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LOST IN TRANSLATION - LOWER FUNDING COSTS OFTEN NOT

IMPROVING U.S. BANKS’ NIM

Despite the reductions by the Federal Reserve (the Fed) in the Fed funds target rate by 225 basis points
(bps) in 2008 and by 325 bps over the past year, many U.S. banks have not translated the resulting lower
cost of funds into a noticeable improvement in their net interest margin (NIM). In fact, many banks have
experienced NIM compression. While all the banks* that DBRS analyzed experienced a drop in their cost
of funds, the median decline for the group was only 87 bps (Exhibit 1). Moreover, banks with greater
reductions in funding costs (y-axis) did not consistently reflect improved NIM (x-axis). One factor
contributing to NIM compression has been sharply increased competition for deposits. As we discussed in
our August 20, 2008, newsletter, asset yields are also playing a more important role in this cycle; banks that
experience less decline in their loan and asset yields are better able to maintain their NIMs.

Exhibit 1. Change from Q4 2007 to Q2 2008 — NIM vs Cost of Funds (%)
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In general, the outcome was similar for large (> $20 billion in assets), medium ($5 - $20 billion) and small
(< $5 billion) banks. Large banks do appear to be benefiting more from rate cuts in terms of greater
declines in their cost of funds, but they are not consistently translating this advantage into NIM expansion
any more than small or medium-sized banks can.

The picture is largely the same from a one-year perspective. Again, all banks that were analyzed
experienced a drop in their funding cost between Q2 2007 and Q2 2008, but only 36% experienced an
increase in their NIM (Exhibit 2). Over the past year to Q2 2008, large banks have been marginally more
successful in expanding NIM than small or medium-sized competitors. About 68% of the small and 62% of
the medium-sized banks experienced a decrease in NIM, while only 43% of the large banks experienced
NIM compression.

* The 192 public commercial banks analyzed represent banks with over $1 billion in assets, excluding banks with incomplete data
sets through Q2 2008.
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Exhibit 2. Change from Q2 2007 to Q2 2008 — NIM vs Cost of Funds (%)
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Intense competition for deposits appears to be a factor constraining the reduction in deposit costs and
funding costs from falling as much as might be expected given the Fed rate cuts. Indeed, the median cost of
total deposits and cost of funds fell 80 bps and 94 bps from Q2 2007 to Q2 2008, respectively, versus the
Fed rate cut of 325 basis points (Exhibit 3). In competing for deposits, banks have been working to bolster
liquidity and funding. As the funding needs of some competitors increased as their access to wholesale
markets declined, their aggressive competition for deposits has become a greater factor constraining the
decline in deposit rates. Nonetheless, DBRS notes that the utilization of more lower-cost wholesale funding
may have been a factor narrowing the gap between the cost of funds and the cost of deposits.

Exhibit 3. U.S. Commercial Banks - $1 B + {Median)
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Responding to greater difficulty in growing deposits at acceptable deposit rates, banks have utilized other
funding sources in order to try and keep pace with declining loan yields. As deposit costs for some banks
have remained stubbornly high, banks have employed larger amounts of FHLB advances and, to a much
lesser degree, Fed funds and repurchase agreements over the past year. For the banks analyzed, total
deposits to total liabilities and equity decreased from 77% at June 30, 2007, to 73.6% at June 30, 2008
(Exhibit 4). Offsetting, FHLB borrowings increased from 5.0% of total liabilities and equity to 8.2% and
Fed funds and repurchase agreements increased marginally from 3.7% to 3.9% over the same period.



Exhibit 4. 1.5, Commercial Banks - $1 B + (Median)
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Rating Implications

Despite the Fed rate cuts, banks are struggling to maintain, let alone improve, NIM in this challenging
cycle. DBRS views positively those banks that are successfully maintaining or improving NIM in this
environment. This success is indicative of sound interest rate risk management and resilient franchises. For
banks with a sustained decline in NIM, DBRS looks more closely at the sources of the decline to ascertain
whether the drivers are indicative of broader deterioration in a bank’s franchise or financial position. In
future newsletters, we will investigate the extent to which success in the current environment reflects
strength in both preserving asset yields and achieving funding cost reductions.
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