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Third Quarter Changes in Interest Rates

U.S. Treasury rates declined across all maturities between the second and
third quarter of 2009. Yields on the three-month note and two-year note de-
creased five basis points and 16 basis points, to 0.14% and 0.95%, respec-
tively. Similarly, yields on the 10-year note and 30-year bond decreased 22
basis points and 29 basis points to 3.31% and 4.03%, respectively (Exhibit 1).
Consistent with previous quarters, the Federal Reserve continued to hold the
target Federal Funds rate within a range of 0-0.25% throughout the third quar-
ter and reiterated its intention to keep interest rates low for an extended pe-
riod. The Federal Reserve also continued to conduct quantitative easing op-
erations, including the purchase of Treasury securities, agency mortgage-
backed securities (MBS) and agency debt. These purchase programs served
to keep interest rates low during the third quarter. As noted in the November
FOMC meeting press release, the Federal Reserve plans to purchase a total of
$1.25 trillion of agency MBS and $175 billion of agency debt by the end of
the first quarter of 2010. The purchase of Treasury securities totaling $300
million was completed at the end of October.

Exhibit 1
Treasury Rates
25
5
e
4 ,_,-«-""- 7—=~§
35
525 P
15 ’{//
1 _%
05 4
0
324 B0 120 240 360
Maturity monthsh
M arch 31, 2009 Jure 30, 2009 September 30, 2009

Swap and LIBOR rates were also lower compared to the previous quarter
(Exhibit 2). The willingness to accept credit risk continued to pull LIBOR
rates lower, as the three-month LIBOR rate decreased 31 basis points to
0.29% and the six-month LIBOR rate decreased 48 basis points to 0.63%.
Likewise, two-year and 10-year Swap rates declined 24 basis points and 31
basis points, to 1.30% and 3.44%, respectively, reflecting the market’s expec-
tation for a flattening Treasury curve.
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Exhibit 2
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Due to the interest rate changes, the Treasury yield curve
flattened slightly during the third quarter after steepening
substantially in the second quarter. As evidence, the
spread between the yield on the 10-year note and two-
year note fell to 236 basis points in September from 242
basis points in June. Despite this flattening, yield

curve steepness at quarter-end remained at historically
high levels and well above its three-year average of 119
basis points. Although the steep yield curve is currently
advantageous to most financial institutions, a change in
monetary policy and/or a decline in market liquidity
could have an adverse effect on institutions that are not
actively managing their interest rate risk or liquidity risk
exposure.
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The Mortgage Market and the Thrift Industry

Continued heavy demand for agency MBS by the Federal
Reserve helped to increase the prices of TBA MBS in the
third quarter. The Federal Reserve purchased a total of
$283.4 billion (net) agency MBS during the third quarter,
raising cumulative net purchases to $904.9 billion. As
seen in Exhibit 3, the prices of FNMA TBA MBS in-
creased across the range of coupons, the price of a
FNMA 5% coupon TBA MBS increasing from $101.75
in June to $103.31 in September. As a result, mortgage
rates decreased from the previous quarter, as the FNMA
60-day commitment rate for 30-year fixed-rate mortgages
declined by 34 basis points, falling from 5.03% in June
to 4.69% in September.

As expected in a slightly lower interest rate environment,
the OTS NPV Model generated shorter effective dura-
tions for mortgages than in the previous quarter. Exhibit
3 shows the effective duration for a FNMA 5% coupon
MBS decreased to 2.81 in September, down from 2.88 in
June. Similarly, the industry’s median effective duration
of assets decreased from 1.50 to 1.37, while the indus-
try’s median effective duration of liabilities decreased
from 1.43 to 1.38 (Exhibit 4). It should be noted, how-
ever, that the OTS NPV Model relies heavily on the refi-
nance incentive implied by prevailing interest rates to
produce estimates of future prepayment speeds and these

Exhibit 3
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Coupon WAC WAM Price 10yr Avg | 1yr Avg Yield WAL Z-Spread 0AS Option | Eff.Duration | Eff. Convexity
(%) (%) (Months) CFR CFR (%) (Years) (BP) (BP) Cost(BP) (Years)
(%) (%)
4.50 4.99 344 101.28 16 15 4.26 6.79 o7 26 71 3.58 122
5.00 5.58 307 103.31 19 22 4.19 5.40 117 42 74 2.81 -80
5.50 6.02 308 104.66 22 32 4.12 4.55 133 a7 86 2.12 -140
6.00 6.54 316 105.53 25 42 3.99 3.66 143 51 92 1.62 -75
6.50 7.03 307 106.84 28 48 3.52 2.94 109 28 81 0.89 53
7.00 7.60 298 109.03 27 41 3.30 2.94 70 23 48 1.05 -55
7.50 8.11 264 108.59 30 43 3.49 2.50 100 70 30 1.18 -35
30-YEAR CONVENTIONAL
June-09
Coupon WAC WAM Price 10yr Avg | 1yr Avg Yield WAL Z-Spread QAS Option |Eff.Duration | Eff. Convexity
(%) (%) {Months) CPR CPR (%) (Years) (BP) (BP) Cost(BP) (Years)
(%) (%e)

4.50 5.04 339 99.72 18 29 4.62 5.52 127 70 57 3.62 36
5.00 5.59 307 101.75 20 34 4.51 4.58 148 86 62 2.88 =71
5.50 6.02 311 103.16 23 43 4.38 3.79 162 87 75 2.20 -38
6.00 6.54 319 104.53 26 49 4.08 3.13 156 76 80 1.66 -32
6.50 7.03 310 106.50 29 51 3.33 2.59 96 25 71 0.90 -36
7.00 7.60 302 108.59 33 52 2.23 2.14 -20 57 37 0.46 4
7.50 8.11 268 107.69 30 44 3.69 2.37 138 105 33 1.31 -43
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Exhibit 4

Median Effective Durations
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estimates may not reflect the current actual rate of prepay-
ments. Indeed, the ongoing market turmoil and its nega-
tive impact on the ability of mortgagors to refinance their
mortgages has resulted in actual prepayment rates that are
much slower than otherwise would be expected in an ex-
tremely low interest rate environment.

On the asset side of the balance sheet, the thrift industry
has been moving towards holding a larger percentage of
longer term, fixed rate mortgage assets. The percentage of
total fixed-rate mortgage assets increased to 26.62% of
total assets in the third quarter of 2009 from 24.96% of
total assets in the third quarter of 2007, prior to significant
market disruptions associated with the financial crisis.
Similarly, the percentage of 30-year fixed-rate, single fam-
ily mortgages increased to 10.92% of total assets in the
third quarter of 2009, up from 8.52% in the third quarter
of 2007. This shift in asset concentrations has also brought
lower coupon rates to the industry’s fixed rate mortgage
portfolio. For example, the weighted average coupon for
30-year, single family mortgage loans has decreased to
6.04% in the third quarter 2009 from 6.62% in the third
quarter 2007. As interest rates begin to increase in the
future, these assets will be characterized by longer average
lives and larger durations. As a result, the overall interest
rate sensitivity of thrifts with a positive effective duration
gap will rise.

On the liability side of the balance sheet, the thrift industry
has been moving towards using a larger percentage of
non-maturity deposits to fund assets. The percentage of
non-maturity deposits has increased to 38.6% of total as-
sets in the third quarter of 2009, up from 30.2% of total
assets in the third quarter of 2007. In general, non-
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maturity deposits represent a stable source of funding that
reduces an institution’s sensitivity to rising interest rates.
The intangible value associated with these deposits is de-
rived from an institution’s customer relationship and
represents the ability to lag market rate increases. Accord-
ingly, it is important for an institution to fully understand
its customer behavior. Without accurately identifying the
retention rates associated with deposit balances or recog-
nizing the customer behavior profile that is unique to each
institution, thrifts run the risk of experiencing higher sen-
sitivity levels when subjected to a rising interest rate envi-
ronment.

NPV Model Results and Changes in the Industry’s
Interest Rate Risk Profile

Industry-wide NPV ratios showed improvement in the
third quarter. The industry’s median pre-shock NPV ratio
increased from 12.56% in June to 12.93% in September,
while the industry’s median post-shock NPV ratio in-
creased from 11.40% in June to 11.97% in September
(Exhibit 5). Given the narrowing in the industry’s median
effective duration gap, median sensitivity for the thrift
industry decreased slightly, falling from 94 basis points in
June to 92 basis points in September (Exhibit 6).

From a supervisory perspective, the number of institutions
with a “High” or “Significant” risk rating as defined by
Thrift Bulletin 13a, decreased from 11 institutions in June
to five institutions in September, while the number of in-
stitutions with a “Moderate” risk rating declined from 58
institutions in June to 37 institutions in September

Exhibit 5

Median Pre- and Post-Shock NPV Ratios
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Exhibit 6

Median Interest Rate Sensitivity Measure
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(Exhibit 7). Additionally, the number of institutions with
a sensitivity measure over 200 basis points decreased from
146 institutions in June to 125 institutions in September.
These results point to an improved interest rate risk profile
for the industry and largely result from the significant re-
duction in asset duration over the past several quarters.
However, as credit conditions improve and interest rates
begin to rise in the future, asset durations can be expected
to increase, leading to an increase in the industry’s overall
interest rate sensitivity.

Exhibit 7
Post-Shock NPV Ratio and Post-Shock NPV Ratio and
Sensitivity Measure Matrix Sensitivity Measure Matrix
Septemhber 2009 June 2009
Under | 101- 201- Over S Under | 101- 201- Over Total
100bp | 200bp | 400bp | 400bp 100bp | 200bp | 400bp | 400bp
Over Over
e 299 145 93 7 544 i 281 128 94 6 509
6% to 6% to
s 84 53 21 1 159 e 99 68 39 2 208
4% to 4% to
6% 13 5 2 20 6% 8 7 3 19
Below Below
4% 4 1 6 4% 6 4 11
Total 400 204 729 Total 394 207 137 9 747

Minimal H Moderate ‘ ‘Significant ‘
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Appendix A — All Thrifts

Sensitivity Measure Distribution

All Thrifts

Percent of Thrifts
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Sensitivity Measure Distribution
- Northeast
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Sensitivity Measure Distribution
Southeast
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Appendix D — Central Region

Sensitivity Measure Distribution
Central
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Appendix F — Western Region

Sensitivity Measure Distribution
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