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Well, here we go again. The Fed has spoken—to the tune of another 25 bps added to the Fed 
funds rate and with the promise of more hikes to come throughout this year and next—and 
the inevitable speculation about this newly aggressive Fed posture has begun. Is this finally 
the beginning of a permanently more constructive yield curve environment for the banking 
industry? Is the Fed “behind the curve” in their projections of inflation, and will there be some 
violent moves in rates should expectations change? And finally, has there been some lasting 
change in the whole process of rate management within the financial system—from the Fed 
on down to the banks, insurance companies and asset managers—and will there be now 
unanticipated (and possibly nasty) after-effects from the past decade of historically low rates?  
 
There have been volumes of words written and hours of interviews given on the wisdom of the Fed’s ultra-
accommodative posture since the Financial Crisis and the whole experiment known as QE, and we won’t 
endeavor to summarize that body of wisdom here. But in recent days, there have been a number of interesting 
pieces about what may be ahead as the rate environment “normalizes” (no consensus on what that term may 
mean) and the global financial system finally begins to wean itself off the largesse of the central banks. One of 
the best (and the shortest) of these pieces appeared in the Financial Times on March 16 (A Blind Spot Masks 
Danger Signs In Finance) and it excellently details the ways in which “the amplification mechanism that pushed 
yields lower could equally work in reverse. Fed rate rises might unleash new feedback loops, pushing market 
rates much higher than expected, echoing the pattern seen, say, in 1994.” 
 
All of this speculation is of intense interest to the banking industry, for a number of reasons, and no topic is of 
greater debate than the possible path of deposit pricing as rates rise. We spoke in recent days with a good cross-
section of the managements of both the major and community banks on this subject, and we must say that we 
found a great deal more attention to possible changes in pricing—along with a greater diversity of opinions on 
when and how—than we had found after the last hike in rates back in December. And one statement from a 
community bank CFO neatly summarizes the industry thought on this vital subject: “After each rate increase, 
we have a conversation about deposit pricing. This time, the conversation was more serious.” 
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We did not read this assertion as a sign that a deposit pricing war is about to break out—at least not yet—but 
we also no longer believe that such a development is out of the realm of possibility. Indeed, the bankers with 
whom we spoke project little change in the pricing environment overall in the wake of the March increase, but 
it seems that a possible June increase—and increases beyond that—may bring a whole new way of thinking 
and a lot more action. Indeed, one CFO humorously likened the present situation to the Gunfight at the O.K. 
Corral—i.e., everybody has got his hand on his gun, and they’re all just waiting to see who shoots first. 
 
Indeed, it seems that there may be some stealth deposit warfare going on under the radar, and it is correlated 
with the percentage of any company’s deposit base that is represented by commercial deposits. One of our 
surveyed companies said that they were having “more and more” conversations with their largest depositors—
i.e., their business customers—and the prevailing sentiment seems to be that banks will be willing to pay up to 
keep their most profitable corporate relationships intact. Indeed, several CFOs said that their banks were being 
“proactive” with those business clients and not waiting for the inquiries about better rate pricing to come in. 
 
It should be remembered that there is now an element in the deposit pricing equation that has not been there 
before—that of the Liquidity Coverage Ratio, or LCR— which is the Basel-mandated requirement for the 
nation’s larger banks to hold enough liquid assets to cover 100% of their “stressed” cash outflows over a 30-day 
period. Since core deposits are the most prized and durable of the HQLAs—high quality liquid assets—that 
comprise liquid funding, it stands to reason that the retention of these deposits will assume greater importance 
in coming years than may have been the case in the past. And since the betas (% of a rate increase that is passed 
along to depositors) on retail funding are lower than those of commercial deposits, those banks that can retain 
and grow retail deposits in a rising rate environment will be the most advantaged and see the least volatility in 
their LCR ratios and the most benefit to the NIM. 
 
Indeed, in the words of one CFO, the industry betas “have been kind to date” and there has been little 
movement in deposit rates after both the December and March Fed increases (One CFO pegged his bank’s beta 
as roughly zero after the December increase and about 8%-12% thus far in 1Q17). The industry’s historical beta 
range has been roughly 40%-60%, and we will not likely reach these pass-through levels until late 2017 or 2018, 
if the Fed’s “dot plot” projections prove to be true. But—just in case—most of the companies with which we 
spoke are formulating a “retention product” (remember the good old “bump-up CD” at Bank of America Corp. 

(BAC)?) which they can employ quickly should the competitive environment heat up more quickly than 
anticipated. 
 
The Southeast has been a hotbed of deposit pricing competition in past rate cycles, and the Atlanta market has 
been particularly so, given its tendency to run “hot” when it comes to loan growth and given the existence of 
so many players in the market. However, there are several moderating factors this time around for the region 
generally and for Atlanta specifically. The presence and influence of Wells Fargo & Co. (WFC) in the region 
since the Financial Crisis has provided stability for deposit costs here, as that bank has continued its historical 
practice of being monumentally disciplined (and cheap) in its pricing (Admittedly, the company may need to 
pay up somewhat to retain deposits in the wake of its cross-selling scandal, but it has a lot of room to run before 
becoming a competitive threat anywhere).  
 
In addition, consolidation trends in the community banking sector in the Southeast should moderate some of 
the pricing craziness of the past and serve as ballast for deposit costs at smaller banks. This region particularly 
is experiencing the rapid creation of a whole new class of financial institutions (the “mega-community” banks) 
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as several of the well-run (and well-valued) community banks buy their attractive peers and blow past the $10 
billion-in-assets size that has previously delineated community banking status. These new and larger 
community banks are well-funded and are run by managers who are among the best—and the most 
conservative—in the industry, and should both provide a new competitive element for the larger banks in 
lending and a moderating influence on pricing for their smaller peers. 
 
There are several other new elements in the pricing equation for the banking industry that have arisen in the 
decade since the Crisis, and the newly relevant fintech industry is the first among these. While banks have 
always had to compete with online banks for deposits—the ubiquitous “Orange” products of ING Direct (now 
Capital One Financial (COF)) come immediately to mind—the period since 2008 has seen the proliferation of 
branchless financial institutions that may be in a position to be very competitive on deposit pricing as rates rise. 
Indeed, one banker with whom we spoke said that his bank was examining its posture on closing branches as 
deposits become more dear, and that they were closely evaluating how aggressive they should be with their 
digital banking efforts (and what new digital products they may need) as rising rates loom. 
 
We found our own thinking evolving during this round of conversations, and the thought suddenly struck us 
that banking is about to get interesting again. Indeed, one industry executive gave us his view that the banks 
have become “lazy” in the past 8-9 years and that they are now going to have to “get the engine started” when 
it comes to deposit-gathering and thinking through the playbook of retaining both consumer and commercial 
relationships. And yet one CFO said that his people in treasury management “must get back to work” when it 
comes to evaluating their asset/liability management strategies and prepare for the possibility that the past 
may indeed not be prologue for the future this time around. 
 
It strikes us that that statement might be true for bank analysts, as well. We have spent the time since the 
Financial Crisis worrying about capital levels, regulatory directives, lawsuits from shareholders and agencies, 
etc. It may finally be time to worry about the fundamentals of banking. Let the games begin.  
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