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Interest Rate Sensitivity Falls for Second Consecutive Quarter

The fourth quarter saw
median interest rate sensitiv-
ity fall to 145 basis points
from 153 basis points in the
third quarter. The decline in
sensitivity was due to the
change in interest rates be-
tween the third and fourth
quarters that caused the me-
dian duration gap between
assets and liabilities to nar-
row for the industry.

Both the median pre-
shock and post-shock Net
Portfolio Value (NPV) ratios
rose in the fourth quarter. De-
spite the overall improvement
in these capital ratios, the
number of thrifts with post-
shock NPV ratios below 4.0
percent increased from three
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to five institutions.
The fourth quarter saw the
Treasury yield curve continue

its flattening trend as a result
of increases made to the fed-
(Continued on page 6)

FAS No. 133 and Its Impact on Risk Management

Traditionally, the thrift in-
dustry with its heavy reliance
on funding long-term, fixed-
rate mortgages with short-term
deposits has been exposed to
significant interest rate risk.

In the late 1970s and early
1980s, risk managers at thrifts
had few tools at their disposal
to hedge this type of financial
risk.

Derivatives such as swaps,
caps, floors, and futures were
new financial contracts, and
most thrifts did not have easy
access to the markets for these
products, or the analytical
tools required to evaluate the

safety and soundness of de-
rivatives use. As a result,
most thrift executives were
forced to use more traditional
asset-liability techniques to
hedge interest rate risk.

For example, reducing the
duration mismatch between
assets and liabilities by includ-
ing more adjustable-rate mort-
gage loans or longer-term de-
posit products in thrift portfo-
lios was a popular alternative
approach for managing inter-
est rate risk. Changing the bal-
ance sheet, however, can be
time-consuming, and thrift
customers may not always de-

mand the financial products
that are most useful for risk
management purposes.

Indeed, the thrift crisis of
the 1980s illustrates the diffi-
culties associated with prop-
erly executing this risk man-
agement strategy, since many
thrift executives were unable
to change their portfolios
quickly enough to counter the
rapid rise in short-term interest
rates that occurred.

Today, the use of financial
derivatives such as swaps,
caps, floors, forwards, and fu-
tures has become widespread.

(Continued on page 2)
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The markets for these prod-
ucts have matured, their
pricing has become more
transparent, and the analyti-
cal models necessary to be
able to use these instruments
effectively are readily acces-
sible and affordable. Asa
result, the use of derivatives
is an efficient and conven-
ient way to manage interest
rate risk. Despite this, the
thrift industry largely con-
tinues to avoid using these
products in hedging strate-
gies, even though thrifts’
balance sheets are still ex-
posed to interest rate risk.

For example, in Septem-
ber 2004, only 44 thrifts re-
ported financial derivatives
on Schedule CMR. This
number represents approxi-
mately five percent of the
industry. Most of the thrifts
that use derivatives are
large, with 64 percent each
having total assets in excess
of $1 billion. The failure of
derivatives use to take hold
in certain parts of the indus-
try is understandable.

Many small- and me-
dium-size thrifts are not
comfortable using deriva-
tives because of their asso-
ciation with some well-
publicized derivative deba-
cles in the 1990s (e.g., Gib-
son Greetings, Barings, and
Orange County, CA). And,
in some cases, they simply
do not possess the manage-
ment expertise or the finan-
cial wherewithal to properly
use derivatives. Indeed, the
transaction costs associated
with acquiring derivatives
can be prohibitive to smaller
thrifts.

On the other hand, anec-
dotal evidence suggests that

risk managers at the larger
thrifts often forego or limit
using derivatives because of
the complex accounting
rules for derivatives laid out
in Financial Accounting
Standard (FAS) No. 133,
“Accounting for Derivative
Instruments and Hedging
Activities.” Moreover, the
recent high-profile account-
ing problems at Fannie Mae
and Freddie Mac dramati-
cally illustrate the potential
problems associated with
using derivatives and have
forced thrift executives, in-
vestors, and banking regula-
tors to pay closer attention
to the complexities associ-
ated with this accounting
standard.

This article focuses on
FAS 133 and attempts to
accomplish the following.
First, we introduce the
reader to the concepts and
terminology of FAS 133.
Second, we discuss how
FAS 133 differs from previ-
ous accounting standards for
derivatives and hedging.
Third, we explain how FAS
133 has impacted hedging
strategies for interest rate
risk in the thrift industry.
And, finally, we discuss how
to evaluate the effectiveness
of an institution’s hedging
strategy.

Derivatives Accounting
Before FAS 133

Prior to the implementa-
tion of FAS 133, the ac-
counting for derivatives and
hedging was inconsistent
and largely incomplete. In-
vestors often found them-
selves in the dark when try-
ing to assess the risks asso-
ciated with a company’s de-

rivatives use and hedging
strategy. Most of the early
accounting guidance rele-
vant to the thrift industry
was found in FAS 80,
“Accounting for Futures
Contracts.” Under this ac-
counting standard issued in
1984, futures were held off
balance sheet, and any asso-
ciated gains or losses were
reported on the income
statement when they oc-
curred, unless the futures
contract was part of a quali-
fied hedge.

Under FAS 80, hedge
accounting treatment was
only allowed if certain crite-
ria were satisfied. First, the
futures contract had to be
attached to a specific asset
or liability, a forecasted
transaction, or a group of
similar assets or liabilities.
Second, the hedge item, or
items, had to expose the
thrift to risk of loss on an
enterprise-wide basis (i.e.,
the balance sheet as a
whole). Third, the thrift was
required to prove, at incep-
tion of the hedging strategy
and on an on-going basis,
that there was a high corre-
lation between the gains and
losses on the futures contract
and the hedge item (i.e., that
the hedge was highly effec-
tive).

Additional criteria ap-
plied if the futures contract
was used to hedge a fore-
casted transaction. By defi-
nition, a forecasted transac-
tion had to have identifiable
terms and be highly prob-
able.

FAS 80 had several
weaknesses. First, it dealt
only with futures contracts.
The accounting treatment
for other derivative instru-

ments such as swaps, caps,
and floors was not dis-
cussed. As a result of this
omission, practitioners be-
gan applying the accounting
requirements of FAS 80 to
these excluded derivatives
by analogy. Second, the off-
balance-sheet treatment of
futures made it virtually im-
possible for investors to
fully understand the extent
of an institution’s futures
holdings or how they were
being used. Finally, this
rule offered no explicit guid-
ance on measuring hedge
effectiveness, determining
whether a forecasted trans-
action was probable, and the
type of documentation that
an institution needed to re-
tain for its records.

In an attempt to address
the shortcomings of FAS 80,
the Financial Accounting
Standards Board (FASB)
issued additional accounting
statements in the early
1990s, including FASs 104,
105,107,115 and 119. In
general, these accounting
statements required manage-
ment to provide additional
disclosures on their deriva-
tives holdings, including the
rationale for owning such
products, how the gains and/
or losses on the derivatives
are to be recognized on the
income statement, and,
when any forecasted trans-
actions being hedged are
likely to occur. In addition,
FASB recommended that
management make certain
quantitative disclosures re-
garding the market risks as-
sociated with their deriva-
tives use.

Despite these efforts by
FASB, the accounting rules

(Continued on page 3)
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surrounding derivatives use
were still viewed as being
insufficient. Meaningful
reform did not occur until
several high profile compa-
nies, including Procter &
Gamble and Gibson Greet-
ings, suffered massive losses
from using derivatives. In
response to these derivatives
debacles, and after lengthy
debate, FASB issued FAS
133 in June 1998.

Accounting for Derivative
Instruments and Hedging
Activities in FAS 133

The goal of FAS 133 was
to provide analysts and in-
vestors with a more com-
plete understanding of the
risks associated with an in-
stitution’s derivatives use
and hedging strategy. The
standard became effective
for companies with calendar
year ends beginning with the
first quarter of 2001. The
new rule offered an immedi-
ate improvement over earlier
accounting guidance be-
cause it covered all types of
derivatives, and not just fu-
tures. Unlike previous ac-
counting standards, FAS 133
defines exactly what consti-
tutes a derivative for pur-
poses of the rule.

The effort to define the
term derivative was done, in
part, to remove the confu-
sion surrounding the ac-
counting treatment for em-
bedded derivatives (i.e., de-
rivatives embedded in tradi-
tional financial instruments,
such as callable corporate
bonds). Prior to the imple-
mentation of FAS 133, em-
bedded derivatives repre-
sented an accounting loop-

hole, since management was
not required to segregate and
separately disclose the exis-
tence of these derivatives on
financial statements.

FAS 133 specifies a
three-part test to determine
whether an embedded de-
rivative needs to be segre-
gated and accounted for
separately. The key issue is
whether the embedded de-
rivative is clearly and
closely related to the host
contract, such as a callable
corporate bond. If this con-
dition is not satisfied, the
embedded derivative needs
to be unbundled from the
host contract and reported
separately as a derivative in
the financial statements.

From a practical stand-
point, FAS 133 represents a
significant departure from
the way firms traditionally
had reported their deriva-
tives activity. In particular,
it requires that all deriva-
tives be reported on the bal-
ance sheet at fair or market
value. Moreover, gains or
losses on the derivative posi-
tions are reported in the in-
come statement, whether
realized or not, in the period
when they occur, unless the
derivative serves as a quali-
fying cash flow hedge.

Hedge Accounting Under
FAS 133

Under FAS 133, most
assets, liabilities, or fore-
casted transactions that are
subject to market price risk,
interest rate risk, foreign ex-
change risk, or credit risk
are eligible for hedge ac-
counting treatment if the
stringent requirements to
achieve hedge accounting

are met. It is important to
note that assets designated
as held-to-maturity are not
eligible for hedge account-
ing treatment related to in-
terest rate risk or overall
changes in fair value, be-
cause it contradicts the no-
tion of the held to maturity
classification.

Similar to previous ac-
counting standards, FAS 133
permits a group of assets, or
liabilities, to receive hedge
accounting treatment pro-
vided these assets or liabili-
ties are deemed to be simi-
lar. To satisfy the definition
of similar, each individual
item must share the same
risk exposure, and changes
in fair value due to the
hedged risk must affect each
item in a manner generally
proportional to the aggregate
portfolio.

FAS 133 identifies three
types of hedges: fair value
hedges, cash flow hedges,
and foreign currency hedges.
Given the lack of foreign
currency exposure in the
thrift industry, we focus on
fair value and cash flow
hedges. A fair value hedge is
a hedge of the exposure to
changes in the fair value of a
recognized asset, liability, or
firm commitment. A cash
flow hedge is a hedge of the
exposure to variability in the
cash flows of a recognized
asset, liability, or forecasted
transaction.

Fair Value Hedges

Fair value hedges are
designed for assets, liabili-
ties, or firm commitments
that have fixed contractual
terms, such as a fixed-rate
bond. The potential change
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in value stems directly from
these preset terms. An
available-for-sale, fixed-rate
bond is an example of an
asset that might typically be
designated as the hedged
item in a fair value hedge.
Changes in interest rates
would affect the market
value of the bond because
the coupon payments are
fixed at a pre-determined
rate.

In a fair value hedge re-
lationship, the gains and
losses on the hedged asset or
liability and the derivative
flow directly to the income
statement, with the net dif-
ference between the two
showing up as “hedge inef-
fectiveness.” In addition,
the carrying value of the
hedge item(s) must be ad-
justed on the balance sheet
to account for the change in
value attributed to the risk
being hedged. If at any
point, a hedge relationship
becomes ineffective, the re-
lationship is terminated, and
all gains and losses on the
derivative flow directly to
the income statement and
the hedged item’s carrying
amount is no longer adjusted
for changes in fair value re-
lated to hedge accounting.

To establish a fair value
hedge, management must
document the details of the
hedge relationship. The
documentation must specifi-
cally identify at inception
the derivative(s) and the
hedged item(s), the specific
risk being hedged (e.g., in-
terest rate risk, credit risk)
and the means of assessing
the effectiveness of the
hedge (e.g., correlation test-
ing, dollar offset). Also, the

(Continued on page 4)
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documentation must show
that there is a reasonable
expectation that the hedge
will be “ highly effective” at
inception of the hedge and
on an on-going basis. Un-
fortunately, FAS 133 does
not define “highly effec-
tive,” and instead merely
states that the method for
determining effectiveness
should be “reasonable and
consistent.” From a practi-
cal standpoint, however, a
highly effective hedge is one
where the designated deriva-
tives successfully offset be-
tween 80 and 125 percent.

This increased attention
to documentation is a key
provision of FAS 133, since
FASB wanted to eliminate
management’s ability to ret-
roactively identify a hedged
relationship. Under previ-
ous accounting standards for
derivatives, the documenta-
tion requirements were
weak, thus increasing the
opportunity for management
manipulation.

The following is an ex-
ample of how a fair value
hedge works in practice.
Assume that ABC Bank
wants to hedge 100 percent
of the interest rate risk for a
$50 million, five-year, fixed-
rate, non-callable corporate
bond designated as avail-
able-for-sale (AFS). The
coupon is set at 6 percent,
and the current market value
as well as the carrying value
of the bond is $51 million.
On the basis of simulation
models, the risk manager for
ABC Bank determines that
when interest rates change
by (+/-) 50 basis points, or
less, there is a high degree of
correlation between the

gains and losses on the bond
and the gains and losses on a
$50 million pay-fixed, re-
ceive 3-month LIBOR swap.
Accordingly, the manager
designates the swap as hedg-
ing the $50 million AFS cor-
porate bond at inception and
assembles the necessary
documentation.

One month later, at quar-
ter end, interest rates have
increased, corporate credit
spreads have widened, and
the market value of the bond
has declined by $2 million,
with $1.5 million of the de-
crease attributed to changes
in interest rates and $0.5
million attributed to widen-
ing credit spreads. Con-
versely, the swap has in-
creased in value by $1.48
million. The gains on the
swap and losses on the bond
attributed to changes in in-
terest rates are recorded on
the income statement with
the net $20,000 loss showing
up as “hedge ineffective-
ness.”

On the balance sheet, the
carrying value of the swap is
written up to $1.48 million
(the fair value at the balance
sheet date). The carrying
value of the bond is written
down by $2 million, with
$1.5 million of this loss is
attributed to changes in in-
terest rates recorded in the
income statement and the
remaining $0.5 million loss
attributable to widening
credit spreads recorded as an
unrealized loss on AFS se-
curities in other comprehen-
sive income (OCI). The
$0.5 million decline in value
attributed to changes in
credit spreads is reflected in
the balance sheet in the
“Accumulated Other Com-

prehensive Income™ account
(AOCI) in the equity sec-
tion.

Cash Flow Hedges

Cash flow hedges are
designed for assets, liabili-
ties, or forecasted transac-
tions that have variable cash
flows. Similar to previous
accounting standards, FAS
133 does not allow hedge
accounting treatment for
forecasted transactions
which are less than probable
of occurring or with a high
degree of “uncertainty in
timing.”

In addition, any fore-
casted transaction that is part
of a cash flow hedge rela-
tionship must be with a third
party external to the entity
and the risk being hedged
must affect reported earn-
ings.

Cash flow hedges can be
used to convert variable-rate
borrowings to fixed-rate bor-
rowings, or to lock in future
costs associated with the
rolling over of short-term
fixed rate borrowings (this
would constitute a
“forecasted transaction). It
is important to note that the
hedged item does not neces-
sarily have to be a variable
rate asset or liability. For
example, if management
knew that for the next two
years they were going to be
rolling over $5 million in
three-month borrowings,
they may want to “lock in”
the costs associated these
borrowings by entering into
a two-year, fixed-for-
floating rate swap tied to
three-month LIBOR. In this
case, the cash flow hedge
would be hedging the vari-

ability of costs associated
with a series of forecasted
transactions involving fixed
rates.

The primary reporting
difference between a fair
value hedge and a cash flow
hedge is the way in which
gains and losses are recog-
nized in the financial state-
ments. In a qualifying cash
flow hedge, the effective
portion of the derivative
gain or loss is reported as a
component of OCI (outside
of earnings), and reclassified
into earnings in the same
period(s) during which the
hedged forecasted transac-
tion affects earnings. In the
roll over example above, the
effective portion of the quar-
ter-to-quarter gains or losses
on the swap would be re-
corded in OCI and reclassi-
fied into earnings over the
two-year borrowing period.

It should be noted that, in
the example, if rates fall
over the two-year period, the
actual costs associated with
rolling over the borrowings
will also fall, but the bene-
fits resulting from this de-
cline in rates would be offset
by the derivatives losses that
would occur on the swap.
These would have to be am-
ortized into earnings each
time the debt was rolled
over. This is the end result
of locking in borrowing
costs. As with a fair value
hedge, any ineffectiveness in
a cash flow hedge is re-
corded in earnings immedi-
ately.

Cash flow hedges require
the same level of documen-
tation as fair value hedges in
that management must spe-
cifically identify the deriva-

(Continued on page 5)
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tive(s) and the hedged item
(s), the specific risk being
hedged (e.g., interest rate
risk or credit risk) and the
means of assessing the ef-
fectiveness of the hedge (e.
g., correlation testing or dol-
lar offset. They also must
document that there is a rea-
sonable expectation that the
hedge will be “highly effec-
tive” at inception, and on an
on-going basis

The Short-Cut Method

Although the documenta-
tion requirements under FAS
133 are strict, the standard
has a provision that relaxes
those standards in very lim-
ited situations. In general, if
the hedge relationship in-
volves an interest rate swap
on an interest-bearing asset
or liability that is tied to the
same benchmark interest
rate and the terms of the
swap and the hedged match,
FAS 133 allows for “short-
cut” accounting treatment.

Under short-cut account-
ing treatment, the hedge is
assumed to have perfect cor-
relation and the documenta-
tion requirements are greatly
minimized. Use of this ex-
ception, however, is closely
scrutinized. Some of the
accounting-related problems
at Fannie Mae recently can
be attributed to misapplica-
tion of this rule.

Disclosures

As part of the move to
fair value accounting for
derivatives and the adoption
of FAS 133, FASB relaxed
some of the disclosure re-
quirements in FAS 119 that

were very useful to inves-
tors.

Two provisions that were
dropped merit special atten-
tion. First, firms are no
longer required to separately
identify derivatives gains
and losses under FAS 133.
As result, it is difficult for an
investor to determine the
total impact of derivative
use on earnings, since only
hedge ineffectiveness is dis-
closed on the financial state-
ments.

Second, firms are no
longer required to disclose
the notional values of each
type of derivative they hold.
In the past, some believed
that these disclosures pro-
vided a useful measure of
the intensity of derivatives
use at a firm. Although the
Securities and Exchange
Commission has expanded
its requirements for disclo-
sure of information on de-
rivatives use, many analysts
believe that the adoption of
FAS 133 has led to the loss
of valuable information
about derivatives use.

The Implications of FAS
133 for Risk Management

Increased Administrative
Costs

FAS 133 places greater
emphasis on record keeping
and on accurate instrument
valuations and estimates of
hedge effectiveness. Asa
result, firms that plan to use
derivatives must be prepared
to incur additional adminis-
trative costs. In particular,
firms that use derivatives
will have to hire people with
the appropriate accounting
and risk management exper-

tise. The firms will have to
acquire valuations models
that are capable of not only
producing accurate valua-
tions, but have the ability to
estimate the effectiveness of
hedge relationships by iden-
tifying the impact of various
risks factors on the overall
value of an instrument.

Many firms that have a
desire to use derivatives may
not be able to absorb these
increased costs, or they may
not view the benefits from
using derivatives as out-
weighing the additional
costs.

Increased Accounting Risk

FAS 133 is a complex
accounting standard (which
spans nearly 900 pages, in-
cluding appendixes and De-
rivative Implementation
Group issues), and even the
most well intentioned firm
may not meet the require-
ments to avail itself the
privilege to use hedge ac-
counting. Specifically, an
institution must possess the
ability to not only value de-
rivatives, but to estimate
how that value will change
under different scenarios.

The analytical models
that produce these estimates
rely on numerous assump-
tions, and if these models
produce incorrect estimates,
or if certain modeling as-
sumptions later prove to be
flawed, hedge effectiveness
may be compromised.

Even in the absence of
model risk, firms may have
difficulty interpreting some
of the more vague aspects of
FAS 133. For example, the
standard does not specify a
method for determining
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hedge effectiveness. The
two most widely used meth-
ods, “dollar offset” and
“statistical correlation,” have
well-known problems.

The dollar-offset method
is the simplest to apply, and
involves dividing the change
in value of the derivative by
the change in value of the
hedged item. But this
method only considers cu-
mulative changes in value
over the measurement pe-
riod, not the incremental
changes of value during the
measurement period.

The statistical correlation
method attempts to measure
the degree to which to two
values move together. To
measure the strength of such
correlation, one typically
relies on the correlation co-
efficient measure. A coeffi-
cient value of —1.0 would
indicate perfect negative
correlation. Relying exclu-
sively on such a measure,
however, overlooks the fact
that one can have perfect
negative correlation, but the
total gains and losses on the
derivative and the hedge
item may not be equal unless
hedge ratios are set appro-
priately.

It is important to note
that a firm cannot change
back and forth between the
two methods for measuring
hedge effectiveness. The
firm must specify at incep-
tion the method it will use to
measure hedge effective-
ness, and it should assess
effectiveness for similar
hedges in a similar manner.
The use of different measur-
ing methods for similar
hedges must be justified. If a
firm identifies an improved

(Continued on page 6)
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method of assessing hedge
effectiveness going forward,
it must discontinue the exist-
ing hedging relationship and
designate the relationship
anew using the improved
method.

Similarly, FAS 133 pro-
vides no guidance on how
far into the future a firm can
“forecast” a transaction. In
the late 1980s, some regula-
tory agencies determined
that forecasted transactions
more than three years into
the future were not probable.
Although this policy is not
enforced today, it is possible
that firms that are too ag-
gressive in this area run the
risk of restatement, if FASB
ever does provide additional
clarification.

Given the high degree of
accounting risk associated
with FAS 133, both large
and small firms, fearing the
risk of bad publicity and the
potential for earnings re-
statement, may ultimately
decide to forego the use of

derivatives altogether, and
instead use a less efficient
means of hedging risk.

Increased Use of Macro
Hedging

Given the increased costs
and risks associated with
hedge accounting treatment
under FAS 133, some firms
may choose to use deriva-
tives, but forego the process
of placing them into formal
individual hedge relation-
ships. Such a hedging ap-
proach is typically referred
to as macro hedging.

Although many risk
managers agree that macro
hedging is the most eco-
nomically efficient, a firm
will not be able to qualify
for hedge accounting treat-
ment. This results in the risk
of earnings volatility be-
cause absent hedge account-
ing, the gains and losses on
the derivative often will not
be recognized in the same
financial reporting period as
the income effects of the

hedged item. Specifically,
the gains and losses on all
derivatives that are not part
of qualified hedge relation-
ships are run directly
through the income state-
ment in the period they oc-
cur.

This mark-to-market re-
quirement can potentially
create problems because the
gains and losses on most
other assets and liabilities on
a bank’s balance sheet are
not immediately recognized
in earnings. Instead, the
market value changes on
some assets, such as avail-
able-for-sale securities, are
reflected in OCI and not re-
corded on the income state-
ment until the gain or loss is
realized when the asset is
sold.

Complicating the situa-
tion even further, some other
types of assets, such as
mortgage servicing rights,
are carried at the lower of
cost or market, and thus can
never be adjusted above
their cost basis. Given the

Interest Rate Sensitivity Falls for Second Consecutive Quarter (continued)
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eral funds target rate by the
Federal Reserve. Between
the third and fourth quarters
of 2004, rates rose for all
maturities, except for those
at the long end of the yield
curve or beyond the 20-year
maturity point.

For example, the two-
year CMT yield rose by 46
basis points, while the
“estimated 30-year CMT
yield” fell by 7 basis points
(the 30-year CMT yield is
estimated using an adjust-

ment factor applied to the
daily 20-year CMT yield).

Changes in the slope of
the yield curve, as measured
by the difference between
two-year CMT and 10-year
CMT yields, provides evi-
dence of a substantially flat-
ter curve. In December
2003, the difference was 242
basis points. This difference
fell to 152 basis points in
September 2004, and was
115 basis points by the end
of December 2004.

LIBOR rates also rose

over the past year. One-
month LIBOR increased
from 1.12 percent to 2.40
percent between December
2003 and December 2004,
while three-month LIBOR
rose from 1.15 percent to
2.56 percent over the same
period.

Typically, flatter yield
curves put pressure on the
net interest margins of finan-
cial institutions because the
spread between yields on
assets and the costs of li-
abilities narrows. Despite

fact that management at
some firms may not be will-
ing to defend the use of
macro hedging, they may
forgo using derivatives alto-
gether.

Conclusion

FAS 133 represents a
significant improvement
over previous accounting
standards for derivatives
use. Whether it has achieved
its goal of producing more
transparency regarding a
firm’s use of derivatives is
still in question. Nonethe-
less, it has had a tremendous
impact on the hedging proc-
ess.

Given its complexities,
firms that plan to use deriva-
tives must invest in the nec-
essary infrastructure to en-
sure that it is done in a safe
and sound manner. The use
of derivatives should reduce
a savings association’s risks,
not exacerbate them.m

the flatter yield curve and
higher liability costs in the
fourth quarter, average net
interest margins actually
rose by two basis points for
the thrift industry. This
modest increase in net inter-
est margins was due largely
to higher asset yields on new
and repricing assets.
Although the narrowing
of spreads between asset
yields and funding costs has
so far not severely adversely
impacted the industry, this
(Continued on page 7)
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Interest Rate Sensitivity Falls for Second Consecutive Quarter (continued)

(Continued from page 6)
will probably not continue in
the future.

Between June 2004 and
December of 2004, the Fed-
eral Reserve raised the fed-
eral funds target rate five
times, resulting in an overall
increase of 125 basis points.
After the target rate was
raised again by 25 basis
points in both February 2005
and March 2005, the federal
funds rate now stands at
2.75 percent. The federal
funds target rate is the
benchmark of short-term
interest rates in the United
States.

Elevated market expecta-
tions for inflation implied by
the current yield curve sug-
gest that the Federal Reserve
will continue to aggressively
raise the target federal funds
rate. The current spread be-
tween 10-year Treasury In-
flation Protected Securities
(TIPS) and Treasury notes
implies that the market ex-
pects an inflation rate of
2.70 percent.

TIPS are a special type
of Treasury note that pro-
tects investors from infla-
tion. The coupon payments
and underlying principal of
these securities are increased
to compensate for inflation,
as measured by the Con-
sumer Price Index.

Historically, the Federal
Reserve prefers that the in-
flation spread be about 2.00
percent. Because it appears
likely the Fed will continue
to raise rates throughout
2005, thrifts should deter-
mine how such an increase
would affect profitability,
and if necessary, devise
portfolio-rebalancing strate-
gies. One possible strategy,

although it may not be ap-
propriate for all thrifts, is to
shorten asset duration and
lengthen liability duration.

Thrifts have already re-
sponded to a flattening yield
curve over the past year by
changing the composition of
the assets and liabilities they
hold in their portfolios. Be-
tween December 2003 and
December 2004, thrifts in-
creased their portfolio hold-
ings of single-family adjust-
able-rate mortgages and
mortgage-backed securities
(MBS) from $333.4 billion
to $453.7 billion. In percent-
age terms, thrifts held 64.8
percent of their single-
family mortgages in ARMs
at the end of December 2004
compared to 60.6 percent at
the end of December 2003.

By increasing their port-
folio holdings of ARMs,
thrifts can decrease the dura-
tion mismatch between the
assets and liabilities in their
portfolios and lower their
exposure to interest rate risk.
This occurs because adjust-
able-rate mortgages typi-
cally have lower effective
durations than fixed-rate
mortgages.

Particularly for periods
when interest rates are ris-
ing, adjustable-rate mort-
gages are attractive because
they reprice much more of-
ten than fixed-rate mort-
gages.

Besides an overall in-
crease in the proportion of
ARMs held in portfolio dur-
ing 2004, there was also a
change in the portfolio mix
of adjustable-rate mort-
gages. Between December
2003 and December 2004,
thrift portfolio holdings of
non-teaser, lagging index

ARMs with a reset fre-
quency of one-month rose
60.3 percent.

Over the same period,
thrift portfolio holdings of
non-teaser CMT ARMs with
reset frequencies of six
months or less and between
seven months and two years
rose 37.9 percent and 42.7
percent, respectively.

During 2004, the liabili-
ties side of the balance sheet
for thrifts witnessed some
notable changes. For exam-
ple, total variable-rate bor-
rowings rose from $135.6
billion to $165.8 billion.
Also, brokered deposits with
an original maturity of 12
months or less rose dramati-
cally. Between December
2003 and December 2004,
these deposits rose from
$5.5 billion to $26.5 billion.
This represents a 376 per-
cent increase.

From a risk management
perspective, brokered depos-
its are considered a more
volatile source of funding,
because the depositors asso-
ciated with these accounts
are more rate senstitive than
traditional “core” deposits.
As such, the NPV Model
assigns no intangible value
to these deposits and as-
sumes an effective duration
of zero.

Total thrift industry earn-
ings rose to $3.76 billion in
the fourth quarter, up seven
percent from $3.50 billion in
the prior quarter. Consistent
with the rise in earnings,
thrift profitability also rose
from the previous quarter.
The average return on assets
for the industry rose to 1.17
percent in the fourth quarter,
up from 1.15 percent in the
third quarter.

Page 7

The 30-year mortgage
rate, as measured by the
contract interest rate on
Freddie Mac commitments
for fixed-rate 30-year mort-
gages, rose to 5.81 percent
at the end of the fourth quar-
ter, up modestly from 5.72
percent at the end of the
third quarter. Between De-
cember 2003 and December
2004, the 30-year mortgage
rate showed very little
change, moving from 5.85
percent to 5.81 percent.

The small rise in 30-year
quarter-end mortgage rates,
however, is misleading
when looking at refinancing
activity for the fourth quar-
ter. The fourth quarter actu-
ally saw mortgage-
refinancing volume increase
from the level in the third
quarter. This was due to the
substantial degree of volatil-
ity displayed by the mort-
gage rate between Septem-
ber 30, 2004 and December
31, 2004. Between October
6 and October 22, the mort-
gage rate fell 28 basis
points. It then continued to
trend upward, rising 29 basis
points between October 23
and December 2. Finally,
between December 15 and
December 31, the mortgage
rate increased about 16 basis
points.

Fourth-quarter 1-4 fam-
ily mortgage originations by
thrifts rose to $154.1 billion,
up from $145.4 billion in the
third quarter. Total mortgage
originations by thrifts in the
fourth quarter were $176.6
billion, up from $167.1
billion in the third quarter.
With regard to mortgage
pipeline activity, the
notional amount of optional

(Continued on page 8)
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Interest Rates and ARM Market Share
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Interest Rate Sensitivity Falls for Second Consecutive Quarter (continued)

(Continued from page 7)
commitments to originate
mortgages fell from $67.2
billion in the third quarter to
$59.9 billion in the fourth
quarter. The notional amount
of firm commitments to
originate mortgages fell only
slightly, falling from $3.4
billion to $3.2 billion over the
same period.

The fourth quarter saw the
ARM share of total thrift

mortgage originations rise to
62 percent, up from 55 per-
cent in the prior quarter. Con-
sistent with the rise in the
share of thrift ARM origina-
tions, the ARM share of total
1-4 family mortgages held by
thrifts in their portfolios rose
to 64.8 percent in the fourth
quarter, up from 63.7 percent
in the prior quarter.
Mortgage refinancing ac-
tivity accounted for 35.8 per-

cent of thrift originations of
single-family mortgages in
the fourth quarter, up from
31.5 percent in the third quar-
ter. This increase is consistent
with the mortgage refinancing
activity of all lenders, where
the proportion rose to 42 per-
cent from 33 percent between
the third and fourth quarters.
The industry’s median
effective duration of assets
fell from 1.82 to 1.79 between

the third and fourth quarters.
With the decrease in longer-
term interest rates during the
fourth quarter, the rate of
mortgage prepayments rose.
As a result of the rise in
prepayments, the durations of
both mortgages and total
assets fell. The industry’s
median effective duration of
liabilities fell from 1.66 to
1.62 in the fourth quarter.
(Continued on page 9)
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Median Effective Duration

Duration and NPV Sensitivity Measures

Median Pre- and Post-Shock NPV Ratios
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Interest Rate Sensitivity Falls for Second Consecutive Quarter (continued)

(Continued from page 8)

This was due to the rise in
short- and medium-term
interest rates.

The median pre-shock
NPV ratio for the industry
rose from 13.4 percent in the
third quarter to 13.6 percent
in the fourth quarter. Simi-
larly, the median post-shock
NPV ratio also rose, moving

from 11.8 percent at the end
of the third quarter to 12.1
percent at the end of the
fourth quarter.

The number of thrifts with
a post-shock NPV ratio below
4 percent rose from three to
five institutions between the
third and fourth quarters. De-
spite this increase, the num-
ber of thrifts highly exposed

to interest rate risk remains
low.

Of the 824 thrifts filing
Schedule CMR in the fourth
quarter, 86.5 percent would
have experienced a loss of net
portfolio value if interest
rates rose by 200 basis points.
About 24 percent of thrifts
would have lost more than 20
percent of their value if rates

rose by 200 basis points. If
rates fell by 100 basis points,
about 64 percent of reporting
thrifts would have experi-
enced increases in their net
portfolio values.

The percentage of thrifts
with a post-shock NPV ratio
over 6 percent rose between
the third and fourth quarters.

(Continued on page 10)
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Interest Rate Risk Measures
Thrifts with Post-Shock NPV Ratios Interest Rate Risk Measures
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Interest Rate Sensitivity Falls for Second Consecutive Quarter (continued)

(Continued from page 9)
In the fourth quarter, these
thrifts comprised 98.1 per-
cent of the industry, com-
pared to 97.7 percent in the
third quarter.

The number of thrifts with
a post-shock NPV ratio be-
low 6 percent fell to 16 insti-
tutions in the fourth quarter,
down from 19 in the prior

tivity fell to 4 percent in the
fourth quarter from 4.5 per-
cent in the prior quarter.m

quarter.

The percentage of thrifts
with interest rate sensitivity
of 200 basis points or less
increased in the fourth quar-
ter, rising to 64.6 percent
from 63.6 percent in the prior
quarter.

Finally, the percentage of
thrifts with over 400 basis
points in interest rate sensi-
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Comparative Trends in the Four OTS Regions

Median Sensitivity by OTS Region

Median Assets Duration by OTS Region
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Regional Comparisons

The Northeast Region had
the highest median sensitiv-
ity, at 180 basis points at the
end of the fourth quarter,
while the Midwest Region
had the lowest median sensi-
tivity, at 108 basis points.

Two of the four OTS
regions experienced a de-
crease in their interest rate
sensitivity in the fourth
quarter. The Northeast and

Southeast Regions saw
their median sensitivities
fall by 8.6 percent, and
0.69 percent, respectively.

In contrast, the Mid-
west Region saw its me-
dian sensitivity rise 9.8
percent, while median sen-
sitivity remained un-
changed in the West Re-
gion between the third and
fourth quarters.

The Northeast Region had
the highest median asset du-
ration, at 2.09 at the end of
the fourth quarter. Both the
Midwest and West Regions
had the lowest median asset
duration, at 1.52.

For the fourth quarter, the
Northeast Region had the
highest pre-shock NPV ratio
at 14.3 percent, while the

West Region had the lowest
pre-shock NPV ratio at 12.9
percent. All OTS regions saw
their median post-shock NPV
ratios rise in the fourth quar-
ter.

Finally, all OTS regions
saw their median liability du-
ration fall as a result of the
change in interest rates.m
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Appendix A — All Thrifts

Sensitivity Measure Distribution
All Thrifts
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Appendix B — Northeast Region

Sensitivity Measure Distribution
Northeast
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Appendix C — Southeast Region
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Appendix D — Midwest Region

Sensitivity Measure Distribution
Midwest
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Appendix E — West Region

Sensitivity Measure Distribution
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Glossary

Duration: A first-order approximation of the price sensi- Post-Shock NPV Ratio: Equity-to-assets ratio, following
tivity of a financial instrument to changes in yield. The higher an adverse 200 basis point interest rate shock (assuming a nor-
the duration, the greater the instrument’s price sensitivity. For mal interest rate environment), expressed in present value
example, an asset with a duration of 1.6 would be predicted to  terms (i.e., post-shock NPV divided by post-shock present
appreciate in value by about 1.6 percent for a 1 percent decline value of assets). Also referred to as the exposure ratio.
in yield.

Pre-Shock NPV Ratio: Equity-to-assets expressed in pre-

Effective Duration: The average rate of price change ina sent value terms (i.e., base case NPV divided by base case pre-
financial instrument over a given discrete range from the cur-  sent value of assets).
rent market interest rate (usually, +/-100 basis points).

Sensitivity Measure: The difference between Pre-shock

Estimated Change in NPV: The percentage change in and Post— shock NPV Ratios (expressed in basis points).
base case NPV caused by an interest rate shock.

Skewness: A statistical measure of the degree to which a

Kurtosis: A statistical measure of the tendency of data to  distribution is more spread out on one side than the other. A
be distributed toward the tails, or ends, of the distribution. A distribution that is symmetric will have a skewness statistic of
normal distribution has a kurtosis statistic of three. Zero.

NPV Model: Measures how six hypothetical changes in
interest rates (three successive 100 basis point increases and
three successive 100 basis point decreases, assuming a normal
interest rate environment) affect the estimated market value of
a thrift’s net worth.
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