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Third Quarter Changes in Interest Rates 
  
U.S. Treasury rates declined across all maturities between the second quarter and 
third quarter of 2010.  Yields on the six-month bill and two-year note fell by 3 ba-
sis points (bps) and 19 bps to 0.19% and 0.61%, respectively.  Similarly, yields on 
the 10-year note and 30-year bond fell 44 bps and 22 bps to 2.53% and 3.69%, re-
spectively.  The Treasury yield curve flattened in the third quarter as the spread 
between the yield on the 10-year note and 2-year note decreased to 211 bps in Sep-
tember from 236 bps in June.  Since the end of September, however, longer matur-
ity Treasury rates have increased resulting in a considerably steeper yield curve.  
Yields on the 10-year note and 30-year bond increased 77 bps and 65 bps in the 
fourth quarter to reach 3.30% and 4.34% as of year end.  This increased the spread 
between the yields on the 10-year and 2-year notes to 269 bps which, as shown in 
Exhibit 2, is comparable to the historically steep conditions experienced in the be-
ginning of 2010.  Notwithstanding a steep yield curve, financial institutions should 
continue to consider how their asset and liability mix will behave in yield curve 
flattening and/or increasing interest rate scenarios.  
  

As in previous quarters, the Federal Reserve continued to maintain the target Fed-
eral Funds rate within a range of 0-0.25% throughout the third quarter.  After its 
November meeting, however, the FOMC announced that due to concerns about a 
slow economic recovery and low inflation, it will begin purchases of $600 billion 
of longer-term Treasury securities.  This new policy – known as Quantitative Eas-
ing II – will be completed by the end of the second quarter of 2011 and is in addi-
tion to the existing policy of reinvesting payments from its agency MBS and 
agency debt portfolios into Treasury securities.  With its new policy of quantitative 
easing the Federal Reserve is aiming to suppress long term interest rates in order to 
encourage economic growth.   
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LIBOR/Swap rates declined in the third quarter.  The three-month and six-month LIBOR rates fell 24 bps and 29 bps to 
0.29% and 0.46%, respectively.  Similarly, the two-year and ten-year swap rates decreased 36 bps and 43 bps to 0.61% 
and 2.59%. 
  
Mortgage rates decreased in the third quarter.  The FNMA 60-day commitment rate for a 30-year mortgage declined 37 
bps to 3.83%.  Despite a slight decrease in mortgage rates, mortgage security prices also decreased slightly in the third 
quarter as shown in Exhibit 3.  For example, the price of a FNMA 5% coupon TBA MBS decreased from $105.81 in 
June to $105.34 in September.  Since the end of the third quarter, mortgage rates have followed broader interest rates 
higher as the FNMA commitment rate has increased to 4.57%.  Mortgage and broader rate increases throughout the 
fourth quarter will likely result in lower pre-shock values and higher sensitivity measures for reporting thrift institutions 
in the fourth quarter compared to the third quarter. 
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Balance Sheet Composition Trends within the Thrift Industry 
  
Thrifts have decreased their holdings of single-family mortgage loans and securities over the course of the past year, 
continuing a longer term trend of declining single-family assets over the past several years.  As seen in Exhibit 4, when 
holding September 2010 reporting institutions constant the average ratio of single family mortgage loans and securities 
to total assets fell to 42.4% in September 2010 from 43.9%  in September 2009 and 44.3% in September 2005.  Simi-
larly, the average ratio of total adjustable rate, single-family mortgage loans and securities to total assets decreased to 
12.4% in September 2010 from 12.8% a year ago and 16.3% five years ago.  Although holdings of 30-year, fixed rate, 
single-family mortgage loans and securities are relatively unchanged over the past year, the concentration has in-
creased to 13.6% of total assets in September 2010 from 9.4% in September 2005. 
 
On the liability side of the balance sheet, thrifts continue to increase their use of deposits to fund assets.  As seen in 
Exhibit 5, when holding September 2010  reporting institutions constant the average ratio of deposits to total assets has 
increased to 76.4% from 73.5% over the past year and from 67.1% in September 2005.  The average ratio of non-
maturity deposits to total assets has increased to 34.5% in September 2010 from 31.1% in September 2009.  In recent 
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quarters, thrift institutions have also been increasing the 
term of their fixed-rate, fixed-maturity (FRFM) deposits.  
The average ratio of FRFM deposits maturing in 12 
months or less to total assets has decreased to 28.3% in 
September 2010 from 31% in September 2009, while the 
average ratio of FRFM deposits maturing in 13 months or 
more to total assets has increased to 13.6% from 11.3% a 
year ago.   The weighted average term for all FRFM de-
posits has increased to 12.2 months from 10.4 months a 
year ago.   
  
Both longer term FRFM deposits and non-maturity de-
posits can help reduce an institution’s sensitivity to rising 
interest rates.  The intangible value associated with non-
maturity deposits is derived from an institution’s ability 
to change offered rates with a lag relative to market rate 
increases.  It is important for thrifts to remember that the 
OTS NPV Model provides only an approximate valuation 
of an institution’s deposit intangible value.  Thrift institu-
tions should fully understand their customer deposit be-
havior and should account for the possibility that past 
experiences will not provide an accurate forecast for de-
positor behavior in the current rate environment. 
  
Thrifts have been decreasing their concentration of bor-
rowings as a funding source over recent quarters.  After 
peaking in late 2008, the average ratio of borrowings to 
total assets has decreased to 7.7% in September 2010 
from 9.4% in September 2009. 
 
Third Quarter NPV Model Results and the Thrift 
Industry IRR Profile  
  
Pre-shock and post-shock NPV Capital ratios declined in 
the third quarter.  The median pre-shock NPV Capital 
ratio decreased to 13.31% in the third quarter from 
13.65% in the second quarter (Exhibit 6).  Likewise, the median post-shock NPV Capital ratio decreased to 12.10% in 
the third quarter from 12.55% in the second quarter.  The median sensitivity measure increased slightly to 83 bps in the 
third quarter from 80 bps in the second quarter (Exhibit 7).  Contributing to higher sensitivity measures were higher 
asset durations and lower liability durations.  The industry’s median effective duration of total assets increased from 
1.28 in the second quarter to 1.30 in the third quarter.  Conversely, the median effective duration of total liabilities de-
creased from 1.38 in the second quarter to 1.30 in the third quarter.  Taken together, these changes produced a duration 
gap of zero, reversing a negative duration gap experienced in the second quarter.  Contributing to higher total asset 
durations were 30-year, single family, fixed-rate mortgage loans and securities.  The median effective duration of 30-
year loans increased to 2.54 in September from 2.09 in June while the median effective duration of 30-year securities 
increased to 2.34 in September from 2.00 in June. 
  
From a regulatory perspective, the number of institutions that have a “Significant” or “High” level of interest rate risk 
as defined in Thrift Bulletin 13a increased to six institutions in the third quarter from two in the second quarter 
(Exhibit 8).  The number of institutions with a sensitivity measure of 200 bps or greater also increased to 132 in the 
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third quarter from 108 in the second quarter. It is important for institutions to recognize, however, that because the 
OTS NPV model assumes all loans and securities to be prime, agency conforming exposures, pre-shock NPV ratios 
may be overstated and sensitivity measures may be understated for those institutions that hold a large amount of non-
conforming loans and other non-prime assets.  Financial institutions should consider whether their specific pre-shock 
values can be considered reasonable when considering the OTS approach (i.e. – assuming all assets to be of prime 
quality) and their particular portfolio.  Additionally, prepayment estimates for single-family mortgage loans and secu-
rities have become increasingly difficult to forecast as actual prepayment rates remain well below levels that would be 
expected in the current interest rate environment.  As such, thrifts should recognize the possibility that effective dura-
tions (and sensitivity to rate increases) for these assets could be higher than what current interest rates would typically 
imply.  
 
To illustrate the potential for the OTS NPV model to overstate pre-shock capital, sensitivity measures can be applied to 
equity capital in the place of pre-shock capital.  In this example, the number of “Significant” or “High” rated institu-
tions increases to 20 from six (Exhibit 9).  

Exhibit 8 
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Appendix A — All Thrifts 
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Appendix B — Northeast Region 
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Appendix C — Southeast Region 
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Appendix D — Central Region 
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Appendix F — Western Region 
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