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Which Banks Survive 

56% Decline 
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Industry Concentration 
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12 banks control 50% of loans 

24 banks control 60% of loans 

154 banks control 80% of loans 
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Predicting Which Banks Survive 

Community banks must change 
performance measure 

 
NIM is misleading 
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 NIM Correlation with ROA 
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Four Drivers of ROA 

- Credit Risk 
 

- Loan Size 
 

- Total Relationship  
 

- Interest Rates 
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Credit Risk 

0.00%

1.00%

2.00%

3.00%

4.00%

5.00%

6.00%

7.00%

8.00%

1.00 1.05 1.10 1.15 1.20 1.25 1.30 1.35 1.40 1.45 1.50 1.55 1.60 1.65 1.70 1.75 1.80 1.85 1.90 1.95 2.00

Fi
xe

d 
Ra

te
 

DSC Ratio 

Rate to Solve for 16% RAROC 

$1 million 25 due 5 , office building, 75% LTV 



8 

Credit Risk 

What business are banks in?  
Risk for reward? 
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Credit Risk 
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Credit Risk 
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Loan Size 
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Total Relationship – Cross Sell 
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Interest Rate Risk 

Presenter
Presentation Notes
In short, banking would have to cease being a commodity. 
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Interest Rate Risk – Term Structure of Rates 

USD Term Structure 

EUR German Term Structure 
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Interest Rate Risk – Borrower Behavior 
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In short, banking would have to cease being a commodity. 
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Interest Rate Risk – Borrower Behavior 

Historical 10 Year Swap Rates  
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Interest Rate Risk – Banks’ Response 
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Presentation Notes
In short, banking would have to cease being a commodity. 
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Interest Rate Risk – Driving Behavior 
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Interest Rate Risk – Banks’ Response 

Presenter
Presentation Notes
In short, banking would have to cease being a commodity. 
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Interest Rate Risk – Swaps 

The average of expected floating 
rates for the next 10 years is also 
known as the 10 year hedge rate.  
The average of expected LIBOR 
is a special case of a hedge rate, 
called a swap rate. 
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Interest Rate Risk – Why Banks Hedge 
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Interest Rate Risk – Swaps 
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Interest Rate Risk – ARC 

ARC – Fixed Rate 
Interest Payment 

Floating Rate 
Loan Principal 

Payment 

Borrower 

Community Bank CenterState Bank 
Hedge 

Payments 

Cash Flow Diagram 

Hedge 
Payments 

Full Loan 
Amount 

Borrower 

Community 
Bank 

CenterState 
Bank 

Credit Exposure 
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Interest Rate Risk – ARC 

Presenter
Presentation Notes
In short, banking would have to cease being a commodity. 
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Interest Rate Risk – Swaps Pricing 

A + B = C 
Floating Index + Credit Spread = Floating Rate to Bank 

 or 
Swap Rate + Credit Spread = Fixed Rate From Borrower 

 

3yr final 4yr final 5yr final 6yr final 7yr final 8yr final 9yr final 10yr final 12yr final 15yr final 20yr final 
3yr Am. 1.00% - - - - - - - - - - 
5yr Am. 1.06% 1.12% 1.15% - - - - - - - - 
7yr Am. 1.08% 1.16% 1.23% 1.27% 1.29% - - - - - - 
10yr Am. 1.09% 1.18% 1.27% 1.34% 1.41% 1.46% 1.49% 1.50% - - - 
15yr Am. 1.10% 1.20% 1.28% 1.38% 1.46% 1.53% 1.59% 1.64% 1.70% 1.77% - 
20yr Am. 1.10% 1.19% 1.28% 1.38% 1.48% 1.54% 1.62% 1.68% 1.78% 1.90% 1.95% 
25yr Am. 1.10% 1.20% 1.28% 1.39% 1.48% 1.56% 1.64% 1.71% 1.82% 1.96% 2.04% 
30yr Am. 1.10% 1.20% 1.29% 1.39% 1.49% 1.57% 1.65% 1.72% 1.84% 1.98% 2.08% 

 
 

 

Presenter
Presentation Notes
In short, banking would have to cease being a commodity. 
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Interest Rate Risk – Prepayment  

 
 

 

Estimated unwind cost/benefit to borrower over life of hedge with yield maintenance 

• $1MM original loan balance at 4.18% fixed, 1mo LIBOR + 2.50% floating 

• 10yr final maturity / 20yr amortization 

 

 

 
 

 

 

 

 

ARC Termination Scenario
Input Change 
Increments: 0.25%

Termination Calculations
Initial balance: 1,000,000$         Borrower

Amortization Term (yrs): 20
Commitment Term: 10
Initial Hedge Rate: 1.68% Signature 

Fixed Rate to Borrower: 4.18%
Starting Date: 4/11/16

Remaining -0.75% -0.50% -0.25% 0% 0.25% 0.50% 0.75% Rate Movement
Term 0.930% 1.180% 1.43% 1.68% 1.93% 2.1800% 2.430% Prepayment Hedge Rate

10 10yrs ($59,554) ($39,254) ($19,406) $0 $18,975 $37,528 $55,670 10
9 PV of Loan 9yrs ($52,582) ($34,695) ($17,170) $0 $16,823 $33,306 $49,457 9
8 8yrs ($45,799) ($30,251) ($14,987) $0 $14,715 $29,162 $43,348 8
7 7yrs ($39,218) ($25,933) ($12,861) $0 $12,654 $25,105 $37,356 7
6 6yrs ($32,853) ($21,747) ($10,797) $0 $10,646 $21,144 $31,495 6
5 5yrs ($26,717) ($17,705) ($8,800) $0 $8,696 $17,289 $25,781 5
4 4yrs ($20,824) ($13,815) ($6,874) $0 $6,808 $13,551 $20,229 4
3 3yrs ($15,190) ($10,089) ($5,026) $0 $4,989 $9,941 $14,857 3
2 2yrs ($9,830) ($6,537) ($3,260) $0 $3,244 $6,471 $9,682 2
1 1yrs ($4,761) ($3,170) ($1,583) $0 $1,578 $3,153 $4,723 1

0

Prepayment Hedge Rate  vs. Initial Hedge Rate

Presenter
Presentation Notes
In short, banking would have to cease being a commodity. 
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Interest Rate Risk – Prepayment  

 
 

 

Prepayment Options: 

1. Borrower receives fee 

2. Borrower pays fee 

3. New Borrower takes loan and hedge 

4. Borrower takes loan/hedge to another property - 
 Preservation of Low Rates for Future Growth 
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Interest Rate Risk – Alternatives to Hedging 

 
 

 

CD or FHLB funding Swaps 

Interest Rate Risk • Effective in managing IRR but 
replaces bank’s low cost of 
funding with higher cost liability 

• Intended as source of funding not 
IRR management 

• Effective in managing IRR and bank keeps low 
cost funding sources 

• When rates rise, bank may experience widening 
NIM as retail deposit costs lag 
 

Accounting • Fixed rate loan 
• FHLB borrowing or CD liability 
• Restricted assets pledged to FHLB 

• Floating rate loan 
• No hedge accounting for ARC 
• Derivative accounting, no income variability 

Structure Flexibility • Limited flexibility • Bank can structure amortizing hedges and 
forward starting hedges 

Prepayment • Expensive prepayment cost to 
bank under most circumstances 

• If borrower prepays the loan, ARC will pay a 
fee to borrower if rates are higher at time of 
prepayment, conversely, if rates are lower, 
borrower pays fee to ARC 

Liquidity • Bank must pledge collateral for 
FHLB borrowing and future 
liquidity is jeopardized 

• No loss of liquidity 

Cost • Lower starting NIM 
• Reduces bank’s future liquidity 

with FHLB or the market 
• Eliminates bank’s short-term 

funding and retail deposit 
advantage 

• Lower starting NIM 
• Management team must understand and 

implement ARC program 

Presenter
Presentation Notes
In short, banking would have to cease being a commodity. 



29 

Interest Rate Risk – FHLB Cost 
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Interest Rate Risk – Loan or Portfolio 

 
 

 

Loan Level Balance Sheet 

Description Each loan is hedged individually A set of assets or liabilities are hedged  

Instruments available Swap, cap, floor, cancellable features and 
combinations 

Swap, cap, floor, cancellable features and 
combinations 

Execution and size 
 

Available on loans as small as $500k with costs 
borne by borrower 

Efficiency is created with hedge size greater 
than $10mm 

Advantages • Does not require an all-or-none decision 
• Simple accounting 
• May be added in small amounts as 

balance sheet, interest rates and marketing 
opportunities change 

• Cost of prepayment shifted to borrower 
• Marketing support for lenders and more 

disciplined pricing for bank 
• Ability to generate fees 

• Borrower or depositor is not involved in 
hedging process 

• Large and immediate hedge impact 
• Cheaper execution 
• Most effective for existing balance 

sheet GAP mismatch 

Disadvantages  • Not immediately effective for existing 
balance sheet GAP issues 

• Requires lenders to market and 
understand product 
 
 

• Possibly complex accounting 
• Extensive ALM analysis required to 

achieve an effective strategy 
• Transfer repayment and convexity risk 

from borrowers and depositors to bank 
• More execution risk (one hedge trade 

vs. many and management must make 
one large decision on timing, 
instrument type, and notional amount)  

Presenter
Presentation Notes
In short, banking would have to cease being a commodity. 
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Interest Rate – Selected Risks to Hedging 

 
 

 

1. Matching Notionals 

2. Accounting 

3. Counterparty Risk – VAR, MPE, LEA 

4. Operational Risk 

5. Spilled milk stories and how to avoid them 
 

 

 

Presenter
Presentation Notes
In short, banking would have to cease being a commodity. 
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Interest Rate Risk – Practical Considerations 
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Interest Rate Risk – Practical Considerations 
to Launching a Hedge Program 

1. Are you competing with banks that offer 
hedges? 

2. How many hedged loans will you offer per 
year? 

3. How many existing loans benefit the bank if 
interest rates rise? 

4. Do you have lenders that can explain the 
symmetrical prepayment provision? 

5. Is it the right product for your customer? 
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Interest Rate Risk – Sample Term Sheet 
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Questions? 
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1 - What Drives Bank Performance? 

-0.6 -0.4 -0.2 0 0.2 0.4 0.6 0.8 1 1.2

Efficiency Ratio (%)

Net Loan Charge-Offs/ Avg Tot Lns & Lses (%)

Average of Interest Exp/ Avg Assets (%)

Cost of Int-bear Liab (%)

Net Interest Margin (%)

Total Assets ($000)

Salary Exp/ Employees ($000)

Realized Gain on Securities (Reported)

Foreign Exchange Income (Reported)

Insurance Revenue (Reported)

Investment Banking & Brokerage (Reported)

Trust Revenue (Reported)

Loan Fees & Charges (Reported)

Service Charges on Deposits (Reported)

Salary Expense/ Avg Assets (%)

Noninterest Expense/ Avg Assets (%)

ROAE (%)

Noninterest Income/ Avg Assets (%)

ROAA (%)

Correlation to ROAA all banks ($100mm to $10Bn) 

Presenter
Presentation Notes
Be careful when you ask customers questionsIf there is one product that you want to look at to judge satisfaction, particularly in males, it is the savings account. More than any other product, balance and satisfaction are correlated. The higher balances, the higher the satisfaction (or the more satisfaction, the higher the balances).  Wealth and bank satisfaction are correlated. Probably because the wealthy get better service, but usually the wealthier you are the more satisfied you are with your bank. Next to having a branch close to home, the time spent in line and the ease of parking are the next two biggest things that drive branch satisfaction.
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The End 

Thank You! 
 

Ed Kofman 
CenterState Bank 
1-800-481-2443 
 
 
Want more ideas and data? 
 
Sign up at: 
 
http://csbcorrespondent.com/blog 
 
ARC@centerstatebank.com  

Thanks! 

http://csbcorrespondent.com/blog
http://csbcorrespondent.com/blog
mailto:cnichols@CenterStatebank.com
mailto:cnichols@CenterStatebank.com
mailto:cnichols@CenterStatebank.com


Disclaimer 

This presentation is for general strategic information only and should not be 
relied upon as a substitute for independent research before making a 
material management decision. This presentation does not take into 
account any particular bank’s performance objectives, financial situation or 
needs. All banks should obtain advice based on their unique situation 
before making any decision based upon this presentation or any 
information contained within. In addition, any implied projections or views of 
the bank market provided by the authors may not prove to be accurate. 
While all the information contained herein is believed to be accurate as of 
the date of source or publication, the information is subject to change and 
constant revision.  
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