FIRST QUARTER

At the
—viardain

President
Parliment Consulting Services, Inc.

Don’t Let Today’s
Yield Gurve Flat-line
Your Institution’s
Earnings!

The Doctor Is In!

can’t believe how much stress

this flat yield curve creates for

financial institutions. I know,
I know, it's much harder for
community institutions to make a
buck in a flat yield curve.
Unfortunately, too many of you want
to pull back and hunker down until
the yield curve steepens. Your instinct
is to stop growing because your
margins are narrower. The result is
that you lose income, lose your “A”
credit customers, and you are at risk
of actually increasing interest-rate
risk.

Community institutions need to
accept that margins are narrowing -
FOREVER! True, the flat yield curve
exacerbates the problem, but you
need to understand the reasons why
you can’t run from narrowing margins
in the long term.

Let me spell it out. Banking (used
as a verb) is a declining cost industry
producing commodities. The large
non-bank retailers that produce
financial products and services
compete on price. While community
financial institutions try to
differentiate themselves on the basis

Welcome to our
At the Margin debut!

We look forward to frequent
publications aimed at helping
community financial institutions
create a more dynamic ALCO
process that focuses on an
aggressive growth of net income.
Our solutions will be retail loan
and deposit driven.

of services, they still must meet
competitive price pressures. Combine
this with the securitization of almost
all assets and liabilities, and voila,
we have an industry that will
experience continuing pressure on
interest margins.

The reality of this environment
means that bankers must be more
aggressive within their retail markets.
Hey, that's why Parliment Consulting
Services works so hard in our strategic
financial planning sessions to focus
on income and to force the balance
sheet growth through retail loans.
Other consultants come up with
mission and vision statements and
SWOT analysis, which are important,
but they don't drive growth of income
and retail markets! Remember that
my mission statement is ‘Make a
Buck!” and my vision statement is
‘Make a Buck - Quickly!’
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I admit that a focus on growth of
income creates a lot of work for a
management team. But, hey,
practice looking in the mirror and
saying ‘I could have made a
significant amount more income this
month, but I just didn't feel like
working that hard’!

In our strategic financial planning
sessions, we focus on a growth of
net income of at least 12 to 15
percent. Why that range? It defines
the pace of competition. The
markets require banks to grow their
return on equity (ROE) by 12 to 15
percent. This required return on
equity also impacts mutual and
cooperative institutions as their
stock brethren will “grow” after their
“A” credits, in order to maintain the
ROE growth.
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...we focus on a growth
of net income of at least
12 to 15 percent.”

Once we translate the 12 to 15
percent into an actual dollar amount
of net income, we then need to
determine the asset growth to
achieve that income target. And,
let’s not forget that any unusual
expenses during a given period must



not come out of this targeted income.
Management must cover those
expenses with additional income-
producing activities.

One additional thought regarding
the targeted income. For institutions
that have non-interest fee income,
I'll let them deduct it from the net
income target as along as the fee
income is sustainable, core income.

We need to calculate the after-tax
spread we will make on the income.
In today’s flat yield curve
environment, that may be as low as
90 to 125 basis points. Ah, don’t
turn away from me now community
bankers! I started out talking about
a flat yield curve. I know 125 basis
points is not much, but compare it
to your alternatives. Remember,
bankers reinvest their cash in loans
or investments. In a flat yield curve,
how much spread do you think you'll
make in the wholesale investment
markets?

So, the next step is to take your
net income dollar target and divide
it by the assumed spread. This gives
you your AVERAGE asset growth
target. So, if we roughly increase
that target by 1.5 times, you'll come
up with the TOTAL asset growth target
required to achieve the net income
target based on the assumed spread.
I know that total asset target doesn’t
account for seasonal factors and the
compounding of the income earned
earlier in the year, but it’s close
enough for government work!

Now we get to the fun part. Since
we're going to drive all the growth
through retail, we'll look at your loan
mix. Look at the balances of your
1- to 4-family residential loans,
commercial loans, and consumer
loans. Then calculate the percentage
of each loan category to total loans,
and multiply that times the total
asset growth required to produce the
net income target. That gives you
‘new loan originations. But wait,
we're not done yet!

We need to calculate the total
cash flows for maturities,
amortization, and prepayment for
each loan category. After all, these
cash flows have to be reinvested in
order to keep the balance sheet from
shrinking. So, that’s added to new
loan originations for the ‘net new
loan originations. Wow, those totals
can really add up! This is typically
when your loan officers start drinking
martinis! But, hey, we work with
them to define their resource
requirements and product needs.
Besides, this really gets their
attention!

“TI admit that not all
banks have the ability to
organically grow loans to
that degree. But for every

problem, there’s a
solution.”

I admit that not all banks have
the ability to organically grow loans
to that degree. But, for every
problem, there’s a solution. For
instance, in the residential loan area,
management can work with the
mortgage loan aggregators in their
market area and actually buy loans
from them.

So, community bankers, there’s no
excuse not to grow residential loan
portfolios.

What about consumer loans? Many
of you have given up originating
auto loan paper stating that you
can’t compete with the auto finance
companies and credit unions. The
real problem here is that you've
thrown away the all important and
critical point-of-sale. AutoARM™, a
subsidiary of Ohio Central Savings,
is a turn-key auto loan operation.
It allows banks to originate and keep
the auto loans, servicing released,
or originate and sell the entire asset
for a fee. I don't really care if you
keep the paper or not -- although
the duration of auto paper is 18
months, and AutoARM™ offers very
competitive rates. I care that you
keep - or take back - the point-of-
sale! Let’s not forget that increased
market penetration will provide
community institutions with more
deposits, the heart of your franchise
value. Remember, bankers, you are
retailers! You need to do a better
job with point-of-sale. You need to
grow your income through retail
loans and deposits, even in a flat
yield curve.

We have yet to talk about the
funding for your retail loan growth,
but let’s save that for another time.
-Tom Parliment






