
Should We Hedge Against Falling Rates? 

During the long but plodding recovery following the 
Financial Crisis, depositories began positioning their 
balance sheets for higher rates. Depositories were well 
positioned for higher rates when the Federal Reserve  
began the current tightening cycle. As a result, net interest 
margins rose along with overall market rates.  After rising 
225bps over 3 years, the overnight target rate ended 2018 
at 2.25% to 2.50%. While financial institutions reaped the 
benefits of higher rates, they also became more exposed 
to a Fed easing. 
 

Economic Landscape 
As the calendar turned to 2019, economic data appeared to fizzle. A host of issues now weigh on the U.S. Economy 
including foreign trade tensions, decelerating global economic growth, the path of monetary policy, and the 
implications of an inverted yield curve. Amidst concerns over the durability of the current expansion, addressing bi-
directional interest rate risk exposure (i.e., potential for rates to rise or fall) has become paramount after an 
apparent dovish pivot by the Fed. 

Balance Sheet Exposures 
Since depositories’ earnings have benefited 
from rising interest rates, it seems 
reasonable to expect headwinds from 
falling rates.  In fact, using a variety of rate 
shocks and time horizons, more than 75% 
of Vining Spark’s Risk Manager clients have 
exposure to falling rates.  
 
As the charts illustrate, over time, balance 
sheet managers increased their asset 
sensitivity, thus helping their margins as the  
Fed tightened. Over the same period, 
exposure to falling rates increased (albeit 
with very little likelihood of rates falling). 
One of the key drivers of falling-rate 
exposure was extremely low cost of funds 
levels. In most cases, cost of funds was so 
low that there was little room to reduce 

them further. The chart illustrates this well and you can see falling rate exposure declining in 2018 as depositories 
began raising deposit rates off of their practical floors. 
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 At the mid-point of 2019, many find themselves in a different environment than previously anticipated. 

 Economic uncertainties over the future direction of rates and durability of the current expansion are increasing. 

 For years, depositories prepared for rising rates. Now, the primary risk to earnings and longer term value is falling rates. 

 Treasury yields have declined and spreads are generally tighter, although there are some reprieves. 

 Your institution’s asset/liability position, rather than market sentiment, should drive balance sheet decisions. 
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Market Update 
The changing economic landscape  
certainly impacted the bond market. 
Contrary to what many previously 
expected (or budgeted for), yields have 
declined sharply on maturities  between 1-
10 years since the beginning of the year. 
This drop in yields shocked some portfolio 
managers who, until recently, had gotten 
used to seeing 3% yields on intermediate-
term investments. While rates have fallen, 
it is worth mentioning that they have been 
lower. Just three years ago, the 5-Year 
Treasury traded at less than a 1.00% yield.  
 
On the short end of the curve, yields have dropped approximately 30bps in anticipation of a rate cut by the Fed. 
Currently, the odds of a rate cut at their July 31 meeting are near 100%. For reference, on Jan 1, 2019 there was a 
9.2% probability of a rate hike and a 3.1% chance of a rate cut. 
 

General Playbook for Fed Easing 
If you have exposure to falling short term rates or are concerned about future earnings, we’ve put together a 
playbook that includes some of our best suggestions for managing in a Fed easing environment. This playbook 
encompasses the entire wholesale balance sheet and includes investments, wholesale funding and derivatives. Each 
of these strategies stands alone but can be employed in combination depending on the needs of the institution.  

Investment Portfolio Wholesale Funding Derivatives 

 Add duration through locked-out cash 
flows; reduce allocation to floating rate 
bonds. 

 Deploy excess cash with bond purchas-
es (or loan purchases for increased 
yields). 

 Reduce call risk with longer lockouts 
(or cease investments in callables). 

 For amortizing product, invest in lower 
coupon discount or par-handle 
passthroughs to reduce prepayment 
exposure. 

 For agency CMOs, consider cut-down 
coupons (tranche coupon less than 
underlying collateral) and intermediate 
rather than front-cut sequentials. 

 Outperformers for falling rates: 

 Agency bullets 

 Agency CMBS (DUS, Freddie 
Ks, DCPCs, SBICs) 

 Longer call lockout munis 

 Intermediate term IG corpo-
rates 

 Floating-rate FHLB advances. 

 Short-term brokered CDs. 

 Floating rate insured money market 
accounts. 

 Short-term listing service CDs. 

 Keep repricing intervals short, keep 
rate basis tied to short end of the 
curve. 

 Prime based or other floating-rate 
loans/bonds swapped to fixed using 
receive fixed interest rate swap. 

 Prime based or other floating rate 
loans/bonds hedged with a purchased 
floor. 

 Prime based or other floating-rate 
loans/bonds hedged with the combina-
tion of a purchased floor and sold cap 
(floor corridor). 

 New or existing fixed-rate brokered or 
retail CDs swapped to floating using 
receive fixed interest rate swap. 

 Fixed-rate deposits or borrowings 
hedged with an interest rate floor. 
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Investment Portfolio 
Adding duration to the asset side of the balance sheet with locked-out cash flows, positive convexity profiles, and no 
or minimal call risk can help reduce falling-rate risk.  Because loan portfolios are largely comprised of prepayable 
assets, the aforementioned features can help offset the risk of repricing the bulk of the balance sheet at lower rates.  
There are a variety of sectors and structures that fit the bill; for instance, agency bullets, municipals with longer call 
lockout, and bullet substitutes like agency CMBS. 
 

Wholesale Funding 
In looking for a solution to mitigate risk to falling rates, it is worth mentioning that there is only so much room for 
core deposit rates to decline. However, shortening the duration of wholesale term funding will allow for quicker 
repricing of funding costs as the Fed lowers rates. This can also be accomplished by using overnight repos, floating 
rate FHLB advances, and short-term brokered deposits.  In taking proactive versus reactive steps to shift the funding 
mix, depository management can better position the balance sheet for falling rates. 

 
Derivatives 
In addition to on-balance-sheet strategies aimed at reducing declining interest rate exposures, we have seen a 
number of depositories use interest rate products such as interest rate swaps and floors. An interest rate floor can be 
beneficial compared to an interest rate swap since the former can provide protection from declining rates without 
giving up an institution’s positive sensitivity to higher rates.  Another opportunity is to execute a receive-fixed interest 
rate swap to convert fixed-rate term funding (FHLB advances, brokered CDs, etc.) to floating-rates or to convert 
floating-rate assets (Prime and other floating-rate loans or bonds) to fixed rates. 

 
Is it Time to Flip the Script?  
We strongly believe your asset/liability management position, rather than market sentiment, should drive your 
balance sheet management decisions. Most depositories have positioned their balance sheets for rising rates. 
Naturally, this came with increased exposure to falling rates. Given that interest rate risk has become more bi-
directional in nature and the market is signaling a Fed ease, the question to ask right now is, should we begin to 
hedge against falling rates? 
 
If you would like to further explore your current risk exposure, have any questions, comments, or want specific 
recommendations tailored for you, please reach out directly to your account representative or Strategies. 
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