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Sensitivity Falls in the Third Quarter

A Note to the Reader on
the Third Quarter 2006 Re-
sults: In the third quarter,
OT S began producing interest
rate risk reports with the En-
hanced NPV Model. As
noted in previous editions of
this publication, the En-
hanced NPV Model takes
advantage of certain financia
engineering techniques and
methods that have been de-
veloped in recent years.

Arguably, the most im-
portant upgrade brought
about by the model switch
stems from our decision to
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replace the Legacy NPV
Model’s interest rate process.
In the Enhanced NPV Model,
OTSnow uses the General-

ized Ho-Lee (GHL) interest

cluding single-family mort-

rate process for pricing certain | gage loans and securities.

fixed-income positions, in-

(Continued on page 5)

Q & A with William McGuire on Core Deposit Valuations

William McGuire, Ph.D.,
is President and CEO of
McGuire Performance
Solutions, Inc. (MPS). Dr.
McGuire founded MPS in
1995, bringing over 20 years
of industry experienceto
assessing interest rate risk
(IRR) and measuring core
deposit behavior and value. He
provides strategic direction,
product development, and
technical expertiseto the firm.

Asaformer senior vice
president with ALM model
vendor Sendero Corporation,
he headed its client services
group. While avice president
at the Federal Home Loan
Bank of Cincinnati, Dr.

McGuire managed an IRR
reports service bureau and was
alead member of the team that
designed Thrift Bulletin 13.
He also has ten years of
university teaching

experience. Dr. McGuireisa
frequent speaker at industry
forums and has published
extensively.

OTS. What is your educa-
tional and professional back-
ground?

WM. | haveaBA, MA, and
Ph.D. in economics. After
teaching for ten years, | joined
the FHLB of Cincinnati, just
as FICO and FIRREA came
into effect.

Onloanto FSLIC, | was
part of the team that drafted
Thrift Bulletin 13. The FHLB
of Cincinnati wanted to
provide members with a
solution to that policy state-
ment, so | found myself
producing interest rate risk
reportsin a service bureau
mode.

After abrief stint with
ALM model vendor IPS-
Sendero, | founded McGuire
Performance Solutions, Inc.
(MPS) in 1995.

OTS. When did you start per-
forming core deposit valua-
tions?

(Continued on page 2)




Page 2

The Quarterly Review of Interest Rate Risk

Q & A with William McGuire on Core Deposit Valuations (continued)

(Continued from page 1)

WM. Our first core deposit
valuation was produced in
December 1995 based on
data going back to Decem-
ber 1988.

OTS. How many people
work for your firm and what
are their backgrounds?

WM. McGuire Performance
Solutions currently has nine
FTEs, but we plan to expand
to at least 12 shortly. Five
MPS staff memberstele-
commute from various loca-
tionsin the United States,
and the company hasits
headquarters in Scottsdale,
AZ. Most MPS staff mem-
bers have worked in banking
at one time, except for our
econometrician, whoison
the faculty at Notre Dame
University. Overadl, the
staff represents a good mix
of financial modeling theory
and lots of hard-earned
banking experience.

OTS. How many core de-
posit valuations has MPS
performed and what is the
approximate breakdown be-
tween banks and thrifts?

WM. Over thelast ten
years, we have provided
core deposit valuations for
more than 200 franchises,
representing roughly 175
financia institutions. About
25 of these ingtitutions are
thrifts and close to 50 are
credit unions.

Asset sizes for these
ingtitutions range from $50
million to $375 hillion, rep-
resenting traditional branch-
ing, high convenience, and
internet deposit gathering
models.

OTS. What are the biggest
obstacles you face when per-
forming a core deposit
valuation for a bank or
thrift? Data quality? Incon-
sistent pricing behavior on
the part of management?
Lack of account history?

WM. | wouldn’t call them
obstacles in the sense that
they get in the way of physi-
cally analyzing core deposit
behavior and value. But we
do regularly encounter sev-
eral so-called “urban leg-
ends,” which refer to poten-
tial problems associated
with doing core deposit
analyses. These legends are:

One can’t get the data: Ob-
taining adequate data, which
for usisidealy five years
and at aminimum three
years of monthly balances
and rates paid history, is not
nearly the problem it was
once. Since 2000, amost all
institutions archive informa-
tion in retrievable formats.
So having the dataiis not an
issue, although system con-
versions sometimes lead to a
loss of historical data. Get-
ting datainto the correct for-
mats, i.e., total balances sup-
plied, rates paid, and re-
tained balances from fixed
pools of account level infor-
mation, can sometimes be a
problem for the IT depart-
ment. Our solution isto have
adata“wizard” on the staff,
who can use monthly data
dumps to create the cate-
gory-level times series val-
ues needed for general re-
view and statistical analyses.

Changesin ingtitution pric-
ing behavior render the past
irrelevant: Thisgetsalot of
attention, but we have found
that when looking statisti-

cally at very long time
frames, some as far back as
1988, that repricing behavior
tends to be more stable rela-
tive to Treasury rate changes
than what is often claimed.

Y es, there are short periods
of slower repricing response
and similar times of faster
response. But close to sym-
metric repricing dominates
over thelong run, which is
the time horizon of core de-
posit valuation analyses.

Fundamental changesin
core depositor behavior
happen when interest rate
levels change: The decision
by a depositor to put money
in a core deposit category or
take it out represents an op-
tion. Option-related behav-
ior isdriven by spreads.
Unless thereis reason to be-
lieve in some kind of
“money illusion” that af-
flicts depositorsin high- ver-
sus low-rate environments,
one would expect that de-
positor reactions to spreads
(e.g., the one-year Treasury
minus the rate paid) would
be similar across a reason-
ablerange of rate environ-
ments . Thisiswhat we have
found over and over again;
that there is no materia dif-
ference between core de-
positor behaviorsin 2000
versus 2003 versus 2006,
once spread effects are taken
into account.

New competitors render the
past moot: Thereisno
doubt that high convenience
banking models and new
internet high yield savings
products have changed the
competitive landscape. But
the high convenience model
has not (in the experience of
our clients) taken many core

deposit balances from com-
munity banks and thrifts. It
is dysfunctional, large banks
that are paying the pricein
terms of lost funds there.

And traditional core
deposits (e.g., checking and
traditional savings and
MMDAS) do not directly
compete with internet prod-
ucts. So there has been
much less impact on such
balances from the internet
than is claimed. Of course,
high rate MMDAs and CDs
are another story!

OTS. Do you think bank
and thrift executives fully
understand the intricacies of
core deposit modeling and
do they typically integrate
your analysisinto the deci-
sion making process?

WM. Core deposits are the
Dr. Pepper of balance
sheets — so misunderstood!
There are many moving
pieces (total balances sup-
plied/liquidity, repricing,
and retention/average lives),
many players (the institu-
tion, local markets, the inter-
net, etc.), and two drivers of
depositor behavior (rate paid
and non-rate influences,
such as service, conven-
ience, and product design).
There is definitely still a
need for education on what
core deposits are, what to
expect in terms of behaviors,
and how they can be used in
balance sheets.

Our clients do a better
job of understanding and
using core depositsin their
balance sheets than institu-
tionsthat | typically encoun-
ter in seminars and other
presentations. Thisis proba-

(Continued on page 3)
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Q & A with William McGuire on Core Deposit Valuations (continued)

(Continued from page 2)

bly to be expected, as our
clientsare not likely aran-
dom draw, since managers
who are more core deposit
knowledgeable are more
likely to contract for our re-
ports.

| can say that if aclient
is coming to us with the de-
sire to enhance performance
(e.g., by using our report’s
analyses to better manage
pricing/volumes or matching
longer term assets to quanti-
fied core deposit effective
durations), then thereis gen-
eraly ahigher level of un-
derstanding on their part.

If the motive is regula-
tory, however, thereis often
lessinterest in the bigger
picture. But al of our re-
ports have a good deal of
educational content, so even
there we hope to make some
progress.

OTS. What isthe most mis-
understood aspect of core
deposit valuation?

WM. The hardest concept
for most people is retention
behavior, i.e., how long do
core deposit balances stay
on the balance sheet? A
large part of thisis because
one can’t “see” average lives
in standard financial reports.
Also afactor isthat people
focus on accounts (which
will decline in number), not
overall retained balances
(which are often much more
stable since average account
balances tend to rise over
time).

Interestingly, even
though one can’t see reten-
tion per se, there are many
people who have strong
opinions about what are the
correct average lives for

core deposits.

We argue that to under-
stand retention, one needs to
look at historical data de-
scribing fixed pools of ac-
counts over time. This
seems conservative to many
managers, since atypical
question they poseis. Can’t
| always replace lost ac-
counts?

But most people under-
stand when the fixed pool
approach isjustified by re-
minding them that a regula-
tory view of available term
is needed, since the derived
average lives are going into
aregulatory-oriented assess-
ment of equity at risk. Once
aninstitution isin resolution
status there is no future, and
hence no new accounts.

Right behind retention
in being misunderstood is
the myth that high rate/high
betaMMDASs and similar
types of products have any
special value. Those bal-
ances are fine as funding
sources, but they arein most
cases pretty close to being
overnight funds, and as
such, they contribute virtu-
aly no IRR hedging.

Werefer to this as “the
curse of the internet,” be-
causein al of our analyses
of internet “core deposits,”
we have found minimal pre-
miums and negligible effec-
tive durations.

It is possible to buy
funding, but one can’t create
effective duration on the
internet - at least so far.

OTS. Among practitioners,
what is the biggest source of
theoretical disagreement
when it comes to core de-
posit valuation?

WM. At onetime, there was
a split between people who
believein core deposit em-
bedded premiums versus
those who hold that core
deposits should aways be
treated at book value in eg-
uity at risk analysis. That
debate has been resolved in
favor of the former group,
mainly because the book
value approach is resound-
ingly rejected in the empiri-
cal record of M&A transac-
tions, even though the FDIC
has obtained materia core
deposit premiums in some
resolution cases.

A recent issue to come
up, championed mainly by
the Sendero Ingtitute, isthe
idea that a proper test for
equity at risk islong term
margin viability, not current
net economic value. Accord-
ing to this approach, the fo-
cusison core deposit shifts
to rate paid/volume linkages
and their effect on long-term
margin.

| see where the basic
ideaiis coming from, but it is
along-term business plan-
ning approach with anim-
plied future business plan
and its execution. It may
reflect atype of regulatory
view. For example, a French
regulator will normally be
committed to keeping an
ailing ingtitution aive and
hence there is some kind of
future for it. But the ap-
proach does not align at all
with the regulatory para-
digm in this country.

In the United States,
regulators move as quickly
as possible to resolve atrou-
bled ingtitution. Once the
resolution processisin mo-
tion, there is no future for
the institution and no future
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business plan. What the core
deposits are worth today,
from a present value/
premium perspective, isthe
only relevant question at that
point.

Many other issues are
debated, of course. The most
important of these is where
to truncate retention if exist-
ing balances do not run off
at areasonable point (which
is often the case for check-
ing type categories). Inour
statistical forecasting world,
the truncation point is where
confidence in the forecast is
so diminished that thereis a
need to balloon remaining
balances. In regulatory
views, the truncation point
often takes on other dimen-
sions; for example, to define
the longest average life that
will be alowed.

We have demonstrated
on many occasions that trun-
cation is not as important an
input as often thought. This
is because, while a17.5 year
truncation will produce a
much longer average life
than a 12.5 year truncation,
the implications for present
values and effective dura-
tions (which define equity at
risk in hedging) are much
less. This, of course, isbe-
cause discounting is so great
at far away time points that
cash flows in the distant fu-
ture don’t add much to value
calculations.

Thisiswhy we now
emphasize effective dura-
tions, not averagelives, in
discussion about the equity
at risk hedging contributions
of core deposits. Effective
durations also illustrate why
internet core deposits lack in
hedging value — they may

(Continued on page 4)
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(Continued from page 3)

indeed be long term. If an
institution overpays for
funding and floats the rate
paid, why would depositors
ever leave?), but the bal-
ances have minimal effec-
tive duration because of
their rapid and material re-
pricing.

OTS. How do most non-
OTSregulated ingtitutions
estimate the value of core
deposits and how do other
bank regulators typically
view this analysis?

WM. The most common
approach we see (again in
our ALM model verification
reports) isthe use of OTS
valuations from the website.
The Farin Foresight and the
PROFITstar ALM models
even offer these as built-in
choices (although they are
not defaults). FDICIA 305
based inputs also pop up
onceinawhile, either di-
rectly or as a“nothing
longer than five years” rule.

We also see afair
number of internal studies,
most modeled on the Farin
& Parliament decay rate
analysis methodology. This
produces rough estimates of
typical average runoff for
present value calculations.
But it can’t be fine tuned to
reflect today’s specific
interest rate environment
and the same decay rates
must be used in al
scenarios.

Our statistically based
behavior estimates are used
by a growing number of in-
dtitutions. Thisismainly in
the form of institution-
specific analyses. But there
are around 75 users of our
core deposit index. Thisisa

web delivered service
(separate reports for banks/
thrifts and credit unions),
where users enter current
balances and rates paid and
their core deposits are val-
ued based on averages of
our national experience
based on runoff forecasts.
The user can specify their
own category level of repric-
ing, truncation points, non-
interest inputs, but most use
our defaullts.

A few high-end ALM
models have the capability
to analyze retention and cre-
ate present value inputs, and
when we verify such models
sometimes that functionality
isbeing used. Thelevel of
analysis here tends to be
pretty basic, however, being
limited to pre-defined four-
factor models.

OTS. OTSisin the process
of revising its core deposit
valuation models. What ad-
vice can you provide?

WM. Because there are
many moving piecesin-
volved with core deposit
valuations, any forecast
model must be based on a
comprehensive analysis of
historical data. Thisisgoing
to result in an n-factor

model that must be updated
regularly. So the first things
to plan on are: collecting
lots of data and that the re-
sulting model, if it isto ac-
curately predict, will include
many variables.

Core deposits need to
be analyzed at an appropri-
ate level of granularity. Itis
important to separate per-
sonal versus business cate-
gories, definetier categories
where required, and have
special treatments for high

beta categories. Different
core deposit gathering mod-
els have different behaviors.
Traditional branching re-
lated deposits behavein dif-
ferent ways than do balances
obtained in high conven-
ience banking models, and
internet deposits are much
different than either of these.
Local or regional differ-
encesin core deposit behav-
ior also exist, adding another
layer of specificity to any
ideal solution. Finally, plan
on frequent updates to keep
the model’s predictive capa-
bility fresh. Thisrequiresan
ongoing data maintenance
program and regular re-
estimations of the model’s
underlying equations.m

Editor 's Note: The views
expressed are William
McGuire’s and do not nec-
essarily reflect those of OTS.
Mr. McGuire can be con-
tacted at McGuire Perform-
ance Solutions at
info@mpsaz.com.
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Sensitivity Falls in the Third Quarter (continued)

(Continued from page 1)

Asnoted previoudly,
the GHL Model is analyti-
cally superior to the interest
rate process used in the Leg-
acy NPV Model. The GHL
Model is calibrated to both
the level of rates and swap-
tion volatilities and thus pro-
duces adistribution of future
mortgage rates that is more
consistent with market ex-
pectations. Asaresult, the
Enhanced NPV Model now
produces effective duration
estimates for products such
as single-family mortgages
that are more in-line with
third-party estimates.

Our decision to use the
GHL Model, however,
makes it difficult to compare
the IRR results for this quar-
ter with those of previous
quarters. Our research
shows that alarge percent-
age of the decline in median
sensitivity and median ef-
fective duration of assetsis
attributed to the new interest
rate process. Accordingly,
al comparisonsto prior
quarters should be made
with caution.

*kkkkkkk

The third quarter saw
median interest rate sensitiv-
ity drop to 175 basis points,
down from 198 in the sec-
ond quarter. Sensitivity de-
creased due to a downward
shift inthe yield curvein the
third quarter that caused the
effective duration gap be-
tween assets and liabilities
to decrease for the industry.

Both the median pre-
shock Net Portfolio Value
(NPV) ratio and the median
post-shock NPV ratio fell
dlightly between the second
and third quarters.

The third quarter saw

the Treasury yield curve
shift downward, displaying
amore pronounced humped,
inverted shape than in the
previous quarter. Between
June 2006 and September
20086, rates fell along the
yield curve for all maturi-
ties, but considerably more
for medium and long-term-
term maturities. For exam-
ple, the three-month yield
fell by 12 basis points, the
six-month yield fell by 25
basis points, the 10-year
yield rose by 57 basis
points, and the 30-year yield
rose by 49 basis points.

The target rate for fed-
eral funds remained un-
changed at the August, Sep-
tember, and October 2006
meetings of the Federal
Open Market Committee.
However, the continuing
unfavorable shape of the
yield curve kept downward
pressure on net interest in-
come.

Average net interest
margin fell to 265 basis
pointsin the third quarter,
down 15 basis points from
the previous quarter. Net
interest income fell for the
industry because liability
costs rose more than asset
yields. Over the quarter, in-
terest income rose 15 basis
points, whileinterest ex-
pense rose 30 basis points.

Consistent with the de-
clinein net incomein the
third quarter, thrift profit-
ability fell from the previous
guarter. The average return
on assets (ROA) for thein-
dustry fell to 1.08 percent in
the third quarter, down from
1.11 percent in the previous
quarter.

The declinein ROA in
the third quarter was driven

by lower net interest margin
and fee income, and higher
loan loss provisions. Par-
tialy offsetting these nega-
tive impacts to thirdquarter
profitability were higher
other noninterest income
and lower noninterest ex-
pense and taxes.

Total thrift earnings for
the third quarter were $4.29
billion, up two percent from
the from the previous quar-
ter. This represents the sev-
enth consecutive quarter
with industry earnings of $4
billion or higher.

The 30-year mortgage
rate, as measured by the
contract interest rate on
Freddie Mac commitments
for fixed-rate, 30-year mort-
gages, fell to 6.31 percent at
the end of the third quarter,
down from 6.78 percent
from the prior quarter.

Lower mortgage inter-
est rates during the third
quarter increased mortgage
origination volumes. Total
thrift mortgage originations
were $172.1 billion, up from
$171.1 billion in the
previous quarter.

Third-quarter one-to-
four-family mortgage origi-
nations rose to $149.9 hil -
lion, up from $148.5 billion
in the previous quarter. This
represents a one percent in-
crease.

Mortgage refinancing
volume was $46.6 billionin
the third quarter, down 13
percent from the previous
quarter. Consistent with the
decline in the volume of
mortgage refinancings,
mortgage refinancing activ-
ity accounted for 27.1 per-
cent of total mortgage origi-
nations in the third quarter,
down from 31.3 percent in
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the previous quarter.

This decrease in mort-
gage refinancing activity for
thriftsis consistent with the
mortgage refinancing activ-
ity of al lenders, where the
proportion fell to 43 percent
from 40 percent.

The ARM share of total
thrift mortgage originations
fell to 26 percent in the third
quarter, down from 37 per-
cent in the prior quarter.
Consistent with this decline,
the ARM share of total one-
to-four-family mortgages
held by thriftsin their port-
folios declined to 61.7 per-
cent in the third quarter,
down from 63.3 percent in
the prior quarter.

Between June 2006 and
September 2006, thrift port-
folio holdings of single-
family mortgages relative to
total assets were down over
the quarter and year to 54.6
percent of assets. Mortgage-
backed securitiesrose to
12.9 percent of assetsin the
third quarter, up from 11.4
percent at the end of the
previous quarter.

On theliabilities side of
the balance shest, total vari-
able-rate borrowings rose
from $256.5 billion to
$271.5 billion. Over the
same period, total fixed-rate,
fixed-maturity deposits rose
from $388.7 hillion to
$417.9 billion. Also, bal-
ancesin MMDA accounts
roseto $197.7 billion in the
third quarter, up from
$195.9 hillion in the prior
guarter.

The industry’s median
effective duration of assets
fell from 2.16 to 1.96 be-
tween June 2006 and Sep-
tember 2006. This repre-

(Continued on page 6)
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Interest Rates and ARM Market Share
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Sensitivity Falls in the Third Quarter (continued)

(Continued from page 5)

sents the first quarterly de-
crease in the effective dura-
tion of assets since the second
quarter of 2005.

The decrease in longer-
term interest rates during the
third quarter caused arisein
the rate of projected one- to
four-family mortgage prepay-
ments. As aresult of thein-
crease in prepayments, the
durations of both single-

family mortgages and total
assetsfell.

In its November 2006
Prepayment Report and Com+
mentary, Bear Stearns & Co.
observes that sinceits August
prepayment report, mortgage
rates have rallied almost 50
basis points, but prepayments
on most coupons have de-
clined. Aggregate prepay-
ment on FNMA 30-year cou-
pons of 5.0 percent, 5.5 per-

cent, 6.0 percent, and 6.5 per-
cent in August were 8.7, 11.4,
12.7, and 16.5 CPR respec-
tively, compared to 8.0, 10.4,
11.9, and 15.5 CPR in No-
vember.

According to Bear,
Stearns, while the declinein
speeds on the discount 5.0
percent and 5.5 percent cou-
ponsis consistent with sea-
sonal patterns and housing
market fundamentals, the de-

clinein speeds on the pre-
mium coupons is a key find-
ing. Thiswould suggest that
the weak housing market is
starting to impact the refi-
nancing profile of recent
mortgage originations.
Thethird quarter saw the
industry’s median effective
duration of liabilitiesfall from
1.33to 1.29. The sharp drop
in the effective duration of
(Continued on page 7)
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Sensitivity Falls in the Third Quarter (continued)

(Continued from page 6)

assets resulted in a decrease
in the duration gap for the
thrift industry in the third
quarter.

The median effective du-
ration gap declined to 0.62 in
the second quarter, up from
0.81 inthe prior quarter.

Both the median pre- and
post-shock NPV ratios fell

slightly between the second
and third quarters. The me-
dian pre-shock NPV ratio fell
to 13.1 percent in the third
quarter, down from 13.3 per-
cent in the previous quarter.
The median post-shock
NPV ratio dropped, falling
from 11.3 percent in the pre-
vious quarter to 11.1 percent
in the second quarter. Median

sensitivity increased from 191
basis points to 202 basis
points.

The number of thrifts
with a post-shock NPV ratio
below four percent fell to six,
down from seven institutions
in the second quarter.

Of the thrifts that submit-
ted Schedule CMR datain the
third quarter, about 93 percent

would have experienced a
loss of net portfolio value if
rates rose by 200 basis points.

In contrast, if ratesfell by
200 basis points, about 84
percent of thrifts would have
experienced increases in the
their net portfolio values.

The thrift industry would
have lost 19 percent of its net

(Continued on page 8)
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Number

Interest Rate Risk Measures

Thrifts with Post-Shock NPV Ratios
Under 4 Percent

Sep-04 Dec-04 Mar-05 Jun-05 Sep-05 Dec-05 Mar-06 Jun-06 Sep-06

Post-Shock NPV Ratio and
Sensitivity Measure Matrix
June 2006
Under 101- 201- Over
Total
100bp | 200bp | 400bp | 400bp
Over
525
10% 159 150 174 42
6% to
10% 25 61 126 26 238
4% to
2
6% 1 1 20 6
Below
7
1% 0 0
Total 185 212 323 76 796

‘ Minimal ‘ | Moderate ‘ ‘ Significant |

Interest Rate Risk Measures
Industry Aggregates
Last Two Quarters
NPV as % of PV of [ 9% Change | % Change
Assets in NPV in NPV
Jun-06 Sep-06 Jun-06 Sep-06
+300 7.50% 7.47% -35% -31%
+200 8.88% 8.60% -22% -19%
+100 10.06% 9.55% -10% -9%
Base 10.99% 10.29% 0% 0%
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Post-Shock NPV Ratio and
Sensitivity Measure Matrix
September 2006
Under 101- 201- Over
Total
100bp | 200bp | 400bp | 400bp
Over
10% 175 147 170 21 513
6% to
10% 36 20 114 12 252
4% to
6% 2 6 10
Below
4% 0 2
Total 213 245
Minimal ‘ ‘ Moderate ‘ ‘ Significant ‘

Sensitivity Falls in the Third Quarter (continued)

(Continued from page 7)
portfolio valueif rates rose by
200 basis pointsin the third
quarter. On the other hand,
the industry would have
gained eight percent if rates
fell by 200 basis points.

The number of thrifts
with a post-shock NPV ratio
below six percent fell to 26
ingtitutions in the third quar-

ter, down from 33 in the prior
quarter. The number of thrifts
with interest rate sensitivity of
100 basis points or below rose
to 213 in the third quarter, up
from 185 in the previous
quarter.

The number of thrifts
with over 400 basis pointsin
interest rate sensitivity fell to
36 in the third quarter, down

from 76 in the prior quarter.
These results are consi stent
with an overall decreasein
the interest rate sensitivity of
the thrift industry in the third
quarter.

Based on TB 13aguid-
ance for the “S” rating, 620
thrifts (78.4 percent) initially
would be assigned a minimal
interest rate risk rating, 141

thrifts (17.8 percent) a moder-
ate rating, 24 thrifts (3.03 per-
cent) asignificant rating, and
six thrifts (0.7 percent) a high
rating in the first quarter.

The number of thrifts
with significant or high inter-
est raterisk fell to 30 in the
third quarter, down from 57 in
the prior quarter.m
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Comparative Trends in the Four OTS Regions

Median Sensitivity by OTS Region
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Median Assets Duration by OTS Region
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Regional Comparisons

At the end of the third
quarter, the Northeast Region
had the highest median sensi-
tivity at 214 basis points,
while the Midwest Region
had the lowest median sensi-
tivity at 129 basis points.

All four OTSregions
experienced adecrease in
their median sensitivities. The

Northeast, Southeast, Mid-
west, and West Regions saw
their median sensitivities drop
by 33, 32, 11, and 14 basis
points, respectively.

The Northeast Region
had the highest median pre-
shock NPV ratio at 13.6 per-
cent, while the Southeast Re-
gion had the lowest median

pre-shock NPV ratio at 12.6
percent. The Midwest Region
had the highest median post-
shock NPV ratio, while the
Southeast Region had the
lowest.

All four OTSregions
saw their median asset dura-
tionsfall. The Northeast Re-
gion had the highest asset du-

ration, at 2.3, while the West
Region had the lowest, at
1.56, at the end of the third
guarter.

All four OTSregions
saw little to no changein
their median liability dura-
tionsin the third quarter.m
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Sensitivity Measure Distribution
All Thrifts
Percent of Thrifts
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Appendix B — Northeast Region

Sensitivity Measure Distribution

Northeast
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Sensitivity Measure Distribution
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Appendix D — Midwest Region

Sensitivity Measure Distribution

Midwest
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Sensitivity Measure Distribution
West
Percent of Thrifts
30 +
Descriptive Statistics
Median = 135.25
Mean = 161
Standard Deviation = 115
Skewness = 0.95
15 + Kurtosis = 0.98
Maximum =559.928354853173
Minimum =6.72144024828299
Count=81
0 - 1 - 1 | | | !
0 100 200 300 400 500 600 700 800
Basis Points
Pre-Shock NPV Ratio Distribution Post-Shock NPV Distribution
West West
Percent of Thrifts 0 _ Percent of Thrifts
60 T Descriptive Statistics
Descriptive Statistics Median = 11.13
M Median = 12.75 Mean = 14.14
Mean = 15.74. ) Standard Deviation = 13.04
Standard Deviation = 12.97 Skewness = 4.02
w0l Skewness = 4 40 1 Kurtosis = 16.64
Kurtosis = 16.47 Maximum =
Maximum = 81.7753283111021
82.6528754596971 Minimum =
Minimum = 4.64068307519735
5.51083081769835 Count =81
20 + Count =81
Olllllﬂllllll’_‘lll’_‘ll’_‘l’_‘l
0 10 20 30 40 50 60 70 80 0 10 20 o 4 50 60 0 8
NPV Ratio (Percent) NPV Ratio (Percent)
Asset Duration Distribution Liabilities Duration Distribution
West
Percent of Thrifts - West
60 — . Percent of Thrifts
Median = 1.56 msgfﬁ :1 1629
Mean=167 _ Standard Deviation = 0.52
Standard Deviation = 0.81 Count = 243
w0l Skewness = 0.17 0 Kurtosis = -0.57
Kurtosis = -0.22 T Maxi e
Maximum = 2 24646712720563
3.75799177987116 M . _
Minimum = 0.0603385566408696
0.134664684579588 y _
20 + Count = 81 20 - Count = 81
0:::::::H::::::Wﬂ::::::: oy
-3 -2 1 0 1 2 3 4 5 6 More 3 -2 -1 0 1 2 3 4 5 6 More
Duration

Duration




Volume 11, Issue 3

Page 15

Glossary

Duration: A first-order approximation of the price sen-
sitivity of afinancia instrument to changesin yield. The
higher the duration, the greater the instrument’s price sensi-
tivity. For example, an asset with a duration of 1.6 would be
predicted to appreciate in value by about 1.6 percent for al
percent declinein yield.

Effective Duration: The average rate of price changein
afinancial instrument over a given discrete range from the
current market interest rate (usualy, +/-100 basis points).

Estimated Change in NPV: The percentage changein
base case NPV caused by an interest rate shock.

Kurtosis: A statistical measure of the tendency of data
to be distributed toward the tails, or ends, of the distribution.
A normal distribution has a kurtosis statistic of three.

NPV Model: Currently measures how five hypothetical
changesin interest rates (three successive 100 basis point in-
creases and two successive 100 basis point decreases ) affect

the estimated market value of athrift’s net worth.

Post-Shock NPV Ratio: Equity-to-assets ratio, follow-
ing an adverse 200 basis point interest rate shock (assuming a
normal interest rate environment), expressed in present value
terms (i.e., post-shock NPV divided by post-shock present
value of assets). Also referred to as the exposure ratio.

Pre-Shock NPV Ratio: Equity-to-assets expressed in
present value terms (i.e., base case NPV divided by base case
present value of assets).

Sensitivity M easure: The difference between Pre-shock
and Post— shock NPV Ratios (expressed in basis points).

Skewness: A statistical measure of the degree to which a
distribution is more spread out on one side than the other. A
distribution that is symmetric will have a skewness statistic
of zero.

Risk Modeling and Analysis Division

Scott Ciardi

Director

Phone:  202-906-6960

Email: scott.ciardi @ots.treas.gov

Jonathan D. Jones

Senior Financial Economist

Phone: 202-906-5729

Email: jonathan.jones@ots.treas.gov

John R. Preisel

Financial Analyst

Phone: 202-906-6973

Email: john.preisel @ots.treas.gov

Haranath Chadive

| T Speciaist, NPV Model

Phone: 202-906-6898

Email: chadive haranath@ots.treas.gov

Neelima Choppala

| T Specialist

Phone:  202-906-7742

Email: choppala.neelima@ots.treas.gov

We*e on the Web!



http://www.ots.treas.gov/statisticalreleases



