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Fed Rate Cut(s) - Now What?

Rate cycles are predictable in one sense: a period of falling rates tends to follow a
period of rising rates. The opposite is true, too. How much and how long the cycle
will take are questions to ask, but are unknowable. Another question to ponder is
whether the Fed leads or follows the market, when setting its short-term policy rates.

Now that the pandemic interest rate cycle is complete (rate cuts in 2020, rate hikes in
2022-2023) a new “downrate” cycle has begun. We take a high-level look at changes
in yields, cost of funds (COF) and net interest margins (NIM) from past cycles to
gauge how he unfolding downrate cycle may impact margins.

The figure below details the change in COFs and yields from the last quarter before
the Fed began to raise rates (4Q21) and 2Q24 — the last quarter before the Fed
initiated the first of what presumably will be multiple cuts by reducing its policy rates
by 50 basis points (bps) in mid-September. As an aside, the increase of ~50bps in
long-term U.S. Treasury yields and ~$200/ounce in gold since the cut implies the
downrate cycle may be limited.

By way of reference, immediately before the first hike in March 2022, the Fed funds
target rate was 0.00-0.25%, bank prime was 3.25%, and the 10-year Treasury yielded
~2%. Before the Fed cut in mid-September, the fed funds range was 5.25-5.50%, the
bank prime was 8.5%, and the 10-year Treasury yielded ~3.7%.

As shown below, there is a direct correlation between asset size and cost of interest-
bearing funds. Larger banks reported a higher cost of funds in 2Q24, presumably
given the competitive nature of more urban markets and greater reliance on wholesale
funding whereas smaller banks arguably have somewhat less competition and are
less reliant on wholesale funding. Small banks reported a lower increase in cost of
funds between 4Q21 and 2Q24 of ~200bps compared to ~300bps for large banks
(note: the FDIC defines community banks as having assets less than $10 billion).

The increase in funding costs also occurred against the backdrop of a flood of liquidity
into the banking system during 2020 and 2021. This left the spread between deposit
rates and short-term market yields unusually wide on the eve of the failure of SVB,

that in turn forced most banks to aggressively reprice deposits.

Median Median Median Median
Cost of IB Funds Yield on Loans Change _Yield on Securities Change _ Net Interest Margin
4Q21 2Q24 4Q21 2Q24 4Q21 2Q24
Under $300M 0.38% 2.43% 197 5.19% 6.57% 129 1.59% 2.43% 70 3.17% 3.54% 33
$300M-$1B 0.38% 2.74% 233 4.96% 6.32% 133 1.71% 2.69% 82 3.27% 3.39% 7
$1B-$10B 0.30% 3.01% 266 4.63% 6.15% 147 1.73% 2.77% 95 3.25% 3.23% (8)
$10B+ 0.14% 3.18% 293 3.93% 6.17% 224 1.65% 3.03% 122 2.84% 3.04% 24

Source: S&P Capital I1Q Pro
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As for loan yields, smaller banks reported a higher yield in 2Q24 as larger markets
are more competitive and pricing is tighter. Larger banks reported a more substantial
increase in loan yield between 4Q21 and 2Q24, primarily given more loans with a
base rate tied to SOFR. Yield on securities were all relatively similar in 4Q21 but
increased more for larger banks for several reasons (shorter maturities, greater
willingness to take losses to reposition the portfolio, etc.).

Consistent with history, NIM was highest for small banks and was lowest for large
banks in 2Q24. Interestingly, the bookends were the biggest beneficiaries in terms of
margin expansion during the most recent uprate cycle.

The next figure provides a look at the change in the COF, yields and NIMs during
the uprate cycle of 1994 and subsequent downrate cycle of 2Q95 to 1Q99. Although
the Fed hiked its policy rates 300bps in a little over 12 months and thereby produced
a ferocious bond bear market in 1994, bank fundamentals remained solid given a
backdrop of a growing economy and stable real estate values. The median change
in the COF was 80bps while the median yield on loans increased 57bps. Also, the
delta between bank prime rate and yield on loans tightened from 4Q93 (~300bps) to
2Q95 (~70bps). Nonetheless, NIM was approximately flat between the time periods.

Rates Down

Rates Up

Median
Change

Median
Change

2Q95 4Q93 1Q99 2Q95

Cost of IB Funds 3.84% 3.00% 80 3.64% 3.84% (20)
Yield on Loans 9.67% 9.06% 57 8.99% 9.67% (65)
Yield on Securities 6.38% 6.03% 36 6.16% 6.38% (23)
Net Interest Margin 4.59% 4.56% 3 4.24% 4.59% (34)
Fed Funds Rate 6.00% 3.00% 300 4.75% 6.00% (125)
10 Year Treasury 6.21% 5.70% 51 4.74% 6.21% (147)
Bank Prime 9.00% 6.00% 300 7.75% 9.00% (125)

Source: S&P Capital IQ Pro

Between 2Q95 and 1Q99 the Fed lowered the policy rate 125bps as inflationary
pressures receded (1995-96) and later as the global currency and LTCM crisis took

hold (1998). For banks, this resulted in a modest COF reduction (20bps lower) while
loan yields declined more significantly (65bps) which resulted in a lower NIM for the
industry.

After the dotcom bubble burst in 2000, the Fed cut its policy rate to 1.0% and thereby
ignited a housing bubble that eventually popped in the 425bps hiking cycle of 2004-
2006, which in turn was the catalyst for cuts that ended with a zero interest rate
policy—ZIRP—in December 2008.

In our last figure, we compare changes in the COF/yields/NIM between 2Q04 before
the first hike with 3Q07 immediately before the first cut as the disaster begins to
unfold, and then 3Q07 with 1Q09 after ZIRP was implemented.

Rates Up Rates Down
Median Median
3Q07 2Q04 Change 1Q09 3Q07

Cost of IB Funds 3.29% 1.50% 173 1.97% 3.29% (128)
Yield on Loans 8.12% 6.60% 146 6.42% 8.12% (160)
Yield on Securities 5.02% 3.89% 105 4.83% 5.02% (16)
Net Interest Margin 4.02% 4.06% (6) 3.74% 4.02% (27)
Fed Funds Rate 5.25% 1.00% 425 0.00% 5.25% (525)
10 Year Treasury 4.54% 4.66% (12) 2.25% 4.54% (229)
Bank Prime 8.25% 4.00% 425 3.25% 8.25% (500)

Source: S&P Capital IQ Pro

The median change in the COF was 173 basis points between 2Q04 and 3Q07, while
yield on loans increased 146 bps and NIM was flattish. Similar to the 1990s scenario
discussed previously, the delta between loan yield and bank prime tightened during
the uprate cycle while the increase in COF was less than half of the increase in fed
funds rates.

What began with a 50bps rate cut in the fall of 2007 eventually increased to a 525bps
reduction by year-end 2008. By 1Q09, the median COF reduction was 128bps while
loan yields fell 160bps. The result was a median reduction in the NIM of 27bps.
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However, our measurement period does not do justice to the impact of ZIRP on NIMs
in which the value of NIB deposits were crushed vs a “hormal” environment when
short-term rates are in the vicinity of 4%. Over the next several years, NIMs would
decline as asset yields fell much more than funding costs.

Where from here? We do not know for sure, but bank investors are optimistic that
Fed rate cuts will allow banks to cut their COFs more than yields decline and thereby
produce limited margin expansion after a period of margin pressure due to the need
to aggressively reprice deposits post-SVB.

Count us as skeptical — besides the data is nuanced as are individual bank balance
sheets.

For both cycles (1990s and pre-GFC 2000s), NIM was flat on the way up but declined
in downrate scenarios. During 2Q22-1Q23, bank NIMs expanded as banks sat on
deposit rates as yields rose with 525bps of Fed hikes. Since 2Q23, NIMs trended
lower until what appeared to be emerging stability with initial 3Q24 earnings reports.
It may be that limited Fed cuts over the balance of the current downrate cycle may be
neutral for NIMs, whereas if the Fed is forced to cut sharply for whatever reason will

Hoatte Moy

Heath A. Hamby, CFA
hambyh @ mercercapital.com | 615.457.8723

produce lower NIMs in time.
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Mercer Capital’s Public Market Indicators

Mercer Capital’s Bank Group Index Overview
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Total Return

October 2024
Return Stratification of U.S. Banks
by Market Cap
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Source: S&P Capital I1Q Pro.

Regional Index Data as of October 25, 2024

Price / Price / Price / Price /

Last 2024 (E) 2025 (E) Book Tangible Dividend

12 Months EPS EPS Value Book Value Yield

Atlantic Coast Index 0.2% -0.3% 17.6% 13.4x 12.8x 11.0x 114% 120% 2.8%
Midwest Index 2.8% 15.5% 33.2% 11.0x 13.2x 11.8x 98% 116% 3.2%
Northeast Index 0.9% 3.4% 27.6% 11.1x 10.4x 9.6x 99% 119% 3.3%
Southeast Index 3.5% 13.8% 43.7% 12.4x 11.6x 9.9x 101% 127% 2.9%
West Index 0.7% 3.9% 25.2% 11.7x 13.9x 10.2x 104% 114% 2.5%
Community Bank Index 1.1% 5.5% 27.5% 11.3x 12.0x 10.1x 102% 120% 3.0%
S&P U.S. BMI Banks -3.2% 19.8% 47.7% na na na na na na

Source: S&P Capital IQ Pro.
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Median Price/Earnings Multiples Median Price/Tangible Book Value Multiples
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Source: S&P Capital IQ Pro.

Median Core Deposit Premiums Median Valuation Multiples for M&A Deals
Target Banks’ Assets <$5B and LTM ROE >5% Target Banks’ Assets <$5B and LTM ROE >5%, 12 months ended October 25, 2024

20% 1 Median Target’s Target’s

18% | Price/  Price/ Price / b Deal Median Median

LTM Tang. Core Dep Value Assets LTM

16% 4 Regions Earnings BV  Premium ($Mm) ($000) ROAE

g 14% 1 Atlantic Coast 9.7x  108% 2.9% 2 63.6 616,112 10.1%
E 12% 1

'§ 10% Midwest 12.9x  146% 4.0% 7 87.6 838,076 15.0%
2 ]

§ 8% 1 Northeast 12.7x  128% 1.6% 5 2079 2,190,592 8.3%
6% -

4% 1 Southeast 9.8x 128% 4.4% 7 73.4 701,819 9.6%
2% |

I West 16.4x  118% 2.9% 5 100.1 1,131,430 10.2%
0% -

LT™
2007 2008/2009|2010(2011/2012|2013 2014|2015/ 2016 2017|2018 2019 (2020|2021 2022|2023 g g
2024 National Community
[mU.S. [18.4]12.0/6.9%)6.3%5.4%|4.3% 5.5%7.5%)| 7.5%6.1% 10.0|9.6%|9.3%5.5%)|6.9%7.1%|2.4%|3.2% Banks 12.8x  128% 3.2% 26 87.3 942,061 10.4%
Source: S&P Capital IQ Pro. Source: S&P Capital IQ Pro.

© 2024 Mercer Capital / www.mercercapital.com 5


http://www.mercercapital.com
http://mercercapital.com/insights/newsletters/bank-watch/

Mercer Capital’s Bank Watch October 2024

Mercer Capital’s Updated weekly, Mercer Capital’s Regional Public Bank Peer Reports offer a
- - closer look at the market pricing and performance of publicly traded banks
Reglonal PUb"C in the states of five U.S. regions. Click on the map to view the reports from

Bank Peer Reports the representative region.

Atlantic Coast Midwest Northeast

Southeast West

© 2024 Mercer Capital // Data provided by S&P Global Market Intelligence
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