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interest rate environmentsC] This net interest income simulationd or"What if?"forecasting’provides Intormation
regarding how much net interest income changes when rates are alternatively assumed to rise and tall 1lby
amounts[] It takes into account shifts in asset and liability composition and embedded options in a bank's asset0
and liabilities and off-balance sheet activitiesOI It provides a better understanding of potential changes in 00rnmgs
than simple static modelsC] As such[1 it is labeled earnings sensitivity analysisC] Throughout] we provid0 num
examples that clarify how changes in interest rates and other factors affect potential earningsPrior to the
deregulation of interest rates in the mid-1980sC] banks and savings and loans were effectively guaran'teed a positive
spread between what they earned in interest on loans-and securities and what they paid in nter liabilitiest Virtually
all institutions charged the maximum rates allowed on assets and paid the maxim[] "m ratesC] alwed on liabilities
[0 They were not allowed by regulation to compete on the basis of interest rates | husC] charging 6 Dercent on loans
and paying 2 percent on deposi ensured a 4 percent spread if loans didn't default Si"0e mterest rate deregulation

[ banks are no longer guaranteed a profitable spread between asset yields alld mng costs Intere[] Ot rate
fluctuations alter bank earnings and the value of stockholders'claims unless management implements to reduce
their impact] Interest rate risk management is extremely important because no one can consisten(] tly[] for[] e

[J -cast interest rates accurately A bank's asset and liability management committee(ALCO)or alternativey

[J management committee[] is responsible for measuring and monitoring interest rate risk, It also recommends
pricingl] investmentd funding[] and marketing strategies to achieve the desired trade[]

off between risk and expem remm[] Bank managers generally have greater expertise in managing credit risk than
interest rate risk[] esp[] aly atm[J institutions[] This reflects the perception that earnings problems and possible
bank failure are more closel] 1y[] tied to bad loans than mismatched pricing of assets and liabilities(] They often
rely on brokers to recommend specitic j"veStmem securities for purchase and sale and outsource interest rate risk
analytics to consultingl] compans] Duri"g] tnel010 1990s through 200400 many banks invested heavily in
callable federal agency securities and mortgagel]

backed secul] n[J

ties with little Or no default risk,but with extensive call and prepayment risk(J With the decline In interest(]

ates] tneY saw their interest income drop as borrowers refinanced high-rate mortgages so that mort [1 age'backed
securitie0 were paid off early and issuers called high-rate agency bonds and refinanced them at lower rates The
fundamental issue is whether bank managers understand the magnitude of interest rate risk that tneY assume and
whether earnings will fall sharply when interest rates change adversely[] The basic q[J ues[] tio"Do banks
understand the nature of their interest rate bet?"and"Do banks understand how big the bet Isr Banks use two basic
models to assess interest rate risk[] The firstC] GAP and earnings sensitivity analysisC] empha-sizes income
statement effects by focusing on how changes in interest rates an[J d the bank’s balance sheet attenn(]

etinterest income and net incomeJ The secondJ duration gap and economic value of equity analysislJ emphas

[0 1zes[J tn market value of stockholders'equity by focusing on how these same types of changes affect the market
valu0 ot 0000 Unexpected changes in interest rates can significantly alter a bank’s profitabilityC] GAP and
earnings!ensitivitYanaiys[

is targets the volatility in net interest income associated with changing interest rates and balance sheetposition

[ epending on the cash flow characteristics of a bank's assets and liabilities and the exince of embedrde-d—
—options,interest rate changes may raise or lower net interest incomel] Consider a bank that makes
30-year,fixed-rate mortgage loans financed primarily with 3-month to depositsC] Why would management choose
this portfolio?The bank receives interest and principal payments 0"themortgages monthly and pays monthly
interest on depositsC] With an upward sloping yield curved the mortg[] gat ewill exceed the short-term deposit
rates by a large spreadd For example[d if the mortgage rate is 7 percent and trates are 2 percent,the initial spread is 5
percentl] This initial spread should be large enough to cover the CosI t of doingbusinessC] cover the expected
change in rates over the investment horizon[] and provide for a reasonable proht What happens if interest rates
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change?Because the mortgages have a 30-year maturity,these rates are flxed aslong as the mortgages are
outstandingl Rate changes willlJ therefore[] affect the deposit rates and not the mortgage rates directlyl] If the
deposit rates rise[] the spread wiu fall below 5 percent] Similarly,if deposit rates fall(] the sC1 preadwill rise above 5
percentl] The bank's choice oflong-term[] fixed-rate assets financed by short[]

term deposits evidences a specific interest rate bet[] Rising rates lower net interest income while falling rates
mcrease net interest Incom Of courseld

it's not quite that simple For one] the balance sheet is dynamic and thus changing constantly overtime[d Rate
changes are only one factor that affects earningsd Similarly,an upward sloping yield curve indicat[] es[] a
consensus view that short[] term rates are going to increase over time[J For a bank to take the position deoc'ibod
(1 management is essentially betting that rates will not rise above expectations.Finally,there are embedded optio"sin
the mortgagesthatwillm,dyalterthecashflowsandeventualLinterestpaymentsandreceiptsifrates changel] [ Inthe case
of falling ratesl] some mortgage borrowers will refinance and the bank will lose some interest IncomO
be-causeitmust reinvestthel] proceedsatlower rates(]
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