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ALM Model Review: Non-Maturity Deposit Assumptions 
 
Since December 2015, the Federal Open Market Committee (“FOMC”) has raised the Fed Funds 
Target rate by 100 basis points (“bps”). Consequently, short-term market interest rates have 
risen, particularly since the FOMC accelerated the rate hikes in 2017. You can see on the chart 
below, the yield on the 2 Year Treasury Note increased by just 22 bps from December 2015 to 
December 2016 but increased by 64 bps from December 2016 to December 2017. The yield on 
the 10 Year Treasury, however, increased by just 25 bps from December 2015 to December 
2016 but decreased by -9 bps from December 2016 to December 2017. The yield spread 
between the 2 Year Treasury Note and the 10 Year Treasury Note declined from a high of 129 
bps in December 2016 to just 56 bps in December 2017. 
 

 
Source: Bloomberg, 2018. 
 
The narrowing of the spread between the 2 Year Note and the 10 Year Note has posed a 
dilemma for many banks over the past year. Banks that base their deposit pricing on short term 
market interest rates are facing increasing pressure to raise deposit rates while banks that base 
their loan pricing on long term market interest rates have been restrained. You can see on the 
charts below, the Median Cost of Interest-Bearing Deposits has risen steadily since 2016Q1 while 
the Median Yield on Loans actually declined from 2016Q1 to 2017Q1 and has only recently 
increased (2017Q2 and 2017Q3). 
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Source: S&P Global Intelligence, 2018. 

 
Source: S&P Global Intelligence, 2018. 



 

UMB Bank n.a., 1010 Grand Blvd, Kansas City, MO  64106  • Kansas City (866)651-9262  • St. Louis (800)443-5962 3 
 

Asset / Liability Management Issues 
4th Quarter 2017 
 

This change in the Cost of Interest-Bearing Deposits relative to the change in the Yield on Loans prompts us to 
review our model assumptions regarding the pricing of loans and deposits when market interest rates change. 
Do our model assumptions accurately reflect what’s going on with deposit and loan pricing in our current 
environment? Since many more factors impact loan pricing, for the purposes of this newsletter, we will focus on 
non-maturity deposit assumptions. 
 
Non-Maturity Deposit Pricing Assumptions 
 
Nearly all our clients use rate sensitivity factors (“betas”) and time lags in their interest rate risk models to 
estimate changes in deposit pricing when market interest rates change. Betas measure the percentage change 
in the deposit rates given a 100 bps change in market interest rates. Time lags dictate when that deposit pricing 
change should take place. For example, suppose the beta estimated for Money Market Accounts was 0.50 with a 
time lag of 6 months. In an earnings at risk simulation, if market interest rates increase instantaneously by +100 
bps, Money Market Account rates will increase by +50 bps, 6 months after market interest rates change. These 
betas and time lags are generally developed using historical rate and balance data and regression analysis. 
Separate betas and time lags are estimated for both rising and declining market interest rate environments for 
each non-maturity deposit account. 
 
Prior to the FOMC increasing the Federal Funds Target Rate in December 2015, the last rising market interest 
rate environment took place from June 2004 to August 2007. During that period, the Federal Funds Target Rate 
increased from 1.00% to 5.25%. The Federal Funds Target Rate declined from 5.25% in August 2007 to 0.25% 
in December 2008 and remained there until the rate change in December 2015. Thus, betas and time lag 
estimates developed during the previous rising market interest rate environment are somewhat dated. Is it time to 
update those betas and time lags given the change in the Federal Funds Target Rate since December 2015? 
 
Regulatory Guidance 
 
Banking regulators strongly recommend that banks review and update their interest rate risk model assumptions 
on a periodic basis. As stated in Supervisory Insights, published by the FDIC in the Winter of 2014, “FDIC 
examiners review key assumptions as a part of the Sensitivity to Market Risk review at each examination. The 
use of unsupported or stale assumptions is one of the most common IRR issues identified by FDIC examiners. 
Common weaknesses found during the review of assumptions are:  
 

• Use of peer averages without consideration of bank-specific factors 
• Lack of differentiation between rising- and falling-rate scenarios  
• Over-simplification of balance sheet categories leading to potentially faulty analysis 
• Lack of qualitative adjustment factors to historic data (e.g., not considering a higher run off factor for 

surge deposits)” (page 11, Supervisory Insights, Winter 2014) 
 
“The IRR measurement process depends heavily on certain critical assumptions to generate reasonably reliable 
results. At a minimum, management should give particular consideration to non-maturity deposit price sensitivity 
(or betas) and decay rates, the reasonableness of asset prepayment assumptions, and key driver rates for each 
interest rate shock scenario. Non-maturity deposit assumptions are especially relevant in today’s environment as 
these deposits represent a historically large volume of bank funding, and customer behavior may not reflect past 
behavior when market rates change in the future…Generally, key assumptions used in an IRR measurement 
system should be reviewed at least annually.” (pages 12 and 13, Supervisory Insights, Winter 2014. Bold and 
italics added for emphasis by the author). 
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These recommendations are shared by examiners from the OCC, the Federal Reserve Bank and the NCUA. If 
your bank has not reviewed or updated your model’s non-maturity deposit assumptions during the past year, now 
is a good time to do so. 
 
The Yield Curve Flattening Problem 
 
Historically, the spread between the yield on the 2 Year Treasury Note and the 10 Year Treasury Note is 
approximately 146 bps (from December 2003 to December 2017). As demonstrated earlier, the current spread 
between 2 Year Treasury Note and the 10 Year Treasury Note is between 55 and 60 bps; well-below the 
historical average. When the FOMC started raising rates in June 2004, the spread was approximately 197 bps (2 
Year Note Yield = 2.76%, 10 Year Note Yield = 4.73%). When the FOMC again started raising rates in December 
2015, the spread was just 126 bps (2 Year Note Yield = 0.98%, 10 Year Note Yield =2.24%). This poses a 
dilemma when updating NMD betas and decay rate estimates. Given how significantly different these two time 
periods are with respect to yields and the shape of the yield curve, should we include changes in NMD balances 
and rates from December 2015 to December 2017 in the Rising Rate environment sample used to estimate 
Rising Rate Betas on NMDs in our Advanced Core Deposit Study?  
 
In the one-year period from June 30, 2004 to June 30, 2005, the FOMC increased the Federal Funds Target 
Rate by 200 bps. In the one-year period from December 31, 2015 to December 31, 2016, the FOMC increased 
the Federal Funds Target Rate by just 50 bps. In the one-year period from June 30, 2005 to June 30, 2006, the 
FOMC increased the Federal Funds Target Rate by another 200 bps. In the one-year period from December 31, 
2016 to December 31, 2017, the FOMC increased the Federal Funds Target Rate by just 100 bps. In June 2004, 
the year-over-year change in Gross Domestic Project in nominal dollars (“GDP”) was 7.10%. In December 2015, 
GDP was 3.10%. In June 2004, the year-over-year change in the Consumer Price Index (“CPI”) was 3.30%. In 
December 2015, CPI was 0.70%. Given the vast differences in the economic and rate environments, we decided 
that we would NOT include NMD balance and rate changes recorded from December 2016 to December 2017 in 
the sample used to estimate Rising Rate Betas. We decided to wait until the spread between the 2 Year Note 
and the 10 Year Note approaches its historical average before we include changes in NMD balances and rates 
into the Rising Rate Beta estimation. 
 

Conclusion 
 
Assumptions related to non-maturity deposits play a crucial role in the estimation of interest rate risk. These assumptions 
should be reviewed and update on a regular basis. The Advanced Core Deposit Study, produced by the Financial 
Services Group at UMB, uses your bank’s historical data to provide accurate, tailor-made estimates of non-maturity 
deposit rate sensitivity and balance decay. Our analysis can help your bank develop a more robust interest rate risk model 
and to stay in compliance with regulatory guidelines. 
 
If you would like to further discuss our Advanced Core Deposit Study, please contact your UMB Investment Officer or 
Financial Services Group analyst. 
 

John A. McQueen 
Senior Financial Analyst, Financial Services Group 

Investment Banking Division 
 

1-866-651-9262 x7202 
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