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For much of 2018, locking in deposits was top of
mind for financial institutions. The general consensus was
that rates would continue to increase throughout the year.
In anticipation, financial institutions rolled out a slew of CD
rate specials, high-yield money market accounts and online
deposit-gathering portals. However, after four rate increases
in 2018 and a fear of stalling the economy, the Fed has now
hit the pause button. The Treasury Yield Curve has become
inverted for the first time since the financial crisis, causing
market watchers concern about the future prospects of the
economy. Furthermore, a general consensus has emerged
that the Fed will, in fact, lower interest rates by the end of the
year. This rate uncertainty is causing financial institutions to
rethink how to best continue funding their balance sheets.

Overall, financial institutions’ cost of funds rose
substantially over the past year. Specifically for community-
sized financial institutions, they saw median cost of funds
rise from 52 bps in Q1 2018 to 81 bps in Q1 2019. This
increased cost of funds has produced a strong year-over-year
median deposit growth of roughly 5.5 percent for Q1 2019,
outpacing median loan growth of 2 percent for the same
time period. This highlights the degree of urgency for most
financial institutions in growing deposits throughout 2018
and the first quarter of 2019. It is also the cause of stress
for financial institutions when facing the current yield curve
and Fed probability chart.

Depicted in Figure 1, the current yield curve
is inverted from six months to 10 years, eliminating
investor risk premium for making duration investments.
Furthermore, looking at the Fed probability chart (Figure 2),
financial institutions are hesitant in offering term deposits
due to a growing consensus that the Fed will cut interest
rates toward the end of 2019 or early in 2020. With these
dynamics, financial institutions with strong loan growth
find themselves between a rock and a hard place. How do
they effectively fund their balance sheet?

Managing funding costs and maintaining deposit
stability are key themes for 2019. Outside of maximizing core
depositors and reaching new retail depositors, wholesale
funding strategies are not only relevant, but necessary to
compete. Wholesale funding allows financial institutions to
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aggregate large groups of deposits to recreate stability up
and above their core. Additionally, these sources provide
“quiet” funding, allowing financial institutions to segment
depositor groups and control marginal costs of funds without
cannibalization. It is important to note that not all wholesale
funding sources are the same. Proper vetting is required prior
to engaging wholesale sources to define the dynamics of the
underlying depositor, such as credit standards, investment
policies, associated cash flows, etc. This process allows a
financial institution to understand the depositor’s behavior
and how they will react during changing credit cycles.

With increased competition for depositors and
interest rate uncertainty, financial institutions are finding
themselves hard pressed to implement the “correct” deposit
gathering/retention strategy. When used appropriately,
wholesale funding sources can create stability and provide
diversification. Understanding the unique characteristics
of wholesale sources is paramount to successful integration
and should be conducted prior to receiving deposits.
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DISCLAIMER

PMA Funding is a service mark of PMA Financial Network. PMA Funding is a service of PMA Financial Network and PMA Securities. Securities, public

finance services and institutional brokerage services are offered through PMA Securities. PMA Securities is a broker-dealer and municipal advisor registered with
the SEC and MSRB, and is a member of FINRA and SIPC. Prudent Man Advisors, 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. PMA Financial Network, PMA
Securities and Prudent Man Advisors (collectively “PMA”) are under common ownership.

Securities and public finance services offered through PMA Securities are available in CA, CO, FL, GA, IL, IN, IA, KS, MI, MN, MO, NE, OH, OK, PA, SD, TX and WI.
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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