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A Lot of Slack Remaining in the Labor Market 
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A Lot of Slack Remaining in the Labor Market 
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Summary of Q2 – A Greek Tragedy 

Initial Claims 
Above 400k 

Q1 GDP 
Disappoints 

Payrolls 
+244k 

Payrolls +54k IEA Release 60 MM 
Barrels 

QE2 Ends Regional Fed Reports 
Drop 

Greek “Restructuring” 
Portugal  

Emergency 
Meeting 

EU Will 
Rescue 

Greece Passes 
Austerity 

French-Led Deal in 
Works 

“Soft 
Restructuring” 
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Greece Is Bad Enough – The Drama Is Not Over 
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Fiscal Deficits Will Force Fiscal Austerity – Cut Growth 

Current 

2015 
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Vining Sparks Bank Survey: July 19-21, 400+ Banks 
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Monetary Policy – On Hold 

A. Revised Economic Forecast Lower (Long-Term Still 2.8%) 
 

B. Economic Slowdown Is “At Least Partially Temporary” 
 

C. Tightening Policy Is Not Imminent,  Easing Policy Is Not Imminent 
 

D. QE2 Purchases Concluded - Still Reinvesting Cash flows from 

SOMA Holdings 
 

E. No Real Answers for How to Stimulate the Housing Market 
 

F. Did Discuss QE3 at June 21-22 FOMC Meeting 
 

G. Exit Strategy Determined – When the Time Is Right 
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Summary 

A. Continue to See Below-Trend Long-Term Growth  

– Labor market is stuck in neutral 

– Wages will be impacted long-term 

– Wage growth so low that it is negative after inflation 

B. Inflation Appears to Have Peaked 

– Oil and commodity prices have fallen – but remain elevated 

C. Global Disruptions Are Driving Markets and Will Continue 

– Euro zone problems are not resolved 

D. Monetary Policy Is On-Hold for an “Extended Period” 

E. Debt Ceiling May Bring Significant Volatility 

– Be prepared to have liquidity already in place 

– Buying opportunities may present themselves 
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A Portfolio with a Purpose 
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 Stable, predictable earnings 

– Some exceptions ?? 

– What do we mean by stable? 

 A tool for managing your interest rate risk 

– For many community banks, the portfolio is “the” tool 

– Choice of structures to fit your risk profile 

– Active market to quickly adjust if needed. 

 A store of liquidity 

– Cash flows 

– Collateral 

– Secondary market 



A Portfolio with a Purpose 
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 Does my portfolio fit my balance sheet?  What 

purposes is my portfolio addressing? 

 Product Mix 

– Allocation 

– Inclusion of “New” Product 

 Maturity Mix 

– Product-by-Product assessment 

– Drivers: 

 Cash flow and reinvestment needs 

 Price risk and tolerance 

 Current market 

 Timing 

 



High Performing Portfolios – Product Mix 
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Yield Differences Due to Allocation 
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Bottom Quartile Yield 2.35% 

Maturity Adjustment .27% 

Optionality Adjustment .12% 

Adjusted Yield 2.74% 

High Performer Yield 4.46% 

Difference 1.72% 

 

Increase in Portfolio Income 63% 
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Investment Portfolio Considerations Today 
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 Low rate environment continues, eventual rate 

increase? 
 

 Excessive cash position negatively impact NII. 

– Cash and equivalents are a non-earning asset… 

– What earning asset % do you need to perform well? 
 

 Long position negatively impacted when rate 

rise. 

– Optionality can lead to higher yielding portfolios… 

–  and untimely cash flows 

 

 



Investment Portfolio Considerations Today 
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How Can We Optimize Portfolio? 

 Diversified product mix 

 

 Take advantage of the yield curve 

 

 Direct cash flows 

 

 

Reduce excessive cash positions, invest without taking on 

extension risk, and have timely cash flows for reinvestment. 

 



Optimizing Maturity Allocations 
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Short-end 

• Floaters 

Intermediate 

• Agency 

• Corporate 

• Mortgage 

Long 

• Munis 

Using agency bullets as a benchmark, the above 

allocation can significantly influence performance: 

 Floating rate securities can out-yield 3mo agencies by 50-100bp 

 10yr muni bullets out-yield 10yr agency bullets by almost 100bp 

 

 



Using Securities to Stack Cash Flows 
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 Plan ahead 

– Stack cash flows in the 2013-2015 range 

 Instruments 

– Agency bullets 

– Corporates 

– Callables & Step-ups (based on final maturity) 

– CMOs without extension risk beyond target range 

 Differentiating rate reset from cash flow 

– Substitutes for IRR purposes 

– Not equivalent for liquidity needs or reinvestment 

 

 



Amortizing Product for the Middle of the Curve 
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 High Performing Portfolios currently have 20% allocation to MBS 

– MBS provide monthly principal cash flows 

– Compare favorably to agency debentures of similar duration with 

respect to yield and price volatility 

– Like 10 and 15 year collateral, limits extension risk 

 

 

 
15 Year, 4%, MBS cash flow: 

• 80% principal returned by year 5, 

Yield 2.32%, Avg Life 3.2 years  

• Up 300 bps, 50% principal 

returned by year 5, Yield 3.02%, 

Avg Life 6.2 years 

 

 



Municipals on the Long End 
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 Some Ratings May Affected by UST Downgrade 

 Like all investments, do your homework 

 Understand your credits 

– Geography 

– Demographics 

– Revenue source(s) 

– Concentration 

 Opportunities 

– Strong credit 

– 2% Rule 

– AMT Exempt 

 



Municipals Yields are the Foundation of a Portfolio 
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• As the FDIC expected, balance sheets are becoming 

more liability sensitive.  Why?  It’s profitable. 
 

 

• From an IRR perspective, there is little reason for 

extending assets, or shortening funding.  Now, perhaps 

the greatest risk is that the yield curve flattens at 

extremely low rates…….and stays there. 
 

• A balanced approach?   Maybe, but not in the traditional 

sense.  Balance today must address long term stagnant 

economics. 

Asymmetric Risks 
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These concerns were 

discussed in a Supervisory 

Letter in December of 2009.  

The FDIC is concerned that 

bankers are repeating interest 

rate risk mistakes of the past. 

Asymmetric Risks 
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Most community banks were built on a business model of 
expansion. The primary purpose of operations was to 
expand the loan portfolio, the retail footprint, the product 
lines…expand everything. 

If there was an exposure to rates rising or falling, the 
exposure could be mitigated by the structure of new 
production.   

Today, we must learn to operate with  
 

 Finite capital 

 Finite lending capacity 

 Finite borrowing capacity 

 Finite funding 

 

Expansion vs. Efficiency 
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The roll of the wholesale assets and liabilities – in a 
stagnant growth environment. 

1. Allows the addition of earning assets without 
additional overhead.   

2. Since I can pick the terms, the investment 
portfolio adds stability to my earnings stream, 
which adds franchise value. 

3. Provides “the” store of liquidity. 
• Can structure cash flow 

• Can be liquidated 

• Can be used as collateral 

4. Allows efficient diversification of risk, and can 
be efficiently hedged.   

 

 

The Role of the Investment Portfolio Tomorrow… 
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• Do you remember the production curve from Econ 101?  

Expansion is and always has been expensive.  Much of 

the strategic plan and resources of the bank are 

centered around growth….. 
 

 

• Expansion?  Not for many banks, and perhaps not for 

the foreseeable future.  How does the roll of the portfolio 

change when the core operation of the bank changes? 

 

• Has it already changed?   

 

   

Expansion vs. Efficiency 
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With My Portfolio 
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 There is no free lunch.  Yield is a function of risk, or 

perceived risk. 

– As profits reduce and margins compress, bankers will 

be tempted to use the portfolio to supplement lost 

earnings…which they should. 

 

 Most bank investments now yield less than 2%. 

– This is still an attractive spread to your cost of funds. 

– This is still a VERY attractive spread to cash. 

 

 If we remain in this environment for an extended 

period, how many “Greek bonds” will you buy? 

 

 



INTENDED FOR INSTITUTIONAL INVESTORS ONLY.  The information included herein has been obtained from sources 

deemed reliable, but it is not in any way guaranteed, and it, together with any opinions expressed, is subject to change at 

any time.  Any and all details offered in this publication are preliminary and are therefore subject to change at any time.  
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the appropriateness of investing in any securities or investment strategies mentioned or recommended.  The accuracy of 

the financial projections is dependent on the occurrence of future events which cannot be assured; therefore, the actual 

results achieved during the projection period may vary from the projections. Interest rate swaps and derivatives are offered 

and sold via Vining Sparks Interest Rate Products, LLC (VSIRP). VSIRP is an independent operating entity and is not a 
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