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* Rates, Volatility, & Depository Valuations

e 3 Principles to Stronger Financial Performance:
— Disciplined Asset Pricing
— The Value of Deposit Funding

— Risk Managementin an ALM and RAROC
Framework
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US Treasury Rates — Higher Rates, Curve Flatter

3.50 Short-end curve slope (3mo/2yr)
has steepened substantially given
3.00 expectations for monetary policy,
while overall curve slope (2yr/10yr)
has flattened
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Surging Interest Rate Volatility

MOVE Index (in bps) —
200 Current implied market
volatility nearing early
180 pandemic highs, still less
than Great Recession
160
140
120
100
80
60
40
20
0
) S N 4% » > o © A ® C) o N 4
S S N & N N N N & N 8 ¥ o o
0 > » » > > > » > A > > 0 A
. ALMFES
YA WEBINAR
Source: ICE BofA, Bloomberg “ie SERIES 9

The Impact of Rising Rates

‘ Higher net

®.. interest
pigner margin
deposit
franchise
() Higher value
unrealized

losses in AFS
bond portfolios
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Bank Stocks Outperforming Broad Market

Regional Banks vs. S&P 500 KBW Regional Bank Index
15.00% has outperformed the S&P
500 by 2.44% YTD through

March 31, 2022
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-10.00%

-15.00%
——S&P 500 ——KBW Regional Bank Index
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Depository Valuations Increase with Higher Rates

Bank Valuations vs. 10yr Treasury

25 3.5%
Bank valuations trend in 3.0%

2.0 line with long-term US
Treasury rates 2.5%
15 2.0%
1.0 1.5%
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Prices assets accurately

Banker’s
Checklist

Fund cheaply

Leverage appropriately

Utilize ROE/RAROC models to
identify relative value

Hedge IRR when necessary
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Disciplined Asset Pricing

* Due to capital requirements, the balance sheet has
a finite capacity to add assets

Assessing
R I . V I f » Each asset going on the balance sheet must be
elative alue o critically evaluated to ensure performance goals

Assets and risk mandates are being met

* Using a risk-adjusted return on capital (RAROC)
framework for asset pricing and relative value
assessment helps establish a consistent,
sustainable decision-making framework for capital
allocation
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Different Assets Have Different Risks & Returns

4% - Net Risk Adjusted Spread Net Risk Adjusted Spread Liquidity:Spread
Liquidity Spread
Liquidity Spread
3% -
Options Spread
Credit Spread
Options Spread
2% -
Credit Spread
Duration / Risk
1% -
0% -
Commercial Loan 1-4 Residential Inverse Floater
Mortgage Loan
SANEBINAR
The illustration above is hypothetical and is not intended to represent any particular security or asset. 5% SE 17

Asset Pricing Example

7/20 CRE Loan
6.00%
Yield: 5.125% * Ensure that hurdle rates, or
5.00% return on capital, are being
met
4.00%
3.00%
Return on Asset 2.09%
2.00% Return on Equity 20.88%
Required Return 20.00%
1.00% Economic Value Added (EVA) 0.88%
0.00%
m Cost of Funds m Credit Cost m Operating Cost ® Tax Expense m ROA
< ALM FIS
EEBINAR
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CRE Pricing Matrix

* Important for the marginal CRE lender/funder
» Effect of higher rates result in dilutive ROE
e Solve for the appropriate rate given

— Loan structure

Level of rates Maturity (yrs)

2 3 5 7 10 15 20

Credit cost
_ Senvicing 2|+ | .
— Cost of capital 3

10 4.50 4.76 5.06 5.38
15 4.52 4.78 5.08 543 5.84
20 4.52 4.78 5.09 5.46 5.87 6.30 6.52
25 453 4.78 5.10 5.47 5.89 6.31 6.53
30 4.54 4.79 5.10 5.48 5.91 6.31 6.54

Amortization (yrs)

ALM FES
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Critical Components of the Pricing Process

Assumptions

Data
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Credit Assumptions Matter

Credit VaR Probability Distribution

Mean: 65
bps

More

Certainty \

Less

/ Certainty
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High Performers Don’t Misprice Assets

* A mispriced asset isn’t just a risk to margin....

* Liquidation
— Assets priced incorrectly to market perceptions of risk have a higher likelihood of poor sale
performance (losses on sale, failure to sell)
— Market considerations must be accounted for to maximize liquidity profile

* Valuation
— Consistently mispricing assets - even marginally so - impacts the valuation of the institution

* If an asset cannot be appropriately priced for the risks and costs associated with it, then its
role on the balance sheet should be critically evaluated
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Stale Models & Mispriced Assets Impact Stakeholder Value

Example: strategic ROE hurdle = 20%

30yr Fixed Rate Mortgage @ 4.50% 30yr Fixed Rate Mortgage @ 4.00%

5.00% 5.00%
4.50% Hels = 4.50%

' 23.76% ' ROE =
4.00% 1.19% 4.00% 15.55%

0/
3.50% 3.50% CEASD
3.00% 3.00%
2.50% 2.50%
2.00% 2.00%
1.50% 1.50%
1.00% 1.00%
0.50% 0.50%
0.00% 0.00%
m Cost of Funds M Credit Cost W Operating Cost W Options Cost B ROA m Cost of Funds M Credit Cost W Operating Cost B Options Cost B ROA
< ALM FIS
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The Importance of

Deposit Funding
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Value of the
Deposit
Franchise

Understanding
Your Funding’s
Beta

All
(0]4,1-1¢
Funding

Term & Wholesale

Core Deposits

Depositories benefit from low-cost, sticky funding

A
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beta [n.] — a measurement of the relationship
between a funding source’s interest rate and an
observable market rate; the sensitivity of funding
cost relative to a change in interest rates
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Interaction Between Beta, Maturity, and Value

High Beta

Poor value Average value
Poor hedging benefit Average hedging benefit

Poor funding benefit Poor funding benefit

Short Maturity Long Maturity
Average value Good value
Average hedging benefit Good hedging benefit
Good funding benefit Good funding benefit

Low Beta -
FESWEBINAR
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Impact on Franchise Value

0 As rates rise, low beta
50% funding results in greater

growth in franchise value
than high beta funding
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Fed Funds Rate
—High Beta/Long Maturity =~ ——Low Beta/Long Maturity
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The illustration represents a hypothetical situation and it not intended to be representative of any particular client or situation.
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Impact on Margin — ex. Rates Shock +2%

Over time as assets reprice to the
4.0% higher rate environment, balance
sheets with low beta funding see 3.13%
margins steadily increase

3.0%

20%  135%

1.00%
1.0%

0.0%

Margin to Funding (%)

-1.0% Balance sheets with high beta

funding exhibit instant margin
compression and may lag margin
-2.0% e ¥ 89 MES

Time (Months) recovery

—Margin - Low Beta —Margin - High Beta

o ALM FES
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The illustration represents a hypothetical situation and it not intended to be representative of any particular client or situation. .45 SERIES
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Impact on Valuation Sensitivity

Low Beta High Beta
Base + 100 + 200 Base + 100 + 200
Asset 100.00 95.35 90.96 Asset 100.00 95.35 90.96
Liability 100.00 95.72 91.69 Liability 100.00 99.91 98.04
Change in Net 0 (0.37 0.72) Change in Net 0 (4.56 7.08)
MV Sensitivity 0 -0.37% -0.72% MV Sensitivity 0 -4.56% -7.08%
—_——— —_————

Low beta funding results in

more stabile valuation as
rates rise

M FIRS
EBINAR
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The illustration represents a hypothetical situation and it not intended to be representative of any particular client or situation.
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Keyword 2

Risk Management in an
ALM and RAROC Framework




Borrowers vs. Depositors — The Dilemma

4.0%|

Rate

1.5%

Low-Rate Environment High-Rate Environment

9.0%

Rate

I 6.0% i
Borrowers |

Depositors |
i

Maturity

1
Maturity
Balance Sheet is Net Long Balance Sheet is Net Short
Liability Sensitive Asset Sensitive

Depositors & borrowers maximize their own utility
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Identifying Interest Rate Risk Exposure Given Asset-Liability Composition

Fixed Rate Assets

Liability Sensitive

Neutral Rate Risk Sl Pt R

Low Beta
Funding

Asset Sensitive .
Neutral Rate Risk

Declining Rate Risk

Floating Rate Assets

Significant
divergence from
neutral rate risk
exposes ROE and

valuation to
potential volatility &
underperformance

High Beta
Funding

FUWEBINAR
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Why Hedge?

* Reduce asset-liability mismatch

* Enhance competitiveness
— “Lock in” spread established through disciplined asset pricing
— Increase competitiveness in pricing

* Risk management vs. risk avoidance
— Depositories must take on risk to generate return
— Reduce discomfort with existing or projected balance sheet risks
— Improve balance sheet strategy agility

L ALMFES
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Opportunities Lie All Along the Yield Curve

Institutions that can hedge select assets along the entire curve

A

4.5

35

25

Yield

\

15

7

0.5 /

N— Maturity

Institutions that can’t hedge
compete for assets in the
crowded short duration space

The illustration is a hypothetical yield curve and is not intended to represent any particular security or asset.
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Example: Interest Rate Swap

* A financial instrumentin which two parties agree to exchange interest rate payments

— Based on a specified notional amount from a fixed rate to a floating rate (or vice versa) or from one
floating rate to another

— Allows an institution to effectively manage asset/liability duration gap

5yrs @ 0.70% Fixed

Party A Party B

(Fixed “Leg”) (Floating “Leg”)

5yrs @ Fed Funds

ALM FES
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The illustration represents a hypothetical situation and it not intended to be representative of any particular client or situation. .45 SERIES

Hedged vs. Unhedged Portfolio - Income

*  50mm fixed-rate mortgage (FRM) portfolio paired with high beta funding

Unhedged Portfolio Hedged Portfolio (10yr pay fixed swap)

Base +0.50% +1.00% +2.00% 3.00% Base +0.50% +1.00% +2.00% 3.00%
FRM 3.00% 3.00% 3.00% 3.00% 3.00% FRM 3.00%  3.00%  3.00%  3.00%  3.00%
Funding Funding
. (0.25%)  (0.75%)  (1.25%)  (2.25%)  (3.25%) . (0.25%)  (0.75%)  (1.25%) (2.25%) (3.25%)
Margin (%)  2.75% 2.25% 1.75% 0.75%  (0.25%) Hedging

(1.10%)  (0.60%) (0.10%)  0.90%  1.90%

Cost

d Margin ($)

ALM 5
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Keyword 3

Conclusion




Prices assets accurately

Banker’s
Checklist

Fund cheaply

Leverage appropriately

Utilize ROE/RAROC models to
identify relative value

Hedge IRR when necessary
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Closing Thoughts

* Rising rates generally result in stronger margins and valuations for well funded depositories
* Disciplined asset pricing in a risk-adjusted framework is critical for financial performance
e Having a firm understanding of what drives deposit franchise value

e Understand potential risk in your ALM composition, and be prepared to hedge if needed
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Disclaimer

Speakers today are affiliates of ALM First, an investment adviser registered with the U.S. Securities and Exchange Commission. All investment decisions for client portfolios are made independently by the asset
managers at ALM First. The views expressed are those of the speakers, and do not necessarily reflect the views of ALM First or any of its affiliates. These comments may not be relied upon as recommendations,
investmentadvice or an indication of trading intent.

“ALM First” is a brand name for a financial services business conducted by ALM First Group, LLC (“ALM First”) through its wholly owned subsidiaries: ALM First Financial Advisors, LLC (“ALM First Financial
Advisors”); ALM First Advisors, LLC (“ALM First Advisors”); and ALM First Analytics, LLC (*ALM First Analytics”). Investment advisory services are offered through ALM First Financial Advisors, an SEC registered
investment adviser with a fiduciary duty that requires it to act in the best interests of clients and to place the interests of clients before its own; however, registration as an investment advisor does not imply any
level of skill or training. Moreover, ALM First Financial Advisors, LLC (“ALM First Financial Advisors”), an affiliate of ALM First Group, LLC (“ALM First”), is a separate entity and all investment decisions are made
independently by the asset managers at ALM First Financial Advisors. Access to ALM First Financial Advisors is only available to clients pursuant to an Investment Advisory Agreement and acceptance of ALM
First Financial Advisors’ Brochure. You are encouraged to read these documents carefully. Balance sheet advisory services are offered through ALM First Advisors. Financial reporting services, loan introduction
services, and other special project services are offered through ALM First Analytics. Neither ALM First nor any of its subsidiaries provide legal, tax, or accounting advice.

Investments in securities are valued based on quotations obtained from independent pricing services or independent dealers. With respect to securities where independent valuations are not available on the
valuation date, or where a valuation is not deemed reasonable by ALM First, ALM First will determine the fair value. The fair valuation process requires judgment and estimation by ALM First. Although ALM First
uses its best judgment in estimating the fair value of investments, there are inherent limitations in any estimation technique. Future events may affect the estimates of fair value and the effect of such events on the
estimates of fair value, including the ultimate liquidation of investments, could be material to returns. The production and delivery of this material to any investor/recipient does not establish any express or implied
duty or obligation between ALM First and any such investor/recipient, including (without limitation) any duty to determine fair market value or update such material.

This report was prepared as of the date indicated herein. No representation or warranty is made by ALM First that any of the returns or financial metrics detailed herein will be achieved in the future, as past
performance is not a reliable indicator of future results. Certain assumptions may have been made in preparing this material which have resulted in the returns and financial metrics detailed herein. Changes to the
assumptions may have a material impact on any returns or financial metrics herein. ALM First gives no representation, warranty or undertaking, or accepts any liability, as to the accuracy or completeness of the
information contained in this report.

This report was prepared for informational purposes only without regard to any particular user’s investment objectives, financial situation, or means, and ALM First is not soliciting any action based upon it. This
material is not intended as, nor should it be construed in any way as accounting, tax, legal, or investment advice including within the meaning of Section 975 of the Dodd-Frank Wall Street Reform and Consumer
Protection Act. Certain transactions give rise to substantial risk and are not suitable for all investors. The strategies discussed herein can have volatile performance and may employ leverage. Moreover, investment
advisory fees and expenses may offset trading gains.

This report was prepared by ALM First Financial Advisors, LLC. The hereto mentioned report contains information which is confidential and may also be privileged. It is for the exclusive use of the intended
recipient(s). If you are not the intended recipient(s), please note that any distribution, copying, or use of this report or the information contained herein is strictly prohibited. If you have received this report in error,
please notify the sender immediately and then destroy any copies of it. ALM First neither owes nor accepts any duty or responsibility to the unauthorized reader. ALM First shall not be liable in respect of any loss,
damage, or expense of whatsoever nature which is caused by any use the unauthorized reader may choose to make of this report, or which is otherwise a result of gaining access to the report by the unauthorized
reader.
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