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Agenda

Discuss trends and risks in investment portfolios

Regulator Concerns over Interest Rate Risk

Sound practices for Investment and Asset-Liability
Management

Interest Rate Risk Considerations and Takeaways
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Trends and Risks In Investment
Portfolios

Credit Risk
Interest Rate Risk
Liquidity Risk
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Presenter
Presentation Notes
Credit Risk – bond rating or financial position will deteriorate (below investment grade) and principal/interest may be at risk

IRR – (1) inverse relationship between interest rates and bond values; (2) maturity and duration / yield curve
 
Liquidity – inability to sell security at a reasonable price


Shift in Composition of Investment Portfolios
towards more complex products
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Presenter
Presentation Notes
Shift over time into more complex products such as MBS and CMOs.  These products contain both credit risk as well as optionality (prepayment and extension risk), and as we’ve witnessed recently, liquidity risk!


Currently....we are seeing Investment Portfolios
extending maturities and increasing holdings of longer-
term securities

Securities: Weighted Avg Maturity (yrs) Securities > 3 years as a % of Total Securities
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Presenter
Presentation Notes
Why is this important?  Because of the inverse relationship between a fixed-rate bonds price and interest rates.  As rates along a curve start increasing, the bond’s value generally depreciates because of the ‘opportunity cost’ of future earnings – the market is now yielding a higher rate than the rate when the bond was purchased.  

Yield curve was pretty flat in 2005 when we started to see a ramp up in longer term securities holdings.  Even the yield curve in 2007 was relatively flat.  By 2008 with the reduction in short-term rates, the short-end of the curve fell and now it’s very steep.


Investors in some Agency-issued structured
products didn’t fare so well in the mid-1990s

Structured Note: Inverse Floater
CPN Rate =17.5% - (3 * 6M Libor)

Inverse 6Mo $Libor Indexed Bond

r

THE FEDERAL RESERVE BANK OF RICHMOND

RICHMOND = BALTIMORE = CHARLOTTE

Treasury Yield Curves: 1993 - 1995
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Presenter
Presentation Notes
This is an inverse floater but we also saw floating dual index securities, step-up bonds, etc.

Stepped dual-indexed bonds:
10-YR CMT + 2.9% - 6-Month Libor to 7/96; Thereafter spread steps annually



=
Yo e

Many banks that invested in structured credit
products have suffered in the current environment

* Trust Preferred Securities

Rating Distribution of Trust Preferred CDO Tranches

and pooled CDOs psa  ha

0.19%__ 3.66%

 Non-Agency Mortgage-
Backed Securities

e Re-REMICS - some brokers

marketing as “insulated from downgrade”

TruPS CDO Exposure to Deferring and

Defaulted Securities
12/2007 @ 6/2008 @ 12/2008 6/2009

Average 0.48% 2.98% 7.10% 14.81%
Median 0.00% 5.29%  9.15% 13.99%

12.14% 8.48%
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Presenter
Presentation Notes
TPS – in order to help community banks tap the capital markets, brokers would pool together TPS from many smaller BHCs into CDOs and then issue and sell tranches to investors (banks).

TPS – Many of our examiners ask me why banks thought they could invest in these trust preferred CDO pools in lower tranches, etc.  And I say that if you look back at FDIC data dating back to 1955, historical default rates for banks is .35% per year!  In 2009, it was approximately 1.3% - more than 3x historical average!  The investment banks who structured these deals didn’t have to provide that much additional collateral or credit enhancement to receive AAA ratings!  But as we’ve recently seen, as deferral and defaults have hit high levels, it doesn’t take much underlying collateral loss to eat through some of these subordinated tranches.  

PMBS – not much I can say….many who bought these bonds are feeling some painful affects from OTTI charges and/or risk-based capital charges.  For those who didn’t own them but are thinking they’re a good deal selling at $.40 on the $1, just do your homework and due diligence!

Re-REMICs – brokers around the country are sitting with illiquid private-label MBS on their books.  They can’t unload them because they are below investment grade or close to it.  So what these brokers are doing is taking the CFs from the tranche and basically creating 2 tranches --- a AAA-rated tranche with a lot of overcollateralization/subordination to protect it from credit losses – and selling the subordiate tranche (equity) to a hedge fund investor.

 


Fitch recently downgraded numerous re-REMIC
bonds (November 2009)

Downgrades of RMBS Re-REMICs
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Presenter
Presentation Notes
These are not necessarily insulated from downgrade!

Of the downgraded re-remics that Fitch took on November 18th, 41% was from 2008 re-remic’d RMBS bonds, 28% was from 2007 RMBS bonds, etc.  So far, to my knowledge, the 2009 re-remic’d bonds have not been downgraded


Risk Management Expectations with
Structured Credit Investments

 Ability to identify, measure, and manage underlying credit dynamics

* Understand the nature and performance of underlying collateral and
reconcile this information with model assumptions used to provide valuations

* Understand the specific positioning of a bond in the securitization’s structure

* Understand the prioritization of cash flows and loss allocation methodology
(i.e., “the Waterfall”)

* Ensure compliance with OTTI requirements and assess the level of defaults
required to suffer a loss

* Understand whether sufficient liquidity exists to retain securities to recovery

» Understand risk-based capital consequences for recourse and direct credit
substitutes when external ratings deteriorate

"
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Presenter
Presentation Notes
This is risk management expectations for bonds currently owned by banks and/or thinking about purchasing

Trying to forecast a projected expected loss curve for these instruments has proven to be extremely difficult!  With private-label mortgage backed securities, again, a lot of the underlying products like Alt-A, subprime are too new to have historical data on.  


Regulatory Concerns and Sound Interest
Rate Risk (IRR) Management Practices

r
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Presenter
Presentation Notes
Not only is there discussion of pure IRR risk these days as rates rise and bank funding costs increase….but also how IRR can exacerbate credit problems too!

I’ve seen many of our banks put floors on loans and have ‘saved’ a lot of interest income by doing so…..however, current market rates are 200-300 bp below these floors (so rates have to increase this much in order for banks to see increases in interest income on these loans) – so the question is……how much can banks contain funding costs when short-term rates rise…..

In addition, as we’ve seen on previous slides, durations on investment portfolios are extending…..so how much of an impact will the spread compression have on overall profitability……and the bank’s earnings in future years since it’s locked into long-term assets.


Yield Curve in Recent Recoveries: Different
Patterns: 2004 - 2006
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It is difficult to project the shape and timing of future yield curve movements. We
must identify our vulnerabilities and simulate various adverse scenarios (not most
likely scenarios) and the effect on earnings and capital!
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IRR Management Considerations......

« Balance sheet structures are critical in this
environment

* ALCOs need to be more proactive

* Manage, monitor and establish risk tolerances for
your exposures

* How much earnings and capital are you
willing to bet just for IRR

* Evaluate adverse changes in EVE to measure
long-term earnings and capital exposures

* EVE gives management a way to identify
impaired asset and economic equity values
that suggest a greater potential for income
problems down the road

* Assess IRR exposures to greater changes in
magnitude (+/- 300 and 400 bps)

» Stress a static balance sheet (no growth)

* Build IRR model assumptions that reflect the
uniqueness of the bank, market conditions, and
trends

* Assumptions about non-maturity deposits are
key!

* Independent review of model output and
assumptions

"
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e “...theresponse of interest rates across the
maturity spectrum in an actual or expected
tightening of monetary policy is always hard
to predict, but is especially so in current
circumstances.” Governor Kohn speech at
the FDIC Interest Rate Risk Symposium, Jan.
29, 2010

Regulators expect all institutions to manage their
IRR exposures using processes and systems
commensurate with their earnings and capital
levels, complexity, business model, risk profile,
and scope of operations.
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Presenter
Presentation Notes
1-  Same exposure but tighter levels of earnings and capital are reasons to downgrade the “S” component.  IRR is the bank’s exposure to earnings and capital from a change in interest rates.
2-  Banks do not utlize EVE to the degree necessary.  Think of a fixed rate bond that you purchased at 5% for 10 years.  Rates increase.  That same bond is worth less because of the opportunity cost concept – you can go out and get a 6% bond in the market now and you are holding a bond that earns only 5%.  You are effectively increasing the discount factor in your discounted cash flow analysis to reduce the present value (or the price) of your bond.  EVE is the same ‘valuation’ concept done on the entire balance sheet.  If your EVE output shows an exposure to rising rates, theoretically that means that you have a mismatch by funding longer-term assets with shorter term funding sources.  

EVE is best understood as an indicator of future earnings potential.  You can be missing a significant portion of your risk if you neglect it.  Don’t necessarily focus on the percentage number – unless its considerable – instead, focus on the change in the figure from quarter to quarter and what’s driving the change!


Conclusions

« Earnings and capital are under pressure

* While earnings are suffering, liquidity management needs to continue
to be a focus

* Underlying credit issues could become even more pronounced as
Interest rates increase

* Funding costs will not stay low forever

» Given this pressure and continued shrinking of loan portfolios,
incentives to take more long-term risk and ‘structure’ risk may increase

« At some point, interest rates will rise and the yield curve will shift.....

The question is....... when and how much....and how will changing
Interest rates affect your bank’s earnings and capital?
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Examiner Tips - Common IRR Findings

Lack of independent review / annual backtesting of earnings model

"

Insufficient Board reporting
Lack of ALCO minutes detall
Risk limits not commensurate with the institution’s risk tolerance

Assumptions not customized for the institution

 Particularly non-maturity deposit assumptions and the pricing
sensitivity of these deposits relative to changes in market rates (i.e.,
deposit betas)

Inadequate policies and procedures
Risk limits not established

IRR Model failure to capture optionality
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Presenter
Presentation Notes
Deposits comprise anywhere from 40%-60% of total footings – a very significant input and  assumption into an IRR model which can vary results dramatically!

S components have been downgraded resulting purely from a compression in earnings or decline in capital to absorb IRR exposure!  Can have the same $ exposure as last exam but because of compressed earnings and capital levels, S componenet rating falls.




How do we rate the “S” component in CAMELS

« Quantity/Level of risk and Quality of Risk Management
* Risk exposure relative to earnings and capital
* Importance of Board and Senior Management Oversight

« Comprehensive risk management process
* Policies, Procedures, and Limits
 Risk identification, measurement, and reporting
e MIS reporting
* Internal controls

"
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Sound Investment and Interest Rate Risk Policies

* Objective

* Investment Authority and Limitations
 List of Approved Brokers

* Maturity Limitations

» Diversification Guidelines

* Quality of Investments
e Credit Standards
 Volatility

» Exception Procedures
* Reporting Requirements
 OTTI Process

"
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Purpose — i.e., “maintain consistent
earnings or capital.....independent of
rate movements”

Measurements of Risk

« Earnings at risk (net interest income
simulations)

* Economic Value of Equity
Policy limits on risk

Policy Exceptions and Correcting
Deficiencies

Information and Communication

 Description of reports to
management, ALCO, Board, etc.

Delegation of responsibility and authority

Description and Responsibilities of
Governance Committees (e.g., ALCO)

Management Oversight and Control
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“S” Component Ratings - Definitions

“1” indicates that market risk sensitivity is well
controlled and that there is minimal potential
that earnings performance or capital position
will be affected by adverse movements in
interest rates. Risk management practices are

strong. Level of earnings and capital provide
substantial support for the degree of market
risk taken.

“2” indicates that market risk is adequately
controlled and there is moderate potential that
earnings or capital will be affected by an
adverse movement in rates. Risk
management practices are satisfactory. The
level of earnings and capital provide adeguate
support for the degree of market risk taken.

r
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“3” indicates that control of market risk sensitivity

needs improvement or that there is significant
potential that earnings or capital will be
affected by adverse movements in interest
rates. Risk management practices need
improvement. The level of earnings and
capital may not adequately support the degree
of market risk taken.

“4” indicates that control of market risk sensitivity

IS unacceptable or that there is high potential
that earnings or capital will be affected by an
adverse movement in interest rates. Risk
management practices are deficient. Level of
earnings and capital provide inadequate
support for the degree of market risk taken.

“5” indicates that control of market risk is

unacceptable or that the level of market risk
taken is an imminent threat to the institution’s
viability. Risk management practices are
wholly inadequate.
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