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A Lot of Slac

k Remaining in the Labor Market

Change in Nonfarm Payrolls from Beginning of Recession
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A Lot of Slack Remaining in the Labor Market

Date October 2009 June 2011 Change

Total Population (A) 307.001 308.746 1.745

Total Civilian Population 16+ (NI) (B) 236.550 239.489 2.939

Not in Labor Force (C) 82.528 86.068 3.540

In Labor Force (D) 154.021 153.421 -0.600

Employed (E) 138.393 139.334 0.941

Unemployed (F) 15.628 14.087 -1.541

Unemployment Rate [ (F) /(D) ] 10.15% 9.18% -0.96%
Full-Time Jobs (G) 110.836 111.807 1.071
Part-Time Jobs (H) 34.658 32.828 -1.830
Self-Employed Jobs (I) 8.914 8.543 -0.371

Total Job Units [ (J) = (G) + ((H)*.5) + (1) ] 137.079 136.864 -0.215
Jobs/Population Ratio [ (J) / (B) ] 57.95% 57.15% -0.80%
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Summary of Q2 — A Greek Tragedy

Greek 2-Year Government Bond ¥Yield
Source: Bloomberg, Vining Sparks

2900

27 .00

25 .00

23.00

Z21.00

19.00

15.00 1

AR A AX AA ATTR AR AL
Apr i May i jun H : H
Greek “Restructuring” Emergency “Soft EU Will French-Led Dealin Greece Passes
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Greece Is Bad Enough — The Drama Is Not Over

Euro Zone GDP by Country

Source: World Bank, Vining Sparks
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Fiscal Deficits Will Force Fiscal Austerity — Cut Growth

Outlays for Major Programs Compared with Total
Revenues Under a Continuation of Certain Policies
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Vining Sparks Bank Survey: July 19-21, 400+ Banks

Expectations for Economy (Next 12 Mos.)
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Recession Slowdown

Continue at
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0.5%
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When will the Fed raise its overnight rate?
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Expectations for Loan Portfolio (Next 12 Mes.)
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26.1%
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Expectations for 10Y Treasury (Next 12 Mos.)
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]
Monetary Policy — On Hold

Revised Economic Forecast Lower (Long-Term Still 2.8%)
Economic Slowdown [s “At Least Partially Temporary”

Tightening Policy Is Not Imminent, Easing Policy Is Not Imminent

o 0w »

QEZ2 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

= Stable, predictable earnings
— Some exceptions ??
— What do we mean by stable?

= Atool 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
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A Portfolio with a Purpose

= 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
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High Performing Portfolios — Product Mix
™ | e
'VinnG Sparks
Bond Accounting Statistics for Banks
As of June 2011
[TIWIJI'ITS- In thowsands)
Bank Summary
Mumber of Banks: 581
% of Tax Equivalent Effective
Security Category Book Value Yield Duration (Base)
Quartile® Quartile* Quartile®
1 [ 2 | 3 | 4 1 ] 2 1 3 ] 4 1 [ 2 [ 3] 4
Treasuries 0.19% 1.97% 2.3 1.00 1.18 166 67 08 16 42
Agency Bullets 271% 4.58% 352% [13.40% 309 2328 219 1.23 4.1 33 27 19
Agency Callables 591%] 1215% 15.08% [13.15% 284 23 222 1.65 29 24 22 16
MBS Fixed 19.98% 2B8.15% 2460% 20.24% 413 371 354 3.36 3.1 s 32 34
GHMA Arms (1) 268% 34% 943% 10.34% 2mMm 143 1.86 1.77 1.5 14 1.6 15
FHLMC & FHMA Arms (1) 31T % 22X% 3.39% 2.94% 318 273 298 254 13 13 1.4 15
SBA Pools 0.80% 1.13% 3.29% 1.93% 219 1.91 1.62 1.73 e D& 08 0e&
Agency CMO Fixed 1591% 1949%% 20.09% 2045% 299 268 287 285 09 1.0 21 22
Agency CMO Floaters 0.39% 0.24% 0.23% 5.64% io0e 0OBF 089 0.76 08 0B 04 0.9
Mon-Agency CMO's 4 57% 1.72% 0.51% 0.64% 4 _B6 524 418 2E8 13 1.3 149 21
Corporates (2) 314% 1.69% 2.95% 2.13% 4 36 389 285 2862 33 35 21 18
Other (3) 853% 5.38% 5 _GE% 2.66% 475 434 3488 iy | 50 43 38 28
Total GB.76% B049% 9073% 96.00% 368 310 280 227 26 25 24 22
Municipals 20.73% | 19.34% 87T 3.96% 6.02 564 508 443 39 34 33 25
Municipals (zero coupons) 1.51% 0.17% 0.50% 0.04% 6.80 5.9 6.80 6.20 70 59 9.0 38
Total 100.00% 100.00% 100.00% 100.00% I 4 46 360 3.04 235 I 3o 27 25 22
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Yield Differences Due to Allocation
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Bottom Quartile Yield
Maturity Adjustment
Optionality Adjustment
Adjusted Yield

High Performer Yield
Difference

Increase in Portfolio Income

2.35%
27%
12%

2.74%

4.46%

1.72%

63%
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Investment Portfolio Considerations Today

= Low rate environment continues, eventual rate
INncrease?

» EXcessive cash position negatively impact NIlI.
— 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
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Investment Portfolio Considerations Today

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

P TN extension risk, and have timely cash flows for reinvestment.
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Optimizing Maturity Allocations

e Floaters e Agency e Munis
e Corporate
e Mortgage

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
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]
Using Securities to Stack Cash Flows

= Plan ahead

— Stack cash flows in the 2013-2015 range
* |nstruments

— 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

20




7
Amortizing Product for the Middle of the Curve

= 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

CASH FLOW GRAPH
0%

FNCI POOL AH6827 4.(

15 Year, 4%, MBS cash flow: <

« 80% principal returned by year 5, [Nt SELL ISR ¢ wLLY
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
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Municipals on the Long End

= 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
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Municipals Yields are the Foundation of a Portfolio

AA 15 Year

Rang (D-W-M-Q-Y) Normalize

BQ AA 15 Year 369

E\; | 2 A A% |
' AWY

1995 | 1998 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011
ARustralia 61 2 9777 2600 Brazil 5511 3048 4500 Europe 44 20 7330 7500 Germany 49 69 9204 1210 Hong Kong 852 2977 &000
Japan 81 3 3201 8500 Singapore 65 6212 1000 U.s. 1 212 318 2000 Copyright 2011 Bloomberg Finance L.P.

SN 555943 6594-1816-2 04-Aug-11 15:19:03 CDT GMT-5:00
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Asymmetric Risks

* 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.
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Asymmetric Risks

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.
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I  Nowhere to Go but Up:

Managing Interest Rate Risk in a Low-Rate Environment

mid what many believe is the

worst financial erisis since the

Grear Depression, financial inst-
tutions face a challenging credit and
earnings cycle. Understandably, many
bank managers and boards of di
are focusing efforts on areas of immedi
ate concern, such as liquidicy and deteri-
orating asset qu:ilic.\-. However, evidence
suggests that more financial institutions
currently are taking on higher levels of
interest rate risk at a time when shore-

2tOrs

term rates are near historic lows, which
could leave them significantly exposed tw
changes in interest rates.

Interest rate risk (IR —the potential
for changes in interest rates to reduce a
bank’s earnings or economic value—is
inherent o banking. However, too much
IRR can leave bank capital and earnings
vulnerable, particularly for those finan-
cial institutions in a weakened financial
condition. Interest rate fluctuations affect
edrnings I'a;.- changing net interest income
and other interestsensitive income and
expense levels. Interest rate changes
affect capital by changing the net pres-
ent value of a bank’s future cash flows,
and the cash flows themselves, as rates
change.

Recent FDIC Gall Report data suggest
financial insticutions are becoming
increasingly liability sensitive and,

@ in

therefore, more exposed to incr
interest rates, Factors contributing to
heighter IKR are earnings pressure
offset losses and higher loan loss provi-
sions; elevated volumes of longer-term,
primarily mortgage

ssets held in portfo-

lio; and heavy reliance on short-term and
wholesale funding sources that are gener-
ally more rate sensitive and less stable

than traditional deposits, Under these
circumstanees, a significant increase in

interest rates could prove troublesome to
financial institutions not actively manag-

ing their IRR exposure.

In light of the current environment,
it is critical that financial institutions
maintain a strong and effective IRR
management program that helps miti-
gate exposure. This article describes the
current intérest rate environment and
its relevance for the banking industry’s
IRR profile. The article then reviews IRR
measurement systems and cites best
practices for measuring, monitoring, and
controlling [RR.

Much of the discussion in this article
about the management of IRR expo-
sures is drawn from existing interagency
guidance, the 1996 Policy Statement on
Interest Rate Risk (Policy Statement ).
The article does, however, provide addi-
tional observations about best practices
for IRR. management. The best prac
tices are noted from institutions with
strong IRR management frameworks
and are drawn from the authors’ experi-
ence, as well as observations from FDIC
examinations.

The Current Rate Environment
and Bank Interest Rate Risk
Exposure

In the vears before the current erisis,
interest rates steadily increased as
the Federal Reserve began o tighten
monetary policy, which was eased in
the walke of the 2001-2002 recession.

The onset of the financial crisis in 2007
prompted the Federal Reserve to take a
significantly more accommodative policy 26




Expansion vs. Efficiency

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

EEEEEEEEE

ANKERS ASSOCIATION
Al RS ASSOCIATION
= 27




The Role of the Investment Portfolio Tomorrow...

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 | 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

ﬁ 4. Allows efficient diversification of risk, and can

EEEEEEEEE be efficiently hedged.

28




Expansion vs. Efficiency

* 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?




Bond MARKETPLACE Matrix - 08/15/11
VINING SPARKS Yield Price Volatility Eff Dur

Security

Treasuries

=41 Agy Bullet 08/14 0881051 051 051 051 051 |-29 -56 -83 |29 29
=41 Agy Bullet 09/15 1751 084 084 084 084 084 |-38 -74 109 | 39 338
"g Agy Bullet 05/16 2501114 114 114 114 114 | -44 -85 125 | 45 44
=2 Agy Bullet 06/18 4881179 179 179 179 179 |-58 -112 16.2 | 59 538

Agy Bullet 03/19 3.751200 200 200 200 200 |-65 -126 182 | 6.7 6.5
Jy nc 1Yr Cont 0801 080 080 080 080 0380 [-27 -55 =-8.2 |21 298
Jy nc 1Yr OTC 0741 074 074 074 074 074 |-27 -55 -82 |20 29
5y nc 1Yr Cont 152|152 152 152 152 152 |-42 -86 128 | 3.5 46
Sy nc 1Yr OTC 147 | 147 147 147 147 147 |42 -86 -128 | 3.4 456
5y nc 2Yr Cont 138 138 138 138 138 138 |-45 -89 -13.2 | 44 47
5y nc 2Yr OTC 1391139 139 139 139 139 |45 -89 131 |43 47
7y nc 2Yr OTC 2011201 20 201 201 201 |-58 -116 171 | 55 6.2
Ty nc 2Yr Cont 206|206 206 206 206 206 |-59 -11.7 171 | 5.7 6.2

Agy Callable

7y nc 3Yr Cont 1971197 197 197 197 197 |-62 -120 175 | 61 63
10y nc 1¥r Cont 3.01}|3.00 3.00 300 300 300 |-69 -141 -20.8 | 58 7.8
5912, 759M13,1314,159/14,25315,3 915 001130 130 130 130 130 |-2/7 -6.0 -9.4 1.3 36
19/13,2 916 1001160 160 160 160 160 |-35 -7.7 -11.8 | 21 45
19M13,1.59/14, 2 315, 2.59/15, 3 3/16, 4 916 100|183 183 183 183 183 |-34 -75 116 | 1.7 45
19/13,1.259/114,1.53/15,2 9/15, 2.5 3/16, 3 9/16 1001154 154 154 154 154 |-36 -78 119|119 45
29/16, 3 12/18 2001229 229 229 229 229 |-49 -105 161 | 27 6.3
2914,2.53/17,3.25918, 4.5 919, 6 12/19 200 275 275 275 275 275 |-55 -118 17.8 | 3.7 7.0

38/14,3.58/17,4 8/20, 5 8/23,6 8/26 3001413 413 413 413 413 |-75 -16.0 -240 | 49 99




]
With My Portfolio

= 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.

= |f we remain in this environment for an extended
period, how many “Greek bonds” will you buy?
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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.
This has been prepared for general information purposes only and does not consider the specific investment objectives,
financial situation and particular needs of any individual or institution. This information is, by its very nature, incomplete
and specifically lacks information critical to making final investment decisions. Investors should seek financial advice as to
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
subsidiary of Vining Sparks IBG, LP. VSIRP is not a broker/dealer registered with the SEC. The firm may have positions,
long or short, in any or all securities mentioned. Member FINRA/SIPC.
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