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Entering January 2016, there was a sense that the
Federal Reserve (“Fed”) was beginning the process of
returning interest rates to ‘normalcy’. Bankers began
coordinating how to handle a rising rate environment, both from an asset and liability standpoint. Unfortunately,
there are a large portion of bankers who have never experienced a rising rate environment during their
professional careers. Furthermore, for seasoned bankers, a rising rate environment seemingly has become a
distant memory. However, as we are now halfway through 2016, the excitement over rising rates has faded as the
Fed looks to be destined to continue an ‘uncertain’ interest rate policy. The Fed’s effort to provide “transparency”
has created layers of uncertainty in the market. Bankers are now tasked with trying to understand this rate
environment and how it will affect deposit composition and funding strategies. If rates rise, deposit run-oft could
happen quicker than expected. If rates remain stagnant, they may be left overpaying for deposits.

At the end of 2015, when it looked like the Fed was likely to put rates on an upward trajectory, financial
institutions dusted off their old liquidity models. However, a decade of zero interest rates, unprecedented
liquidity, economic uncertainty and regulatory reforms has rendered past models outdated. To further complicate
this matter, the Fed has been unable to provide sustained rate increases due to the myriad of economic
headwinds.

Historically in a “traditional” rising rate environment, regional and money center financial institutions
have moved in sync with rate increases because their deposit and loan structure is based off of a market index,
such as LIBOR. Community financial institutions, on the other hand, tend to lag as they increase rates after the
Fed moves. This typically causes a mismatch in the market, making regional and money center financial
institutions more competitive in a rising rate environment and community financial institutions more
competitive in a falling rate environment.

The early 2016 rate movement played out differently this time. Money centers have accumulated a
vast wealth of low-cost deposits during the last decade and view their current deposit base as inelastic toward
marginal rate hikes. Community financial institutions acted more traditionally and gradually phased in higher
rates. The inaction of larger financial institutions benefited smaller financial institutions, making their rates the
de facto market rate.



Opverall, financial institutions are trying to provide stability to their balance sheets, understanding
regulator policy and normalize spreads- all in the face of anemic economic growth. Banks are cautiously
monitoring to see if a rising rate environment is actually sustainable or a blip in the radar. This constant state
of uncertainty is rendering “traditional” models obsolete. Financial institutions will look to leverage their
unprecedented amount of core deposits as long as possible to provide stability.

The Fed, along with financial institutions, continues to be inundated with a number of contrasting
variables, making a clear path nonexistent. However, for financial institutions looking to maintain stability in
their deposit portfolios in this uncertain rate environment, employing a market-based pricing model should be
at the top of their list. By employing this strategy, financial institutions of all sizes will be well positioned should a
sustained upward rate environment occur.
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DISCLAIMER

PMA Funding is a service mark of PMA Financial Network, Inc. PMA Funding is a service of PMA Financial Network, Inc. and PMA Securities, Inc. Securities, public
finance services and institutional brokerage services are offered through PMA Securities, Inc. PMA Securities, Inc. is a broker-dealer and municipal advisor registered with the
SEC and MSRB, and is a member of FINRA and SIPC. Prudent Man Advisors, Inc., an SEC registered investment adviser, provides investment advisory services to local
government investment pools and separate accounts. All other products and services are provided by PMA Financial Network, Inc. PMA Financial Network, Inc., PMA
Securities, Inc. and Prudent Man Advisors (collectively “PMA”) are under common ownership.

Securities and public finance services offered through PMA Securities, Inc. are available in CA, CO, FL, GA, IL, IN, IA, KS, MI, MN, MO, NE, OH, OK, PA, SD, TX and
WIL. This document is not an offer of services available in any state other than those listed above, has been prepared for informational and educational purposes and does not
constitute a solicitation to purchase or sell securities, which may be done only after client suitability is reviewed and determined. All investments mentioned herein may have
varying levels of risk, and may not be suitable for every investor. PMA and its employees do not offer tax or legal advice. Individuals and organizations should consult with
their own tax and/or legal advisors before making any tax or legal related investment decisions. IRS CIRCULAR 230 NOTICE: To the extent that this communication or any
attachment concerns tax matters, it is not intended to be used, and cannot be used by a taxpayer, for the purpose of avoiding any penalties that may be imposed by law.

Content here expresses the author’s opinion and should not be construed as investment advice or indicators of future performance. Content is for informational and/or
educational purposes only and does not constitute legal advice or credit analysis for your particular situation. It is important to work with your legal, credit and compliance
divisions in order to ensure appropriate compliance with your legal and regulatory bodies’ legal advice or credit analysis for your particular business model or situation.

Additional information is available upon request. For more information visit www.pmanetwork.com and www.pmafunding.com.
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