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Financial risk management solutions that take your company further
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Chatham is the largest, independent financial risk
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Only when the tide goes
out do you discover who's
been swimming naked.

- Warmren Buffett ',

Photo by Sean Qulashin on Unsplash




Why swaps?
Born in the 1980’s
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Why now?
Made for today!

2023
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Derivatives — The “Vanilla” Interest Rate Swap
What it “IS”

Plain vanilla swap

Fixed rate
payments

Floating rate
payments

Counter-party Counter-party
A B
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Derivatives — The “Vanilla” Interest Rate Swap
What it “DOES”

Swap

—_——— —
— -~

Counterparty

—
~— ——

* Interest rates — what is my natural exposure?
* |Is exposure beyond comfort zone (or policy limit)?
» Use swap to “synthetically” change positions

Mortgages
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Interest Rate Derivatives

Efficiently correcting a natural mis-match

Assets Liabilities & Equity
Floating
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Assets Liabilities & Equity
Floating Floating
Fixed Fixed
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Interest Rate Derivatives
Efficiently correcting a natural mis-match

Assets Liabilities & Equity Assets Liabilities & Equity
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How confident are you in your rate forecast?
Nobody knows for sure — not even The Fed!
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Current market conditions: The SOFR forward curve
Why would ANY counterparty take the other side of this deal?

kvl | i 1-month Term SOFR = ‘ | 1 3-month Term SOFR == | | | 1-month USD LIBOR — | | ] S-year Treasury == | | ] 7-year Treasury == o
14 Jun 2023

showing: | [ 10-year Treasury = ‘ | [| FedDotPlot ‘ | [ Fed Median = |

3.45%



Balance sheet swap example

Swap fixed-rate mortgages to floating-rate
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Mortgages

~~

Pay 4.05%.Eixed

~

—
—_—

—_——— —
———

Swap

\) Counterparty

~ —
t———,— e ———

» Portfolio of mortgages earning 4.05% today
* Would rather have floating for next three years

» Execute 3-year interest rate swap:
+ Pay fixed 4.05%
* Receive floating SOFR

+ SOFR today = 5.05%
* Yield increases to 5.05% and reprices monthly for next 3 years

15 chathamfinancial.com



Swap pricing: Expectations create a trade-off

Receive

Asset
Sensitive
Profile

Fixed

Bank looking to
hedge against
falling rates PAY
“negative carry”
on swap at
inception

Pay Fixed

Dealer
Bank

Liability
Sensitive
Profile

s THIS
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IS NOT
NORMAL

Bank looking to
hedge against
rising rates
EARNS “positive
carry” on swap at
inception

16

SOFR Swap Rates as of 6/14/2022

“
(yrs)

2 4.50% 55 bps

3 4.05% 100 bps

5 3.68% 137 bps

7 3.53% 152 bps

10 3.44% 161 bps
SOFR  5.05%
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Mitigating price volatility in the bond portfolio
Forward-starting pay-fixed swap hedging fixed-rate bond

IF INTEREST RATES RISE: : IFINTEREST RATES FALL:

YIELDS
T RISE

YIELDS
FALL
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Flashback to late 2020...

Buy 10 year Bond?
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10 yr Bond Purchase:

Pick up ~90 bps in yield today...

Will | hate myself 2 years from
now?

Can | handle the price volatility
in OCI?

chathamfinancial.com



Flashback to late 2020...

“How it started...How it’s going” for an ICU nurse

How it started

12:23 PM - Nov 22, 2020

Proprietary and confidential 19
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Flashback to late 2020...

“How it started...How it’s going” for an ICU nurse

How it started How it's going

12:23 PM - Nov 22, 2020
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Buy 10-year Treasury in late 2020
“How it started...”
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Price of 10-year Treasury in late 2022
“How it’s going...”

[ ]
=
D
o

[

1.00% (still)
80% par (S80)

®
O
pu.
O
(1)
I

o 2 > P -
P i o bRy N

102281608 [
o4 ! :

1022860 B
o4 -

1022899608

b
h[;!.

1

S8, 102289608
YV s, 2EEH

Proprietary and confidential 22 chathamfinancial.com



Flashback to late 2020...alternate ending!

Buy 10 year Bond?
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10 yr Bond Purchase:
= Pick up ~90 bps in yield today...

= Enter 8-year swap starting two
years in the future

Keep the 1.00% fixed yield for
first two years

= Flip to Fed Funds floating for
the final eight years

chathamfinancial.com



Impact on NIM * Earn floating for final eight years: ‘

When swap takes effect in late 2022:
Pay Fixed

Swap

Counterparty

* Earn fixed for first two years: * Yield = Fed Funds floating = 4.00%+

* Yield = 1.00% fixed until late 2022

24
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Impact on EVE —
From inception of swap:

Pay Fixed

Swap

Receive Floating Counterparty

* Swap value + $18 mw)
*Price = 80% par (580)

/e, 1022808608 - = e, 102280608
IR REAR . s e ibled

R TR =Ll e ATy

H035UZTSUF
2 hmn

PP SAEE
—

Proprietary and confidential 25 Tota I va I u e $98 ! chathamfinancial.com



Why do banks use interest rate swaps?
Two primary reasons and applications

Loan/

Deposit
Pricing

!

1. Manage balance sheet interest rate risk

Inv.

©
. . T - o Portfolio /
AIIov'vs t?anks to synthetically alter asset-liability £ Wholoesls 24 Years
sensitivity g Funding
* Avoids need to turn on/off “spigots” S ’\
% 1-3 Months
* Impact/protect NIM and EVE ©
Derivatives
* Enables banks to more nimbly steer the ship <+—— Now!

Time
2. Meet borrower demand for long-term
fixed rates

* Borrower can lock in long-term fixed-rate i M Fixed

financing options : Borrower nterest Offsetting

1 SO Wi Oy TV

* Bank can lend variable to more closely align loan Staiiiel Floating Foating L= = =

to funding costs : Loan 1 . i
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Swaps in the risk management toolkit?
Laying the foundation for native hedging capabilities
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Questions?
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Bio and Contact Info

Bob Newman, CFA
Managing Director, Mid-Atlantic Financial Institutions
(484) 467-9121

bnewman@chathamfinancial.com

Bob is a Managing Director in Chatham’s financial institutions business which
specializes in interest rate risk management for regional and community banks. He is
a frequent speaker at industry events and serves on the faculty of the ABA Stonier
Graduate School of Banking. Prior to joining Chatham in 2003, most of Bob’s 20
years in commercial banking were focused on bringing “swaps to Main Street”,
helping to start the derivatives operation at Maryland National Bank and expand the
derivatives effort at SunTrust Bank. He graduated from the College of William and
Mary with a BA in Economics and has earned the Chartered Financial Analyst (CFA)
designation.
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Disclaimer

Chatham Hedging Advisors, LLC (CHA) is a subsidiary of Chatham Financial Corp. and provides hedge advisory, accounting and execution services related to swap transactions in the United States. CHA is registered with the Commodity Futures Trading
Commission (CFTC) as a commodity trading advisor and is a member of the National Futures Association (NFA); however, neither the CFTC nor the NFA have passed upon the merits of participating in any advisory services offered by CHA. For further
information, please visit chathamfinancial.com/legal-notices.

Transactions in over-the-counter derivatives (or “swaps”) have significant risks, including, but not limited to, substantial risk of loss. You should consult your own business, legal, tax and accounting advisers with respect to proposed swap transaction and you
should refrain from entering into any swap transaction unless you have fully understood the terms and risks of the transaction, including the extent of your potential risk of loss. This material has been prepared by a sales or trading employee or agent of
Chatham Hedging Advisors and could be deemed a solicitation for entering into a derivatives transaction. This material is not a research report prepared by Chatham Hedging Advisors. If you are not an experienced user of the derivatives markets, capable of
making independent trading decisions, then you should not rely solely on this communication in making trading decisions.

All rights reserved.
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Thank you!

Chatham
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