
Second quarter median 
interest rate sensitivity rose 
11 basis points. Sensitivity 
increased due to an upward 
shift in the yield curve in the 
second quarter that  caused 
the effective duration gap 
between assets and liabilities 
to widen for the industry.  

Both the median pre-
shock Net Portfolio Value 
(NPV) ratio and the median 
post-shock NPV ratio fell 
between the first and second 
quarters.   

The second quarter saw 
the Treasury yield curve shift 
upward, displaying a classic 
humped, inverted shape. Be-
tween March 2006 and June 
2006, rates rose along the 

Sensitivity Rises for Fourth Consecutive Quarter  

Q & A with Roy Hingston of Shay Financial Services  
Roy Hingston has been 

involved in Strategic Planning, 
Investment Analysis, and 
Asset/Liability consulting with 
financial institutions at Shay 
Financial Services, Inc., since 
1985. He is the author of 
“Creating the Perfect Portfolio 
for Your Financial 
Institution,” is a frequent 
speaker at industry functions, 
and authors the “Investment 
Management” on-line column 
for Shay Financial Services.  

Born and raised in 
western Canada, Roy began 
his banking career with the 
Royal Bank of Canada in 
1966.  

  

OTS. Tell us a little bit about 
your educational background. 
When did you first become 
interested in pursuing a career 
in investment analysis and as-
set/liability management? 
 
RH. As far as my educational 
background is concerned, I 
was one of those people who 
went to work for a while after 
high school before attending 
college. I joined the Royal 
Bank of Canada in 1966, be-
cause my father had worked 
there for his entire career and 
was very loyal to the com-
pany.  After a few years work-
ing there, the bank allowed me 
to get my BA in Monetary 

Economics from the Univer-
sity of Calgary in Canada. 
 
OTS. What did you do when 
you worked at the Royal Bank 
of Canada? 
 
RH. I began my career at the 
Royal Bank of Canada in a 
rural branch of the bank in Al-
berta, Canada. Initially, I 
cleaned the vault door, ordered 
the stationery supplies, and 
hand-posted the passbook sav-
ings accounts. After three 
months, I moved up and be-
came a bank teller. I learned 
about banking operations from 
the ground up at the Royal 
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yield curve for all maturities, 
but considerably more for 
short-term maturities.  For 

example, the six-month yield 
rose by 43 basis points, the 
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(Continued from page 1) 
Bank. After completing my 
BA degree, I moved to the 
bank’s head office in Mont-
real, where I first became a 
foreign exchange trader, 
then a euro-dollar deposit 
trader.  

In 1974, I moved to 
New York City to trade the 
U.S. dollar bond portfolio 
for the bank. I was also re-
sponsible for the bond fund 
position, the banker’s accep-
tance portfolio, and gather-
ing deposits in U.S. dollars 
from major American corpo-
rations. It was at this time 
that I first met Rodger Shay, 
who was then the head of 
Merrill Lynch Government 
Securities Inc. It was in New 
York that I got excited about 
the U.S. bond market and 
began to watch the actions 
of the Federal Reserve, 
pored over money supply 
statistics, and monitored in-
terest rates. 
 
OTS. What made you want 
to leave the Royal Bank of 
Canada and go to Shay Fi-
nancial Services? 
  
RH. I left the Royal Bank in 
1977 to work for Merrill 
Lynch in Miami, where I 
covered savings and loans 
for the first time. I learned to 
integrate the bond market 
with interest rate risk analy-
sis in order to provide value-
added to those clients. 
GNMA securities were still 
relatively new at the time, 
and Fannie Mae and Freddie 
Mac were just arriving on 
the scene. I left Merrill 
Lynch in 1985 to join 
Rodger Shay in what be-
came Shay Financial Ser-
vices. 

OTS. You wrote “Creating 
the Perfect Portfolio For 
Your Financial Institution.” 
What is the perfect portfolio 
anyway?   
  
RH. I wrote the book, 
“Creating the Perfect Portfo-
lio for Your Financial Insti-
tution,” in order to express 
Shay Financial’s view that 
“asset allocation techniques” 
and a “top-down” approach 
can lead to more efficient 
investment decisions. As 
such, the “perfect portfolio” 
is one that serves the pur-
pose for which it was in-
tended.  

At Shay, we believe that 
there are three distinct port-
folios in a bank’s balance 
sheet. The first is the “cash 
and cash equivalent” portfo-
lio. Its purpose is to provide 
primary liquidity. As a re-
sult, it should be managed to 
an effective duration target 
of six months. It will have a 
low return and should repre-
sent about five percent of 
assets in a typical institution.  

The second portfolio is 
the “liquidity” portfolio. It 
should represent about ten 
percent of the balance sheet 
and should be managed to 
an effective duration of be-
tween 1.5 years and 2.5 
years. It will have a higher 
return profile than the “cash 
and cash equivalent” portfo-
lio, but it will be subject to 
more price volatility.  

The third portfolio is 
the “loan surrogate” portfo-
lio. It should represent 80 
percent of the balance sheet 
minus loans. If loans equal 
80 percent of assets, there is 
no need for this portfolio. 
However, if loans are 65 
percent of assets, as is often 

the case, then this portfolio 
will represent 15 percent of 
assets (i.e., 80 percent minus 
65 percent). The purpose of 
this portfolio is to generate 
income.  

The effective duration 
target of this portfolio will 
be a function of the duration 
of liabilities minus the dura-
tion of the existing loan 
portfolio. Assets in this cate-
gory should be purchased 
for their long-term income 
potential and can be de-
clared “Held to Maturity,” if 
desired.  

A portfolio manager 
operating with this three-
portfolio asset allocation 
technique has the advantage 
of using a very efficient de-
cision matrix. If the bank 
has a dollar to invest, that 
dollar should go into the 
“cash and cash equivalent” 
portfolio, unless it is already 
“full.” If that dollar is going 
into the “cash and cash 
equivalent” portfolio, there 
are very few types of invest-
ments that have short term 
maturities or cash flows to 
qualify for an effective dura-
tion of a one year maximum 
with a six-month target.  

Therefore, the portfolio 
manager will be able to re-
sist all offers on “bonds du 
jour,” which are normally 
high yield, option enhanced 
assets that tend to perform 
poorly on a bank’s balance 
sheet. If the “cash” portfolio 
is full, the dollar can be allo-
cated to the “liquidity” port-
folio. The range of accept-
able effective durations is 
larger here, but long-term 
assets with uncertain cash 
flows will not qualify for 
purchase because of their 
potential for convexity risk.  

If both the “cash” and 
“liquidity” portfolios are 
full, the dollar can be allo-
cated to the “loan surrogate” 
portfolio. Investment deci-
sions in this portfolio can 
focus on diversification and 
the trade-off between effec-
tive duration and convexity 
and the expected return of 
the assets available. Shay 
publishes monthly “Relative 
Value Reports” in which 
assets are reviewed by sector 
for their value compared to 
other typical bank assets in 
that same sector. 
 
OTS. How would the per-
fect portfolio be different for 
commercial banks and sav-
ings associations in today’s 
highly volatile environment? 
 
RH. The asset allocation 
technique described above 
can be used by any financial 
institution. For example, 
there may be differences 
from one institution to an-
other as to whether a five 
percent “cash” portfolio is 
sufficient. A bank that has a 
deposit base of large corpo-
rate clients with large sea-
sonal cash requirements may 
need eight percent or even 
ten percent in primary li-
quidity in the “cash” portfo-
lio.  

Some mature thrifts 
with steady client cash de-
mands may only need three 
percent of assets in the 
“cash” portfolio. The same 
holds true for the “liquidity” 
portfolio. It could be that 
banks, as a group, may find 
ten percent “liquidity” a lit-
tle thin and may opt for 12 
percent or even 15 percent. 
Thrifts might find that eight 
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(Continued from page 2) 
percent “liquidity” is suffi-
cient to meet their needs. As 
we discussed above, the 
“loan surrogate” portfolio 
will represent that amount 
necessary to bring the “loans 
+ loan surrogate” category 
up to the optimal percentage 
of the balance sheet, nor-
mally 80 percent. 
 
OTS. What are some of the 
key risk management and 
asset/liability management 
issues confronting financial 
institutions today? 
 
RH. For the financial insti-
tutions that Shay covers, the 
key risk management issue 
today is the very definition 
and measurement of “risk.” 
Since our clients tend to be 
community-based financial 
institutions without a full 
time investment officer, we 
are typically working with 
financial executives who 
work under stress and con-
front time management 
problems.  

These executives tend 
to “triage” their problems. 
Combined with the fact that 
today’s assets and liabilities 
tend to have more embedded 
options, such as early with-
drawal or call options, pre-
payment options, and con-
version options, and the 
stage is set for problems.  

Thus, an in-depth dis-
cussion with these bank ex-
ecutives of the relative mer-
its of various interest rate 
risk measurement tools may 
never happen. Since the 
regulators and the account-
ants already require a set of 
reports, such as TFR and 
CMR, the balance sheet, and 
income statement, busy ex-

ecutives typically attempt to 
manage their banks using 
these reports, rather than 
taking the time and the trou-
ble to develop a more de-
tailed set of management 
friendly reports.  

In today’s complex fi-
nancial world, using third-
party reports designed for 
bank executives to manage 
risk is less than optimal, and 
may even be dangerous. To 
start with, bank executives 
have not invested enough 
time to understand the input 
and output limitations of the 
reports they are using, and 
therefore, they do not trust 
these reports enough to use 
them in making their deci-
sions.  

They tend to view the 
reports as “required by the 
regulator” and “sufficient to 
give to the Board.” Very few 
executives, for example, will 
take the time to question 
whether the effective dura-
tion of their mortgage loan 
portfolio is fairly repre-
sented in the report.  

Deep discussions on the 
true effective duration of 
core deposit valuations are 
also infrequent. Therefore, I 
read with great excitement 
the announcement that the 
OTS is making significant 
enhancements to the NPV 
Model. These improvements 
will provide time-challenged 
executives with higher qual-
ity interest rate risk reports 
that include more accurate 
pricing of embedded options 
in bank balance sheets. 
 
OTS.  Should financial in-
stitutions develop their own 
asset/liability management 
software or should they pur-
chase third-party vendor 

models? 
 
RH. Under no circum-
stances should a commu-
nity-based financial institu-
tion rely on an asset/liability 
model that they have devel-
oped themselves. The mod-
eling issues are so complex 
that only a few institutions 
would have sufficient brain-
power in house to develop a 
model that was robust 
enough to handle today’s 
complex assets. Moreover, 
even if they had such talent, 
the cost of building, main-
taining, and obtaining third-
party validation of a model 
would be prohibitive.  

Community banks tend 
to choose from the following 
four solutions. First, they 
can buy a model and run it 
in-house. This would be best 
for institutions with assets of 
$1 billion or more that can 
afford to pay for the full-
time employees needed to 
run the model and do the 
“What-If” analyses.  

Second, they can rent a 
model. This is the ideal solu-
tion for most community 
institutions under $1 billion. 
The user controls the chart 
of accounts and all model 
assumptions. The vendor 
maintains the model and ob-
tains third-party model vali-
dation. In addition, some 
vendors provide “back-
testing” validation of model 
assumptions. Some have 
“What-If” models for rent as 
well. These vendors have 
access to data pricing and 
can usually accept data up-
loads from service bureaus 
and/or portfolio accounting 
reports.  

Third, they can use 
someone’s model. Some 

broker/dealers offer free or 
heavily subsidized access to 
a model to their best cus-
tomers/prospects.  

Regulators should have 
some concerns here as to the 
level of control retained by 
the institution. Fourth, they 
can use free models. A few 
small institutions are trying 
to get away with using free 
interest rate risk reports sent 
by people using only Call 
Report data. This is not ac-
ceptable, since optionality is 
not captured or modeled. 
Even the simplest of today’s 
banking institutions are af-
fected to some degree by 
optionality in the balance 
sheet. 
 
OTS.  Do you think that 
mortgage product innova-
tions, such as option ARMs, 
are inherently more risky 
than traditional types of 
mortgage products? Are 
there any other financial in-
novations that should be on 
the radar screens of financial 
institutions today? 
 
RH. I believe that some 
mortgage product innova-
tions, especially option 
ARMs, are not prudent. It is 
not a question of these mort-
gage products being margin-
ally risky. This mortgage 
structure simply does not 
pass the basic credit smell 
test.  

Under unusual circum-
stances, a borrower may be 
able to meet the terms and 
conditions of the complex 
contract that the option 
ARM is, but it would only 
be because the amount bor-
rowed is trivial compared to 
the borrower’s total finan-

(Continued on page 4) 
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(Continued from page 3) 
cial capacity. To suggest 
that this product can be 
mainstreamed to the typical 
purchaser of a single-family 
home is ludicrous. I realize 
that many institutions have 
originated many mortgages 
of this kind. I wish them the 
best of luck. I do not believe 
that the average mortgage 
customer is capable of un-
derstanding the complexities 
of this contract. I also do not 
believe that the main pur-
pose of mortgage financing 
is to allow people to pur-
chase homes that are beyond 
their means in order to gen-
erate fees for the mortgage 
underwriter.  

It appears to me that the 
value of the underlying real 
estate would have to con-
tinue to appreciate in order 
for the lender to come out 
ahead in the case of a mort-
gage foreclosure. It is not 
prudent banking to lend 
against collateral that must 
continue to appreciate in 
order to cover the loan.  

It is possible that 
“interest-only” mortgage 
loans may be marginally 
acceptable for those institu-
tions in areas where price 
appreciation is probable. I 
believe that speculative con-
struction lending will once 
again demonstrate why it is 
considered relatively risky, 
despite many quiet years. 
 
OTS. Do you feel that de-
rivatives are inherently risk-
ier than end-users believe? 
Are there any derivatives 
products that savings asso-
ciations should try to avoid 
using? 
  
RH. I do not believe that 
derivatives are inherently 

risky. I agree with former 
OTS Director, Jonathan 
Fiechter, who was brave 
enough to say that it was 
more prudent to hedge using 
derivatives than to remain 
unhedged. I believe that 
many community-based fi-
nancial institutions could 
benefit from understanding 
and using derivatives to 
manage risks. Certainly lar-
ger institutions should and 
do use derivatives.  

I believe that many in-
stitutions are intimidated by 
the complex accounting re-
quired to achieve proper 
hedge accounting treatment. 
I also believe that most insti-
tutions are of the opinion 
that they would be soundly 
criticized by their regulator 
if they were to hedge. It is 
up to the regulator to change 
this atmosphere and to ac-
tively encourage hedging.  

Many community-based 
institutions are still abusing 
embedded options, however. 
Many are selling call options 
to obtain a few extra basis 
points in yield on a security. 
They are doing so without 
any understanding of OAS 
theory or its measurement. 
This practice should be ac-
tively discouraged by regu-
lators. In fact, the aggrava-
tion of interest rate risk ex-
posures through the contin-
ual selling of embedded op-
tions is one of the many fac-
tors contributing to the poor 
results of many community- 
based financial institutions. 
 
OTS. What are the benefits 
and risks of financial institu-
tions using credit deriva-
tives? Are these derivatives 
products inherently more 
difficult to price and value 
than other types of deriva-

tives?  
  
RH. Credit derivatives are 
still off the radar for most 
community-based institu-
tions. Most are taking very 
simple and local credit risk 
with which they believe they 
are familiar. Much must be 
done in the way of education 
before community financial 
institutions will be able to 
participate in this market. 
 
OTS. How important is 
model risk in implementing 
asset/liability management 
models today?      
 
RH. I believe that model 
risk can be reduced with sig-
nificant effort in backtesting 
and understanding of a  
model. All models will be 
limited by the granularity of 
the inputs and/or the output. 
We can certainly get down 
to line item inputs, but we 
are not capable of under-
standing line item output.  

The effects of assump-
tions and the increasing 
variation caused by the fact 
that we carry those assump-
tions through hundreds of 
time periods times multiple 
interest rate scenarios does 
limit the value of the output. 
Despite all that, I still be-
lieve that we are better off 
with a model than without 
one.■ 

 
 
Editor’s Note:  The views 
expressed are Roy Hing-
ston’s and do not necessar-
ily reflect those of OTS. Roy 
can be contacted at Shay 
Financial Services at rhing-
ston@shay.com.  
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Sensitivity Rises for Fourth Consecutive Quarter (continued) 

(Continued from page 1) 
10-year yield rose by 29 ba-
sis points, and the 30-year 
yield rose by just over 29 
basis points.  

During the second quar-
ter, the Federal Reserve in-
creased the target rate for 
federal funds by 25 basis 
points twice.  The unfavor-
able shape of the yield curve 
kept downward pressure on 
net interest margins at indi-
vidual institutions, but did 
not adversely affect aggre-
gate measures.  

Average net interest 
margin rose to 280 basis 
points in the second quarter, 
up three basis points from 
the previous quarter.  Net 
interest income rose slightly 
for the industry because as-
set yields rose slightly more 
than liability costs. Over the 
quarter, interest income rose 
33 basis points, while inter-
est expense rose 30 basis 
points.   

Total thrift earnings for 
the second quarter were 
$4.21 billion, remaining un-
changed from the previous 
quarter. This represents the 
sixth consecutive quarter 
with industry earnings of $4 
billion or higher.  

Although net income 
remained unchanged, thrift 
profitability fell from the 
previous quarter. The aver-
age return on assets (ROA) 
for the industry fell to 1.11 
percent in the second quar-
ter, down from 1.14 percent 
in the previous quarter.  

The decline in ROA in 
the second quarter was due 
largely to lower fee income 
and higher loan loss provi-
sions and noninterest ex-
pense. Partially offsetting 
these negative impacts to 

second-quarter profitability 
were a higher net interest 
margin, other noninterest 
income, and lower taxes. 

The 30-year mortgage 
rate, as measured by the 
contract interest rate on 
Freddie Mac commitments 
for fixed-rate, 30-year mort-
gages, rose to 6.78 percent 
at the end of the second 
quarter, up from 6.35 per-
cent from the prior quarter.  

 The volume of mort-
gage originations rose in the 
second quarter. Total thrift 
mortgage originations were 
$171 billion, up four percent 
from  $164.6 billion in the 
previous quarter.   

Second-quarter 1-4 
family mortgage origina-
tions rose to $148.4 billion, 
up from $142.6 billion in the 
previous quarter. This repre-
sents a four percent in-
crease. Also, the ARM share 
of total thrift mortgage 
originations fell to 37 per-
cent, down from 44 percent 
in the prior quarter.  

Mortgage refinancing 
volume was $53.6 billion in 
the second quarter, down 
eight percent from the previ-
ous quarter. Consistent with 
the decline in the volume of 
mortgage refinancings, 
mortgage refinancing activ-
ity accounted for 31.3 per-
cent of total mortgage origi-
nations in the second quar-
ter, down from 35.4 percent 
in the previous quarter. This 
decrease in mortgage refi-
nancing activity for thrifts is 
consistent with the mortgage 
refinancing activity of all 
lenders, where the propor-
tion fell to 35 percent from 
49 percent.  

With regard to thrift 
mortgage pipeline activity, 

the notional amounts of op-
tional and firm commit-
ments to originate both 
fixed– and adjustable-rate 
mortgages in the second 
quarter were $78.9 billion 
and $4.9 billion, respec-
tively. Optional commit-
ments to originate mort-
gages rose $2.1 billion, 
while firm commitments fell 
$900 million from the previ-
ous quarter’s levels.    

The ARM share of total 
1-4 family mortgages held 
by thrifts in their portfolios 
declined slightly to 63.3 per-
cent in the first quarter, 
down from 64.3 percent in 
the prior quarter. Consistent 
with this fall in portfolio 
holdings of adjustable-rate, 
single-family mortgages and 
MBS over this period, thrifts 
increased their holdings of 
fixed-rate single-family 
mortgages to $288 billion 
from $277 billion.  

Between March 2006 
and June 2006, thrift portfo-
lio holdings of single-
family, fixed-rate, balloon 
mortgage loans with a WAC 
between 6.0 percent and  to 
7.0 percent rose 74.4 per-
cent. Over the same period, 
thrift portfolio holdings of 
single-family 30-year fixed-
rate MBS with a pass-
through rate between 6.0 
percent and 7.0 percent rose 
40 percent.  

The liabilities side of 
the balance sheet for thrifts 
also saw some changes be-
tween March 2006 and June 
2006. Total variable-rate 
borrowings rose from 
$243.9 billion to $256.5 bil-
lion. Over the same period, 
total fixed-rate, fixed-
maturity deposits rose from 
$368.6 billion to $388.7 bil-

lion.  Also, balances in 
MMDA accounts rose to 
$195.9 billion in the second 
quarter, up from $191.9 bil-
lion in the prior quarter.    

The industry’s median 
effective duration of assets 
rose from 2.09 to 2.16 be-
tween March 2006 and June 
2006. This represents the 
fourth consecutive quarterly 
increase in the effective du-
ration of assets. The in-
crease in longer-term inter-
est rates during the second 
quarter caused a decline in 
the rate of projected one- to 
four-family mortgage pre-
payments. As a result of the 
fall in prepayments, the du-
rations of both single-family 
mortgages and total assets 
rose.   

The industry can proba-
bly expect to see additional 
increases in asset duration in 
the future unless prepay-
ment speeds rise over the 
next several months. Since 
the end of June, the 30-year 
fixed mortgage rate has de-
clined 53 basis points to 
6.35 percent. This represents 
its lowest level since Febru-
ary of this year.  

In a recent Prepayment 
Report and Commentary, 
Bear, Stearns & Co. ob-
serves that, despite the sig-
nificant fall in fixed mort-
gage rates and a surge in the 
MBA Refinancing Index 
since June, the refinancing 
exposure of the fixed rate 
MBS universe has risen only 
marginally. Given that the 
average homeowner holds a 
mortgage rate near 6.0 per-
cent suggests that rates 
would have to fall an addi-
tional 70 to 80 basis points 
to push refinancing expo-

(Continued on page 6) 
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(Continued from page 5) 
sure high enough to start a 
nationwide refinancing surge.     

However, with an esti-
mated $1 trillion in ARM 
mortgages scheduled to reset 
over the next 12 months, 
Bear, Stearns believes that a 
large component of today’s 
refinancing is being driven by 
ARM-to-fixed mortgage refi-
nancing as ARM borrowers 
facing future resets lock-in 

attractive fixed rates.  
Consistent with this view 

is the fact that ARM origina-
tions as a percent of total 
originations recently fell to its 
lowest level in three years. As 
a result, today’s level of refi-
nancing does not imply the 
same duration and volatility 
swings experienced in previ-
ous fixed-rate dominated mar-
kets. 

For example, as noted by 

Bear, Stearns, if fixed rates 
fall an additional 20 to 30 ba-
sis points, the first significant 
segment of fixed rate borrow-
ers will enter the refinancing 
windows.  

These borrowers back the 
6.0 percent MBS coupon and 
constitute nearly 20 percent of 
the outstanding fixed rate 
mortgage market. On a 25 
basis point move, the duration 
of the mortgage market would 

shorten by about 0.37 years.  
The second quarter saw 

the industry’s median effec-
tive duration of liabilities fall 
from 1.41 to 1.33 due to the 
increase in interest rates. The 
increase in the effective dura-
tion of assets and the decrease 
in the effective duration of 
liabilities resulted in an in-
crease in the duration gap for 
the thrift industry in the first 

(Continued on page 7) 
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Duration and NPV Sensitivity Measures 

Sensitivity Rises for Fourth Consecutive Quarter (continued) 

(Continued from page 6) 
quarter. The median effective 
duration gap rose to 0.81 in 
the second quarter, up from 
0.67 in the prior quarter. 

Both the median pre– and 
post-shock NPV ratios fell 
slightly between the first and 
second quarters. The median 
pre-shock NPV ratio fell to 
13.3 percent in the second 

quarter, down from 13.6 per-
cent in the previous quarter.  

The median post-shock 
NPV ratio dropped, falling 
from 11.7 percent in the pre-
vious quarter to 11.3 percent 
in the first quarter. Median 
sensitivity increased from 191 
basis points to 202 basis 
points. 

The number of thrifts 

with a post-shock NPV ratio 
below four percent rose to 
seven, up from three institu-
tions in the first quarter.  

Of the thrifts that submit-
ted Schedule CMR data in the 
second quarter, about 91 per-
cent would have experienced 
a loss of net portfolio value if 
rates rose by 200 basis points.  
In contrast, if rates fell by 200 

basis points, about 86 percent 
of thrifts would have experi-
enced increases in the their 
net portfolio values.  

The thrift industry would 
have lost 22 percent of its net 
portfolio value if rates rose by 
a 200 basis points in the sec-
ond quarter. On the other 
hand, the industry would have 

(Continued on page 8) 
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Interest Rate Risk Measures 

Sensitivity Rises for Fourth Consecutive Quarter (continued) 

(Continued from page 7) 
gained nine percent if rates 
fell by 200 basis points.  

The number of thrifts 
with a post-shock NPV ratio 
below six percent rose to 33 
institutions in the second 
quarter, up from 13 in the 
prior quarter.  The number of 
thrifts with interest rate sensi-
tivity of 100 basis points or 

below fell to 185 in the sec-
ond quarter, down from 191 
in the previous quarter.  

The number of thrifts 
with over 400 basis points in 
interest rate sensitivity rose to 
76 in the second quarter, up 
from 70 in the prior quarter. 
These results are consistent 
with an overall increase in the 
interest rate sensitivity of the 

industry in the second quarter.  
Based on TB 13a guid-

ance for the “S” rating, 716 
thrifts (71.6 percent) initially 
would be assigned a minimal 
interest rate risk rating, 169 
thrifts (21.2 percent) a moder-
ate rating, 46 thrifts (5.8 per-
cent) a significant rating, and 
11 thrifts (1.4 percent) a high 
rating in the first quarter.  

The number of thrifts 
with significant or high inter-
est rate risk rose to 57 in the 
second quarter, up from 39 in 
the prior quarter.■ 



Comparative Trends in the Four OTS Regions 
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At the end of the second 
quarter, the Northeast Region 
had the highest median sensi-
tivity at 247 basis points, 
while the Midwest Region 
had the lowest median sensi-
tivity at 140 basis points.  

All four OTS regions 
experienced an increase in 
their median sensitivities. The 

Northeast, Southeast, Mid-
west, and Southeast  Regions 
saw their median sensitivities 
rise by 9, 14, 1, and 8 basis 
points, respectively.  

The Northeast Region 
had the highest median pre-
shock NPV ratio at 13.8 per-
cent, while the West Region 
had the lowest median pre-

shock NPV ratio at 12.8 per-
cent. The Midwest Region 
had the highest median post-
shock NPV ratio, while the 
West Region had the lowest. 

All four OTS regions 
saw their median asset dura-
tions rise. The Northeast Re-
gion had the highest asset du-
ration, at 2.51, while the West 

Region had the lowest, at 
1.79, at the end of the second 
quarter.  

All four OTS regions 
experienced a decrease in 
their median liability dura-
tions in the second quarter.■ 

Regional Comparisons 



Appendix A — All Thrifts 

Post-Shock NPV Distribution
All Thrifts
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Liabilities Duration Distribution
All Thrifts
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Appendix B — Northeast Region 
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Appendix C — Southeast Region 

Sensitiv ity  Measure  Distribution
Southeast
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Appendix D — Midwest Region 

Sensitiv ity  Measure  Distribution
Midw est
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Appendix E — West Region 
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Duration:  A first-order approximation of the price sen-
sitivity of a financial instrument to changes in yield. The 
higher the duration, the greater the instrument’s price sensi-
tivity. For example, an asset with a duration of 1.6 would be 
predicted to appreciate in value by about 1.6 percent for a 1 
percent decline in yield. 

 
Effective Duration: The average rate of price change in 

a financial instrument over a given discrete range from the 
current market interest rate (usually, +/-100 basis points).  

 
Estimated Change in NPV: The percentage change in 

base case NPV caused by an interest rate shock. 
 
Kurtosis: A statistical measure of the tendency of data 

to be distributed toward the tails, or ends, of the distribution. 
A normal distribution has a kurtosis statistic of three. 

 
NPV Model:  Currently measures how five hypothetical 

changes in interest rates (three successive 100 basis point in-
creases and two successive 100 basis point decreases ) affect 

the estimated market value of a thrift’s net worth.  
 
Post-Shock NPV Ratio: Equity-to-assets ratio, follow-

ing an adverse 200 basis point interest rate shock (assuming a 
normal interest rate environment), expressed in  present value 
terms (i.e., post-shock NPV divided by post-shock present 
value of assets). Also referred to as the exposure ratio. 

 
Pre-Shock NPV Ratio: Equity-to-assets expressed in 

present value terms (i.e., base case NPV divided by base case 
present value of assets). 

 
Sensitivity Measure: The difference between Pre-shock 

and Post– shock NPV Ratios (expressed in basis points). 
 
Skewness: A statistical measure of the degree to which a 

distribution is more spread out on one side than the other. A 
distribution that is symmetric will have a skewness statistic 
of zero. 

 
 

Glossary 
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