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Happy Spring!
As the first quarter has come to a close, it is now time to review
our March 31, 2018, reports to include our viewpoint on the
economy, our industry, and interest rate projections. As we look
back over the first quarter, the theme of volatility becomes
evident.
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ABSTRACT
This paper describes our current view of the economic environment.

COMMENTARY
What is going on with the Federal Open Market Committee (FOMC)?
Short-Term Federal Funds:
Along with the modification to the Quantitative Easing (QE) portfolio, the FOMC is planning
on increasing the Federal Funds rate (Fed Funds). The Fed Funds rate is projected to increase
0.25% in June 2018 to 2.00%, based on the Fed Funds futures or betting in the bond market.
The bond market is also expecting an increase in September 2018 which will result in a 2.25%
Fed Funds rate. There is possibly a third-rate increase in November or December of 2018. At
the last FOMC meeting, the Fed provided guidance that they expect to increase the Fed Funds
rate either two or three more times in 2018; this would result in a 2.25% to a 2.50% Fed Funds
rate.
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Long-Term Open Market Activities:
The FOMC is continuing to shrink the Quantitative Easing (QE) portfolio; the portfolio
currently holds roughly $4.5 trillion in assets. The FOMC is reducing their mortgages and US
Treasury holdings as I type this article. The portfolio currently has between $20 billion and
$50 billion maturing a month. The schedule below allows the portfolio to slowly contract as
maturities happen, which means the FOMC will not be selling bonds. The contraction will be
as follows per month:

“As of today,
the forward
yield curve is
projecting a
0.75%
increase in
the Fed
Funds rate in
8 months.”






Q2 – 2018 - $30 billion a month
Q3 – 2018 - $40 billion a month
Q4 – 2018 - $50 billion a month
Going forward - $50 billion a month. At this pace, it will take approximately
eight years for the portfolio to get to pre- QE size.

The fear is inflation.
Inflation is still low overall, but we see an increased amount of wage-based inflation. This fear
is growing as we are under 5% unemployment rate of inflation. And as the fear grows, so do
interest rates. The FOMC has a dual mandate: price stability and full employment. The issue
is that there is no longer price stability (increasing wages), and by definition, we are at full
employment (lower than 5% unemployment). The Consumer Price Index is currently running
at 1.80%, ex-food and energy.
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US Treasury yields have been flat and are rising due to inflation concerns and the FOMC.
As the FOMC steadily raises the Federal Funds rate the yield curve changes. We see the short
end of the yield curve increasing in yield the most. The 1-year US Treasury is now yielding
nearly 2.00%. The 2-year US Treasury is yielding over 2.25%, but the overall yield curve is
quite flat.

“The Yield
Curve is
very flat
with the
2 - 10 year
span just
over
50 basis
points.”

It is important to see that a trend of higher interest rates is emerging.
Embrace it and use it to your advantage.

As we examine the outlook on long-term US Treasuries, we expect the 10-year US Treasury
yield will remain relatively low (but higher than where we are today) for the foreseeable future.
A rate between 2.75% and 3.50% appears reasonable, given the economic environment.
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What is going on with home values?
Home values keep rising. The S&P/Case-Shiller Home Price Index for the entire United States
increased 7.8% over the past 12 months. This is good if you own a home, but difficult if you
are looking for a home. The stories of homeowners receiving 12 offers and selling well over
the asking price seem normal today.
“Home
values
continue to
rise as supply
is tight.”

On a concerning note, over 20% of conforming loans written this past six months has a
Debt-To-Income (DTI) ratio over 45%. The peak of housing had 36% of mortgages over 45%
DTI.

The Automotive Industry.
As we have reported, the automotive industry has been doing quite well the last few years. The
financial side of automotive has been changing rapidly. We have seen several large banks exit
the indirect lending market.
The more recent trend that we see is the swelling number of companies exiting the subprime
auto lending business. Auto loans with a credit score under 620 have seen delinquency grow to
nearly 10%.
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Debt, Debt and more Debt.
Credit card debt reached new heights of $1.023 trillion outstanding in January of this year. The
last time it was this high was in April of 2008. Over the past year revolving credit has surged
5.7%.

Student loans are another source of debt. As you can see in the following chart, student loans
have increased from just over $400 billion to nearly $1.5 trillion in just 10 years. The average
kid graduating from college has over $44,000 in debt.
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Federal debt. Enough said.

The unknown is something that worries us.
Black Swan events, or unpredicted events, can cause interest rates to move substantially.
There are a plethora of national and worldwide issues that keep jumping up into the spotlight.
The unknown can cause significant market changes, which have historically resulted in lower
stock prices and lower bond yields.
Where do we go from here?
We expect a continued slow increase in the Federal Funds rate. We expect this is being done to
“normalize” rates and allow for the FOMC to lower rates if we get into a problem. We expect
the 10-year Treasury to increase in yield a bit as the FOMC unwinds the QE portfolio. We
expect continued slow growth, especially with the dysfunction in Washington.
What is keeping me up at night?
The lack of spread in loans. Loan yields are too low today. The spread over US Treasuries is
not big enough to cover reasonable credit loss estimates.
The resulting loan yield is too low as we expect to see a continued increase in the cost of funds.
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Interest Rate projection for the remainder of 2018:
“We expect
a continued
slow
increase in
the Federal
Funds
rate.”

Fed Funds
2-year US Treasury
5-year US Treasury
10-year US Treasury
GDP
CPI-X-YOY

3/18
1.75
2.28
2.60
2.79
2.70
1.90

6/18
2.00
2.50
2.90
3.00
2.75
1.95

9/18
2.00
2.60
2.95
3.20
2.80
2.00
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12/18
2.25
2.75
3.15
3.25
2.95
2.00
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About McQueen Financial Advisors, Inc.
McQueen Financial Advisors, Inc. (MFA) is a leading nationwide provider of financial advisory
services that has been serving financial institutions since 1999. An SEC-registered investment
advisory firm, MFA works only for financial institutions. We provide our services to
institutions throughout the United States, with assets ranging from $20 million to over
$5 billion.

Products and Services
McQueen Financial Advisors provides the following services to financial institutions throughout
the country:
Investment Portfolio Management: As a fixed income investment advisor, we will bring
professional, in-house fixed income investment portfolio management to your financial
institution at substantial savings. Our process is designed to develop a desired portfolio structure
while focusing on your current income and total return with safety of principal.
Municipal and Corporate Credit Review: On a quarterly basis, we provide you with a
detailed credit review on all municipal and corporate credits. Having and reporting our strong
credit culture is a paramount philosophy and daily practice at McQueen Financial Advisors.
We focus on credit to ensure that we are able to harness the benefit of credit spread products and
take advantage of the additional yield, without taking unnecessary risk.
Asset Liability Management: McQueen Financial Asset Liability Management reports will
provide you with recommendations and strategies that are designed to fit your unique needs and
provide you with the information you need to make the most informed decisions and add
income to your bottom line.
Core Deposit Studies: This report will be an integral part of your Asset Liability Management
report. The Core Deposit Study is comprised of two sections. The first is a historical comparison
of your deposit rates to market interest rates. The second section is the determination of the
duration of your core deposits.
Prepayment Speed Analysis: McQueen Financial has developed a process to determine your
actual prepayment speeds. Our analysis provides a report that shows your actual prepayment
speeds, the national or state speeds and our recommended prepayment speeds for your ALM
report.
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Liquidity Analysis: The liquidity stress testing report covers 30-day, 60-day and 90-day liquidity in current, moderately stressed and severely stressed scenarios. The report is designed to be
easy to understand and provide significant detail to allow for a comprehensive view of your liquidity position.
Assumption Stress Testing: McQueen Financial provides a detailed list of the assumptions in
your Asset Liability Management report. We have developed a model that stress tests your
assumptions and provides you with a detailed analysis of the results. The goal is to understand if
an unanticipated change in assumptions would significantly hurt your projected financial
performance or risk profile.
ALM Backtesting: The objective of the backtesting report is to determine the net interest income
projection in your ALM report was reasonable. Our analysis focuses on volume as well as booked
interest rates of each interest-sensitive component of the balance sheet. The backtesting analysis
is a useful management tool that provides you with a cross-check of ALM inputs and assumptions.
ALM Validation: The objective of the ALM validation report is to provide you with an
independent review of your ALM model, your ALM policy, and procedures used to measure
interest rate risk. The validation process involves a detailed study of your financial statements,
ALM reports, ALM policy and inputs to your model.
Mortgage Servicing Rights Valuations: The Mortgage Servicing Rights Valuation (MSR)
process is an integral step in determining the overall financial success of a financial institution’s
mortgage operations. By outsourcing your MSR Valuation to McQueen Financial, you will
receive an independent third party market valuation.
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Disclosures

McQueen Financial Advisors, Inc. (MFA) has prepared this document based on information
we have received from a variety of sources. While we believe this information is reliable, we
make no representation as to its accuracy or completeness, and are not responsible for any
errors or omissions or for the results obtained from the use of such information. Any opinions
or estimates expressed herein reflect our judgment at the date hereof and are subject to change.
Each research analyst(s), strategist(s) or research associate(s) responsible for the preparation
and content of all or any identified portion of this report hereby certifies that, with respect to
each issuer or security or any identified portion of the report with respect to an issuer or
security that the research analyst, strategist or research associate covers in this research report,
all of the views expressed by that research analyst, strategist or research associate in this
research report accurately reflect their personal views about those issuer(s) or securities. Each
research analyst(s) strategist(s) or research associate(s) also certify that no part of their
compensation was, is, or will be, directly or indirectly, related to the specific
recommendation(s) or view(s) expressed by that research analyst, strategist or research
associate in this report.
This communication is only intended for and will be only distributed to persons resident in any
jurisdictions where such distribution or availability would not be contrary to local law or
regulation. This communication must not be acted upon or relied on by persons in any
jurisdiction other than in accordance with local law or regulation and where such person is an
investment professional with the requisite sophistication and resources to understand an
investment in such securities of the type communicated and assume the risks associated
therewith.
Additional information is available upon request.
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