bling to meet demand. Once supply
catches up to demand, prices should
moderate. But this could take much
longer than expected.

Wages, another key component of
inflation, have been a concern. Labor
shortages are being impacted mostly
in the leisure and hospitality indus-
tries, and employers are boosting
wages and incentives to attract work-
ers. Wages for leisure and hospitality
workers are up 7% in June since the
beginning of the year. Many believe
the labor shortage will ease in the
months ahead. The combination of
higher wages, school reopening and
unemployment benefits ending in the
fall is expected to bring more people
back to work.

If the labor shortage persists, com-
panies will look to accelerate spend-
ing on automation. The unemploy-
ment rate fell to 3.5% in 2019 and
many companies were having a dif-
ficult time finding skilled laborers.
Spending on automation was al-
ready picking up before the pan-
demic, as businesses increased the
use of Al and robotics and applied
new technologies to cut costs. For
now, businesses are raising prices
and consumers are willing to pay up
after spending a year cooped up at
home. This translates to a healthy
outlook for businesses and strong
earnings should continue. The pro-
spect of a soft landing seems proba-
ble but with some bumps along the
way. Investors should maintain a
long-term view on what future op-
portunities bring as we come down
from peak levels. 4

US Equity Market: S&P Index

Jun-14  Jun-15  Jun-16  Jun-17  Jun-18  Jun-19  Jun-20  Jun-21

Latest
SPX Index 4369.55
Date Jul-21

Maxdimum Minimum 2021 Avg. 2020 Performance
436955
Jul-21

1123.53
Aug-11

4057.88 15.09%

S&P 500 Index trades at record highs
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ALM STRATEGY

Establishing a Decision Frame-
work for Potential Term Funding
Extension

As we enter the second half of 2021,
most community banks still have ele-
vated if not historically high levels of
liquidity. Deposit inflows averaging
about a 20% annualized pace coupled
w/asset payoffs make liquidity ab-
sorption difficult. Market discussion
has shifted from Covid precautions to
inflation and the timing of potential
higher rates. In the interim, many
banks continue to add longer term
assets at historically low rates without
the benefit of the natural hedge pro-
vided by term funding. As we have
discussed previously, funding portfo-
lios continue to shift to increased non
-maturity deposit concentrations and
away from longer term CDs and
wholesale. This increases the uncer-
tainty of potential deposit outflow,
increased costs, and margin pressure
in the future.  The conundrum:
Should we take advantage of histori-
cally cheap term funding? If so, when
and how?

Should We Incur Term Funding?

To answer these three questions, it
may be best to establish a framework
for making the decision based on addi-
tional questions.

e Can we afford more asset growth?

o [s our capital ratio strained?

o What is our current level of over-
night liquidity?

e Do our cashflow forecasts predict
increasing/decreasing liquidity?

o How stable are deposit inflows over
the past year?

o Have we been adding low rate long-
er term assets to the balance sheet?
Wil this continue?

e Did we historically have a longer
term, laddered funding portfolio?

o What is our post Covid earnings
profile without the benefit of PPP
fees and/or stock portfolio gains?

The significant growth most have ex-
perienced over the past 18 months
could make additional funding diffi-
cult unless liquidity subsides through
deposit runoff. The CBLR minimum
increases back to the 9% floor begin-
ning in 2022 for those concerned
about their current ratio. This does not
need to be an obstacle if you are com-
fortable shifting back to the risk-based
capital framework. Some banks may
be trying to remain below the $500
million asset threshold which could
limit additional funding as well. For
those without size or capital re-
strictions, an obvious consideration is
how much liquidity already exists.
Consider liquidity expectations over
the next 6-12 months given likely PPP
loan forgiveness and/or deposit flows.

ALM STRATEGY

Will child care tax credit funds
which started in July further inflate
deposit balances or will consumer
spending finally result in outflows?
Since it is extremely challenging to
predict the latter, it may be more pru-
dent to assess both your 2021 and
2022 earnings profile.

Banks with strong and/or inflated
2021 earnings due to reversed Provi-
sion expense, stock gains, and/or
PPP fees may have more flexibility
to take on additional funding despite
elevated liquidity levels. If you are
ahead of 2021 budget, it is far easier
to incur negative spread funding in
the short-term. It is not too early to
plan ahead for 2022 and beyond, ei-
ther.  The stronger your current
“core” earnings the greater ability to
pay for some insurance now to help
protect your NIM% in future years if
rates are rising.

Another consideration for determin-
ing if you should take down longer
term funding is how much future
IRR exposure exists. This assess-
ment needs to look beyond current
measurement profiles skewed by ele-
vated liquidity. How much exposure
exists without the excess liquidity,
after elevated Non-interest DDA bal-
ances potentially subside, and/or if
assumed historical non-maturity
“beta” sensitivity assumptions prove
to understate risk in the next rising
rate cycle? For those who previously
had established laddered term fund-
ing portfolios, consider the IRR im-
plications without this hedge should
rates eventually rise.
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ALM STRATEGY

Answering all of these questions pro-
vides objective data open to subjective
interpretation depending on your institu-
tion’s goals and overall risk/return com-
fort level. Balancing all of these factors
will likely dictate whether it makes
sense for you to take advantage of attrac-
tive available funding. For those that
determine the opportunity makes sense,
the next steps in the decision framework
involve the implementation phase.

How Should We Take Advantage of
Cheap Term Funding?

It is not recommended to attempt to ex-
tend term funding through retail custom-
er CDs. The likely promotional offering
rates required to entice customers to ex-
tend would be cost prohibitive relative to
available funding in wholesale markets.
It will be much cheaper and easier to
access non-retail funding. This would
also help control the timing, sizing, and
maturity structure of the term funding
taken. This will allow for optimal diver-
sification of liability cashflows and
hedging of IRR.

Recommended maturity ladders should
extend as far as five year terms. Start
with the longest term initially and back
fill using shorter maturities if rates are
rising and the ladder is being created
over time. Ultimately a 2-5 year portfo-
lio will provide IRR protections against
rising rates and diversification of cash-
flow maturities. This may also cheapen
the overall cost of the ladder. Alterna-
tively, use of option funding could allow
for longer overall terms (e.g. Syr concen-
tration) with the holder possessing the
flexibility to put back the funding with-
out penalty at your discretion. This is

particularly attractive within the
broker CD market where current
options are virtually free. The cost
of creating the ladder currently av-
erages ~75bp if using the cheapest
available sources. When imple-
menting, all available sources
should be reviewed to ensure
cheapest execution. Community
banks without a history using Bro-
ker funding should not be con-
cerned about regulatory review,
particularly when term funding is
used as an IRR hedge. The objec-
tive of this strategy should be to
accomplish an IRR hedge w/
flexibility at cost below 1.00%.

When Should We Implement a
Term Funding Strategy?

This objective can be achieved cur-
rently. Whether or not to pull the
trigger now gets back to the origi-
nal list of questions discussed pre-
viously. For those who want to wait
in the hope of deposit runoff allevi-
ating some of the capital and/or
earnings implications of additional
funding now, keep in mind that
rates may rise in the interim. Fu-
ture deposit runoff may be due to
higher consumer spending which
increases economic growth and
market rates. This may result in a
missed opportunity to lock in cheap
funding. This risk reinforces the
attractiveness of current option
funding. Taking down this type of
funding would provide opportunity
to pay back next year should depos-
it runoff not occur.

Ultimately, there is not a right or
wrong answer as to whether to imple-
ment a term funding extension strate-
gy, as it really becomes more a
choice about potential earnings man-
agement over multiple years. Given
the uncertainty about when or wheth-
er rates will increase, the choices
made today may prove to be more or
less successful in the long term; how-
ever, given this is likely an IRR man-
agement strategy, it should be viewed
in that perspective. Would you have
more remorse for taking down fund-
ing you do not really need if rates
don’t rise? Or, would you regret not
taking advantage of historically
cheap funding when you look back
after rates rebound off of pandemic
lows? The decision framework out-
lined above will be the focus of dis-
cussion during the second half of
2021 within client ALCO to ensure
strategies are analyzed and custom-
ized based on individual risk/return
profiles. @
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