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What Best Practices Could Enhance Profitability in 2021? 
 

Many depositories have already tightened where they are willing to lend as changes in delinquency reporting 

requirements, payment assistance programs and forbearance are making risk forecasting more complex and causing 

institutions to think twice about adding risk to the balance sheet. While uncertainty continues and financial 

institutions grapple with credit performance and what to expect in terms of potential losses down the road, finding 

new opportunities to enhance bottom-line performance while remaining flexible is vital. 

Little Room for Error 

Spreads have been tightening on high quality liquid assets while excess liquidity has remained, making it more 

difficult for depositories to manage margin. A traditional investment portfolio with tighter spreads and the absence 

of significant opportunities to streamline expenses or reduce operational costs leaves little room for error. However, 

there are other levers that financial institutions can push to generate profitability.  

One of the strategies depositories have deployed relates to their resources. While shifting resources to a more active 

and profitable business line like mortgage lending may be easier said than done, it is an example of being nimble and 

opportunistic as an organization.  

Partnerships are another avenue to generate profitability. Tapping into lending partnerships, through participations 

or even partnering with traditional competitors, such as Fintechs, can bring in a steady stream of higher-yielding 

assets. However, evaluating the pricing and risk-adjusted returns that come along with different programs is integral 

to profitability.  
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Best Practices for a Better Bottom-Line 

Financial institutions must look beyond a flashy yield to evaluate costs, risks, and determine whether an opportunity 

is best for the institution given pricing, resources and alternatives. It’s easy to focus on top-line yield, which is why it’s 

critical to use a quantitative model that addresses all necessary risk and cost components. This doesn’t merely 

include the credit component, it takes a host of other factors like the cost of acquisition (including internal lending 

team bonuses and indirect dealer incentives) or prepayment risks, into consideration to dissect the true, risk-adjusted 

value. This is one thing I see that causes tension between the lending and finance teams – missing pieces can cause 

parties to disagree over profitability and prevent them from making timely decisions. In the current environment 

especially, you have to look at more than top-line yield, credit cost and the treasury rate before you can say yes. A 

very robust modeling framework is required and so is education to ensure all departments are on the same page.  

When everyone understands what the institution is working towards and is on the same page regarding how each 

decision will impact the bottom-line, generating additional profitability becomes simpler. Often, lending teams have 

volume-based incentives while finance teams have bottom-line driven incentives. This creates tension. Education, 

incentive models, structure and alignment are all important aspects to consider when trying to drive performance. 

Using a risk dashboard is another key part of the puzzle. It’s not about the burden of seeing where we have too much 

risk; it’s about seeing where we have room left in our risk budgets so we can pull the appropriate levers. When used 

effectively, a risk dashboard enables our ability to narrow our focus to ideas that are the best fit for the institution 

and helps us to potentially push basis points to the bottom line.  

Having the right team in place to implement the new ideas we uncover through risk dashboarding and analysis is 

huge. We can have great models and the appropriate analysis, but if we don’t have a team that can clearly discuss 

those themes and execute them, we cannot realize the profitability.  

Avoid Potential Pitfalls 

Remaining in a very traditional mindset of what a depository is and how you provide value can limit your 

opportunities, especially when it comes to reducing your cost of funds. If your goal is to always provide the top 

deposit rates and lowest loan rates, there is simply not enough room in an environment like this to profitably manage 

your funding and your assets. When you evaluate your funding as a spread to swaps, it allows us to see where we 

may be missing the mark or missing opportunities to generate profitability and eating into our profits. Don’t miss an 

opportunity on interest expense to capture basis points as you plan for 2021. Depositors today likely care less about 

rate and more about the safety and soundness of their funds and ability to access them when needed. 
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Control What You Can, Stress Test the Rest 

The fluidity of the current economic environment should be matched with agility in your business plan. Most of the 

depositories we work with are looking to expand their toolbox to generate stronger, sustainable performance. Using 

derivatives is a great example. If you don’t have ability to hedge your core balance sheet, there is likely an 

opportunity there as institutions are continuing to see mortgage loan growth. However, they may be hesitant to add 

long-term risk exposure. Hedging that risk could allow your depository to be more flexible, agile, and opportunistic. 

Rather than avoiding risk, try to manage or hedge that risk and add that profitability to the bottom-line.  

We’re advising our clients to control what they can, specifically by ensuring they have access to all of the tools or 

levers available to them, and stress test the rest. For example, another round of strong fiscal stimulus could push 

deposit growth rates even higher next year, or we could see the exact opposite if additional stimulus is smaller or 

non-existent. Working through the outcomes of each scenario and asset strategies associated with each helps to 

improve both preparedness and performance. 

It’s a challenging time for the industry, but it’s also very exciting as we’re pushed to evolve more quickly. Financial 

institutions should be more forward-thinking to stay relevant and continue to provide value. While there is a 

likelihood for increased consolidation in the future, institutions that remain open to new ideas and new opportunities 

are more likely to pull through.  

Be Flexible Enough to Change Course 

The expedited evolution of the depository landscape is a trend that I think will ultimately be positive for both the 

institutions and the consumers. While no one has a crystal ball, we do have a few closing pieces of advice for 2021: 

Stay open to new ideas, build the team that can help you implement them, and be flexible enough to change course. 
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DISCLAIMERS: Returns are net of model fees, unaudited, and estimated using the Modified Dietz method. ALM First does not have complete 

discretionary trading authority over each account reflected in the performance discussed herein. Investments in securities are valued based on 

quotations obtained from independent pricing services or independent dealers. With respect to securities where independent valuations are 

not available on the valuation date, or where a valuation is not deemed reasonable by ALM First, ALM First will determine the fair value. The 

fair valuation process requires judgment and estimation by ALM First. Although ALM First uses its best judgment in estimating the fair value of 

investments, there are inherent limitations in any estimation technique. Future events may affect the estimates of fair value and the effect of 

such events on the estimates of fair value, including the ultimate liquidation of investments, could be material to returns. The production and 

delivery of this material to any investor/recipient does not establish any express or implied duty or obligation between ALM First and any such 

investor/recipient, including (without limitation) any duty to determine fair market value or update such material. Moreover, this report was 

prepared as of the date indicated herein. No representation or warranty is made by ALM First that any of the returns or financial metrics 

detailed herein will be achieved in the future, as past performance is not a reliable indicator of future results. Certain assumptions may have 

been made in preparing this material that have resulted in the returns and financial metrics detailed herein. Changes to the assumptions may 

have a material impact on any returns or financial metrics herein. Furthermore, ALM First gives no representation, warranty or undertaking, or 

accepts any liability, as to the accuracy or completeness of the information contained this report. This report was prepared for informational 

purposes only without regard to any particular user’s investment objectives, financial situation, or means, and ALM First is not soliciting any 

action based upon it. This material is not intended as, nor should it be construed in any way as accounting, tax, legal, or investment advice 

including within the meaning of Section 975 of the Dodd-Frank Wall Street Reform and Consumer Protection Act. Certain transactions give rise 

to substantial risk and are not suitable for all investors. The strategies discussed herein can have volatile performance and may employ 

leverage. Moreover, investment advisory fees and expenses may offset trading gains. This report was prepared by ALM First Financial Advisors, 

LLC. The hereto mentioned report contains information which is confidential and may also be privileged. It is for the exclusive use of the 

intended recipient(s). If you are not the intended recipient(s), please note that any distribution, copying, or use of this report or the information 

contained herein is strictly prohibited. If you have received this report in error, please notify the sender immediately and then destroy any 

copies of it. ALM First neither owes nor accepts any duty or responsibility to the unauthorized reader. ALM First shall not be liable in respect of 

any loss, damage, or expense of whatsoever nature which is caused by any use the unauthorized reader may choose to make of this report, or 

which is otherwise a result of gaining access to the report by the unauthorized reader. 

ALM First Financial Advisors is an SEC registered investment advisor with a fiduciary duty that requires it to act in the best interests of clients 

and to place the interests of clients before its own; however, registration as an investment advisor does not imply any level of skill or training. 

ALM First Financial Advisors, LLC (“ALM First Financial Advisors”), an affiliate of ALM First Group, LLC (“ALM First”), is a separate entity and all 

investment decisions are made independently by the asset managers at ALM First Financial Advisors.  Access to ALM First Financial Advisors is 

only available to clients pursuant to an Investment Advisory Agreement and acceptance of ALM First Financial Advisors' Brochure. You are 

encouraged to read these documents carefully. All investing is subject to risk, including the possible loss of your entire investment. 


