
Financial Futures as a 
Risk Management Tool 
for Banks and S&Ls 
Southeastern S&Ls in 
increasing numbers are 
turning to the financial futures 
market as a shield against 
unexpected interest rate 
changes. Banks in the region, 
which generally managed to 
align their asset and liability 
maturities better than S&Ls, 
have shown less enthusiasm. 

Financial managers have learned the dangers 
of interest rate risk in recent years as rates 
reached new heights and increased in volatility. 
Wide swings in financial markets underscored 
the sensitivity of banks' and S&Ls' portfolios to 
interest rate changes. When assets have a longer 
maturity structure than liabilities, liability costs ', 
respond more quickly to interest rate fluctuations 
than do returns on assets. As a result, rising rates 
squeeze earnings. 

One of the newest and least understood tools 
employed by asset/liability managers to cope 
with high and volatile interest rates is hedging in 
the financial futures market. Financial futures 
represent an obligation to buy or sell a particular 
financial instrument at a specified future delivery 
date, at a price established on an organized 
exchange (see "Mechanics of Hedging," 
pp. 6 & 7). 

Drawing from 230 replies to a mail survey of 
370 banks and savings and loan associations, we 
recently explored southeastern institutions' use 
of financial futures as a risk management tool.1 

W e found that 22 responding financial insti-
tutions — 15 S&Ls and seven banks — are now 
using financial futures. Our findings indicate that 
more of the responding institutions entered the 
futures markets over the past year than in any 
year since trading began in financial futures in 
1975. 

'Our sampling procedure for the survey of 370 financial instiutions was 
random and stratified. Sixth District banks and savings and loan associations 
were stratified by state and by size of institutions, with both divided into two 
size classes. We counted the large institutions as those with assets of more 
than $150 million and the small as those with assets less than that amount. 
The large bank category also includes multi-bank holding companies. W e 
sampled more heavily in the large category in the belief that the larger 
institutions would more likely be knowledgeable about and involved in 
futures trading. Questionnaires were mailed on May 27,1982. Our analysis , 
is based only on those responding to the survey. For both banks and S&Ls, 
our response rate was slightly over 60 percent. 
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Chart 1. 
Three-month Domestic Certificates of Deposit 
and Three-month Treasury Bill Futures* 
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'Treasury bill futures yields correspond to the close-in contract 

The response suggests that an increasing num-
ber of southeastern S&Ls are turning to the 

1 financial futures market as a shield against unex-
pected interest rate changes, while banks in the 
region show less enthusiasm. Since a higher 
percentage of the responding S&Ls indicate they 
also plan to use the market more in the future, 
this pattern should continue. 

The S&Ls' enthusiasm may seem surprising in 
light of the depressed state of the thrift industry 
and the way hedging with interest rate futures 
"locks in" current earnings. But most S&L managers 
indicate they are limiting their involvement until 
earnings improve. Once earnings increase, they 
plan to expand their futures activity, drawing on 

I the experience they are gaining now. 
Most of the survey respondents who are not 

using financial futures attributed their decision 
to a lack of trained personnel, the risks of futures 
trading, and their own ability to hedge risks 

* without relying on futures. 
Hedging with financial futures (taking offsetting 

positions in the futures market) is a management 
technique for limiting the interest rate exposure 
in balance sheets. Hedging replaces the risk of 
interest rate fluctuations with the risk of changes 
in the difference between cash yield and yield 
on a particular futures contract. 

Chart 1 illustrates yield patterns for certificates 
of deposit and Treasury bill futures contracts-
contracts often used for hedging borrowing costs. 
The difference between the two yields is less 
volatile than either individual yield. Financial 
managers hedging with futures instruments are 
protecting their earnings from volatile interest 
rates by subjecting earnings instead to a smaller, 

f more manageable risk. 
In investigating the futures market participation 

of banks and thrifts, we examined reasons for 
and against hedging interest rate risk, methods 
and strategies of those currently trading in the 
futures market, and the effects of regulatory and 
accounting guidelines on hedging strategies. 

) 

Who is Using Financial Futures in the 
Southeast? 

Our survey suggested that S&Ls rely on the 
futures market far more than do banks. A larger 
proportion of S&Ls are currently hedging their 
interest rate exposure or planning to do so later. 

FEDERAL RESERVE BANK O F ATLANTA 
• 

Traditional differences between S&Ls and banks 
help explain their different levels of activity. 
Through the years, S&Ls have dealt in long-term, 
fixed-rate residential mortgages. Associations with 
many fixed-rate loans on their books face a 
greater threat that interest rate increases which 
raise the costs of deposits will reduce their 
earnings. 

A Georgia S&L commented, "although our 
experience is short, we see hedging as an essen-
tial tool to reduce the rate risk associated with 
long term assets supported by short term liabilities." 

Banks and S&Ls increasingly rely on variable 
rate loans to help restructure their balance sheets 
and pass along interest rate exposure to customers. 
Banks have been more successful in this effort, 
largely because of the generally shorter maturities 
of their outstanding loans, and, as a result, they 
have managed to align their asset and liability 
maturities betterthan S&Ls. Their success encour-
ages banks to favor hedging in the cash market 
instead of the futures market. For this reason, 
many banks are staying out of the futures market 
altogether. Several banks currently hedging say 
they are using futures positions only to cover 
temporary mismatches. 

continued on p. 8 
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A Tennessee banker explained how he expects 
financial futures to cover temporary imbalances: 
" W e view the futures markets as something like 
an insurance policy. While we may not feel the 
need to use them, the capacity to do so could be 
important Under certain market conditions, futures 
market activities could provide a temporary 
solution to unwanted balance sheet exposure, 
allowing us time to develop more nearly permanent 
solutions through cash market strategy." 

Another banker noted: "The experience of our 
bank is that financial futures provide an invaluable 
tool for managing the swings in interest rates 
when the exact asset or corresponding liability 
cannot be obtained immediately. Futures have 
helped immensely over the last several years in 
many areas of spread management." 

Larger institutions, whether banks or S&Ls, are 
definitely more active participants in financial 
futures markets. All the banks using futures came 
from the ranks of the largest institutions. Among 
the S&Ls, the largest are most active, but some 
small-sized institutions with $50 million to $150 
million in total assets are also hedging with 
futures. 

Among holding companies and independent 
banks with assets greater than $150 million, 13 
percent of those who responded are now using 
financial futures, 24 percent are planning to use 
futures and 63 percent are not using futures. The 
large S&Ls with assets exceeding $150 million 
show higher participation and planned partici-
pation rates. Of the large responding S&Ls in our 
sample, 18 percent are now using futures, 55 
percent are planning to, and 27 percent are not 
using futures. 

No responding small banks are currently using 
financial futures, and only 3 percent are drawing 
plans to participate. Small S&Ls generally were 
knowledgeable and more heavily involved in 
planning than their bank counterparts, with 6 
percent now participating and another 18 percent 
planning to begin in the near future. 

"Larger institutions . . . are 
definitely more active 

participants in financial 
futures markets." 

Varieties of Futures Positions 
Of 15 S&Ls involved in financial futures, most y 

place Treasury bill futures positions to hedge v 
the cost of their money market certificates or 
other CDs. A few have short Government 
National Mortgage Association (GNMA) futures 
positions on loans or other existing investments. 
Among the S&Ls planning to hedge, the majority t 
will start with a short hedge on six-month money 
market certificates using three-month Treasury r 
bill futures. 

The strategies of the seven banks using futures 
were varied. Three of the five large multi-bank 
holding companies reported limited activity, with 
two hedging in the trading account only and one •» 
hedging only mortgage commitments in a mort-
gage subsidiary. The other four banks use a 
variety of strategies. Financial futures are most ^ 
commonly used to hedge borrowing rates and 
returns in the investment portfolio. The average W 
size of the hedge position expressed as a percent-
age of total assets was 2 percent for banks. The 
reported plans of banks that will begin hedging l 
later reflect the same varied patterns. 

S&Ls are hedging a larger proportion of their 
portfolios than banks, which is not surprising in 
light of their larger interest rate exposure. The 
average total hedged position as a percentage of f t 
total assets for S&Ls is 8 percent. Several S&Ls 
have futures positions in excess of 1 5 percent, 
while the banks' positions were 5 percent or less. 

The majority of these institutions plan to increase 
their degree of involvement; none expects a » 
decrease. Nineteen of the 22 participating banks 
and S&Ls expect to increase their use of futures, * 
while the remaining three anticipate that their f\ 
use will remain the same. f 

The limited current activity in some cases 
reflects necessary caution while institutions gain 
the expertise to hedge effectively. I n other cases, 
depressed earnings restrict institutions from full- * 
scale futures activity. Many S&Ls burdened with j 
large quantities of below market fixed rate mort- < 
gages are in such a situation. Hedging today will 
not help them recover losses on the devalued 
assets. Recognizing this, many of these S&Ls are 
currently following a strategy of remaining exposed 
and hoping to gain from falling rates. * 

Some institutions plan to hedge liability costs if „ 
the anticipated decline in rates widens interest * 
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spreads. A large Mississippi S&L reported limited 
involvement now but plans to "hedge liability 
cost as the level of interest rates appears more 
favorable." A Florida S&L said, "our hedging 
program is expected to expand in size as cost of 
borrowings reaches (falls to) attractive levels for 
'lock-in'." 

Because banks have been much more success-
ful in aligning asset and liability maturities, they 
have narrower, more volatile maturity gaps. To 
be certain that hedging does not increase interest 
rate risk, banks with small gaps must monitor 
hedges more closely. Hedging strategies for these 
banks are therefore more complicated than 
appropriate strategies for the typical S&L and 
normally require detailed information on maturities 
of portfolio items. 

Planning and Managing 
the Hedging Program 

The majority of institutions studied the markets 
and mechanics of hedging for less than a year 
before launching their programs. Executives 
demonstrated a strong reluctance to delegate 
hedging responsibility far from the top of the 
chain of command or to turn the program over to 
outsiders. Top managers in both banks and S&Ls 
bear the largest responsibility for administering 
hedging programs and are actively involved in 
determining when hedges are placed and lifted. 
In small S&Ls, the president is commonly an 
active participant. In large S&Ls and banks, various 
combinations of senior vice presidents, financial 
officers, treasurers, and portfolio managers were 
most often cited as key players. 

Outside consultants and brokers are working 
quite closely with internal management in deter-
mining futures positions in 60 percent of the 
active institutions. S&Ls are relying more heavily 
on outside input, and are consulting with brokers 
to a much greater degree than with financial 
consultants. 

Several institutions indicated a reluctance to 
rely on any form of outside assistance. One large 
S&L just entering the futures market said its 
major concern "involves advice from brokers 
who try to churn the accounts for their own 
benefit." A non-participating S&L explained that 
the "primary reason for not using financial futures 

"The majority of institutions 
studied the markets and 

mechanics of hedging for 
less than a year before 

launching their programs." 

is having to deal with brokers who may or may 
not act in the association's best interest." 

None of the S&Ls and only one of the banks 
hired additional personnel for their futures hedging 
programs. However, two other banks and one 
S&L had people on their staff with prior trading 
experience in futures. W e found the institutions' 
failure to hire many new people somewhat 
surprising, particularly since the mechanics of 
hedging are rather complex for the inexperienced 
and since several respondents said they lacked 
trained personnel. There appears to be a shortage 
of skilled individuals, and there may be a reluc-
tance to bring in new people to manage a 
program which directly affects profits. 

Rather than hiring new people, the majority of 
institutions gave employees additional training 
in futures. Professional seminars were the most 
commonly cited source of training and information, 
and all futures markets participants in our survey 
had attended at least one. Besides seminars, the 
most frequently cited source of training was self 
study, using information from a variety of sources 
such as journals, publications, and commodity 
exchanges. Others said they benefited from 
discussions with brokers, financial consultants, 
and peer institutions already involved with finan-
cial futures. 

Why Some Institutions have 
Decided Against Financial Futures 

Some financial institutions say they are staying 
out of the futures market largely because they 
lack the skilled analysts and knowledge to assess 
the risks and rewards of hedging interest rate 
exposure. 

Among those not trading in futures, we found 
different levels of expertise. At one end of the 
spectrum were institutions that had seriously 
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compared financial futures with alternative risk 
management strategies and concluded that futures 
were not the tool for them. At the other end were 
those that knew little or even nothing about 
financial futures. 

Amongthe banks neither using nor planningto 
use financial futures, 90 percent said their ability 
to match assets and liabilities in the cash market 
influenced their decision not to hedge with 
futures. 

Given banks' success in the cash markets, 
many bankers limit futures hedging to situations 
of temporary imbalances. At the same time, the 
costs of starting and administering a futures 
program are significant in terms of management's 
time. Finally, the performance of the futures 
hedge is likely not to be perfect. 

A Tennessee banker who reported coping 
successfully with interest rate volatility through 
increasing the sensitivity of assets decided against 
financial futures after extensive study. He expressed 
the sentiments of many peers when he noted as 
factors in his decision, "the commitment of 
resources for a successful use of the program in 
terms of time and expertise, the accounting 
treatments, the imperfect nature of the hedge 
through futures and the necessity to educate 
state supervisory authorities." These comments 
reflect the concerns of many large banks in our 
sample that have seriously investigated and rejected 
futures hedging. 

For the total sample, a shortage of trained 
personnel was most often cited as the greatest 
obstacle to using financial futures. Two-thirds of 
the non-participating S&Ls reported that a con-
servative board of directors was a major influence 
in their decision not to hedge. For some institutions 
that decided to use futures, educating the board 
was an important step in starting their programs. 

Several banks and S&Ls mentioned that they 
lack knowledge about futures markets, the 
mechanics of hedging, and the risks involved. 
Another, " W e have no working knowledge of 
financial futures; not even enough to answer the 
above questions intelligently." 

Regulatory Guidelines for Futures 
Regulators, charged with ensuringthat financial 

institutions avoid excessive risk, allow financial 

The Risks: 
with Finar 

Hedging with financial futures does not eliminate risk, * 
but rather exchanges one type of risk for more manageable 
risks. Any financial institution involved in hedging should 
be aware of the risks associated with financial futures. 

The hedging process exchanges the risk of price fluctua- ' 
tions for the lesser risk of fluctuations between the cash 
price and the price of a particular futures contract. As long 
as the cash and futures prices move together, hedging 
reduces interest rate risk. While it is not common, cash4 

and futures prices occasionally move in opposite directions. 
When this happens, the hedge could result in losses in 
both the cash and futures markets. 

Another potential pitfall of playing the financial future? • 
game is that margin calls (see "Mechanics..." pp. 6 & 7) 
create cash flow problems. When the institution experi- a 
ences losses in the futures position, meeting margin calls 
can create serious cash flow problems for under-capitalized» 
institutions. 

Institutions should be aware of potential risk when they * 
take a futures position to lock into a given interest rate on 
an anticipated future transaction. If the expected cash ' ) 
position fails to materialize, there will be no cash gain to 
offset any loss in the futures market. As a general rule, 

»1 

institutions to use financial futures for hedging 
purposes only. Financial futures can be used to 
either increase or decrease interest rate exposure. 
"Speculators" enter the futures market to increase 
their interest rate exposure and profit by out-
guessing the market in predicting interest rate 
fluctuations. " Hedgers" enter the futures market 
to decrease interest rate exposure by taking a 
futures position to offset a cash position that 
fluctuates with interest rates. Therefore, regulators 
are challenged to design guidelines allowing 
financial institutions the flexibility to decrease », 
interest rate risk while preventing speculative 
abuses. 

The regulators have all been very clear on one 
point: financial institutions should use interest 
rate futures only to reduce their interest rate 
exposure. The regulatory agencies have adopted 
different approaches to ensure that depository 
institutions maintain this objective. The guidelines 
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bank regulators do not consider such anticipatory hedges 
to be valid. 

There is some concern, particularly among regulators, 
that the financial futures markets could be "cornered" by 
speculators as was the silver market. The exchanges 
themselves argue that, while theoretically possible, the 
risk of cornering is miniscule because of the size and 
diversity of financial futures markets. 

There are a few other potential drawbacks of hedging 
with financial futures, discussed more fully later in this 
article. First, those "hedges" that do not reduce the net 
interest rate exposure in the balance sheet actually 
increase interest rate risk. A mismanaged program thus 
can increase an institution's risk position. Secondly, the 
accounting treatment of futures positions for banks, by 
increasing the volatility of reported income, may make 
the banks' positions appear riskier to stockholders when, 
in fact, the futures hedge has decreased risk. Third, the 
optimal time to place a hedge is when earnings are at an 
acceptable level. If a full-scale hedging program is put in 
place when spreads are at a low point in the cycle, the 
institution will be "locking in" a relatively low earnings 
spread. 

for insured commercial banks are very similar 
even though they come from three regulatory 
bodies — The Federal Reserve Board, the FDIC, 
and the Comptroller of the Currency. S&Ls are 
covered by a different set of guidelines issued by 
the FHLBB. 

Since many banks have been much more 
successful than S&Ls at matching maturities of 
assets and liabilities (i.e. hedging in the cash 
markets), their interest rate gaps are in general 
lower and more variable than S&Ls' gaps. Therefore, 
the banks' guidelines must be flexible to permit 
banks with a variety of balance sheet configura-
tions to utilize futures to reduce interest rate 
exposure. Toward that objective, bank regulators 
have been reluctant to dictate specific position 
guidelines and banks are permitted to take both 
long and short hedge positions. 

The accounting profession has yet to agree on 
generally accepted standards for financial futures, 

but public accounting guidelines are currently 
being developed by the Financial Accounting 
Standards Board. It is not yet clear what effect 
the guidelines still to be issued by the FASB 
ultimately will have on regulatory guidelines. 
Their influence will likely depend on the degree 
to which they include safeguards deemed neces-
sary by regulators. 

As a deterrent to speculation, bank regulators 
require that banks recognize futures losses in 
current income. Under mark-to-market account-
ing for futures positions, any gains on futures 
positions are recognized as current income and 
any losses as current expenses.2 By reflecting the 
changes in an open futures position, this account-
ing treatment prevents speculative positions 
from being hidden for long periods, a situation 
which could allow large losses to accumulate. 
While it successfully deters banks from specula-
tive abuses, mark-to-market accounting also may 
discourage legitimate uses of financial futures. 

Most banks have no objections to marking 
futures positions to market when the item being 
hedged is also marked-to-market. Since items in 
the trading account are currently marked-to-
market, the accounting treatment of a futures 
position and any hedged trading account item is 
symmetrical. Objections are normally raised to 
mark-to-market accounting treatment when hedg-
ing the investment portfolio, since gains and 
losses on these assets are normally reported only 
after they are sold. 

If a bank hedges an investment portfolio 
item with a futures contract,3 normally the port-
folio item would be carried on the books at 

'Banks may opt to use a "lower of cost or market" accounting treatment 
which requires current recognition of futures losses, but defers gains until a 
futures position is offset 

3A specific hedge sample is used to illustrate the accounting issue. See 
'Futures Hedging Strategy1 for a discussion of specific versus net balance 
sheet hedges 

"Regulators are challenged 
to design guidelines allowing 

financial institutions the 
flexibility to decrease interest 

rate risk while preventing 
speculative abuses." 
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cost while the futures position would be marked-
to-market. Thus, any loss on the futures side 
would be reflected in the bank's income state-
ment, but any offsetting gain in the value of the 
investment portfolio item would be recognized 
not in the current period but when the item is 
sold. For this reason the mark-to-market account-
ing treatment would result in greater volatility 
in bank income when banks have outstanding 
futures positions. The asymmetrical accounting 
treatment makes a bank's position appear risky 
when actually the outstanding futures position 
has decreased the risk of income fluctuations 
resulting from interest rate changes. For this 
reason, the current accounting treatment is a 
disincentive for banks to hedge in futures 
markets. 

The guidelines for S&Ls differ from those for 
banks and in large measure reflect the differing 
balance sheet construction. Since almost all S&Ls 
possess large negative gaps because of their 
long-term mortgage lending, there is less variation 
in appropriate risk-reducing hedging strategies. 
The FHLBB was able to issue more specific 
regulatory guidelines which restrict most S&Ls to 
short positions in futures. This requirement ensures 
that S&Ls are closing their negative gaps, provided 
they do not "over hedge" the gap. 

Since it can control potential speculative abuses 
through specific guidelines, the FHLBB has given 
S&Ls guidelines more favorable than those covering 
banks. New regulations adopted by the FHLBB in 
July 1981 relaxed some earlier restrictions on 
S&Ls' futures trading. The new guidelines empha-
size that net interest rate exposure is the appro-
priate basis for hedges. They authorize a wider 
range of futures contracts and permit S& Ls to use 
a type of deferral accounting for futures. Under 
deferral accounting, futures positions are accounted 
for in the same manner as the item hedged, 
thereby better reflecting the true effects of 
hedge positions. 

W e asked the financial futures users how the 
accounting guidelines affect their involvement. 
As we expected, S&Ls and banks differed in their 
responses to this question. Fourteen of 1 5 active 
S&Ls said the accounting guidelines either encour-
aged or had no effect, while six of the seven 
banks said the current guidelines discouraged 
their involvement. Several commented that the 
guidelines were currently dampening their involve-

ment. For the banks not using financial futures, 
the influence of the accounting guidelines on 
their decisions was in most cases marginal. Some- ft 
what surprisingly, very few said this was a major 
factor in their decision against hedging. 

W e asked S&Ls whether the recent changes in 
accounting guidelines affected their involvement 
in futures. A few indicated that the changes 
made it possible for them to hedge with futures. 
The majority, however, commented that while 
the new guidelines encouraged their involvement, 
they would have begun a futures program without 
the changes. Those that began hedging before 
the accounting changes took effect commented 
that the changes encouraged them to become 
more involved than they might have been in the 
past. So, for the majority, the changes likely 
affected the degree but not the fact of their 
participation. 

W e also asked how regulatory guidelines other 
than accounting regulations and examination ^ 
practices affected involvement in futures. The 
responses suggested that the overall regulatory \ 
environment is at present neutral for S&Ls and 
slightly discouraging for banks. 

The regulators all emphasize through their 
guidelines that placing a financial futures position 

Hedging in Isolation 

To demonstrate how a specific hedge seen in isolation 
can increase the interest rate exposure, consider the case 
of an institution that is perfectly matched in the cash 
market. That is, its asset and liability maturity structures 
are such that both sides of the balance sheet are equally 
sensitive to interest rate fluctuations. 

Suppose this institution fears that future interest rate 
fluctuations could adversely affect its costs of liabilities 
(deposits). To lock in current rates paid on six-month 
Money Market Certificates, it shorts Treasury bill futures. 
But if the institution is perfectly matched in the cash 
market, then the six-month MMCs have a "match" on 
the asset side, such as variable rate loans which reset 
interest rates every six months. If interest rates rise, the 
return on the variable rate loan increases to offset the 
higher interest paid on MMCs. The short T-bill position 
generates a gain not offset by a cash position. If rates 
fall, the futures position results in a loss with no offset. 
Thus, a futures position in this case would increase 
interest rate exposure and make earnings more sensitive 
to rate fluctuations. 

12 SEPTEMBER 1982, E C O N O M I C R E V I E W 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

September 1982



1 

"Since it can control potential 
speculative abuses through 

specific guidelines, the 
FHLBB has given S&Ls 

guidelines more favorable 
than those covering banks." 

is appropriate only when it reduces net interest 
rate exposure. They stress that for this reason 
hedges on specific assets or liabilities cannot be 
considered in isolation, but must be examined in 
light of the effect on net interest rate exposure in 
the balance sheet. 

Futures Hedging Strategy 
Bank regulators insist that banks hedge net 

interest rate exposure in the balance sheet, a 
practice often called "macro" hedging. Taken to 
the extreme, this strategy has been interpreted 
as placing futures positions to hedge their entire 
gap without regard for the underlying assets or 
liabilities comprising the maturity mismatch or 
"gap." This type of hedging strategy may be 
referred to as "blind macro" hedging. 

Hedging specific assets and liabilities instead 
of hedging a measure of net interest rate exposure 
is often called "micro" hedging. The extreme, 
where specific hedges are placed with no regard 
for the overall net interest rate exposure in the 
balance sheet, may be called "blind micro" 
hedging. 

In practice, probably the most common strategy 
is placing micro hedges to reduce overall gaps. 
Bank regulators have indicated that placing micro 
hedges with proof of reducing net interest rate 
exposure complies with their regulations. Many 
financial institutions use sophisticated information 
systems which allow them to hedge gap or net 
interest rate exposure while at the same time 
hedging specific items in the portfolio. Others 
lack such complex information systems but 
determine the offset in some gap measure 
brought about by any hedge. 

All the participating banks said they measure 
gap regularly. Two said that when the particular 
gap they monitor reaches a threshold level, they 
hedge all or part of the gap with futures. Only two 
of the seven active banks indicated that their 
futures positions do not correspond to specific 
assets or liabilities. 

S&Ls are not measuring gap to the degree that 
banks are, with slightly over half the active S&Ls 
regularly constructing a measure. Among the 
S&Ls planning to enter the futures market, less 
than half currently measure gap, but most of 
these plan to start before beginning a futures 
program. 

Ten of the S&Ls classified themselves as blind 
micro hedgers and only one a macro hedger. The 
other four S&Ls place micro hedges to reduce 
a measure of gap. The micro hedging of such 
S&Ls is likely no cause for concern, because the 
combination of large negative gaps and the 
regulation-guaranteed short hedges should ensure 
a reduction of interest rate risk. Also, many of the 
micro hedgers are among those hedging on a 
limited basis while awaiting the hoped-for fall in 
interest rates. 

I n short, it appears that institutions generally are 
employing futures for their intended purpose-to 
reduce interest rate exposure. 

Another controversial issue is whether or not 
institutions should base their futures positions 
on the expected direction of interest rates. 
"Core" hedges are placed in order to avoid 
predicting interest rates. The intent of core hedging 
is merely to smooth income fluctuations and 
break even in the futures market "Timed" hedges 
are placed and lifted only when a futures gain is 
expected. Thus, timed hedgers attempt to gain in 
the futures market with every hedge. Succeeding 
at timed hedging requires interest rate projections 
consistently better than the market's. 

One view holds that the purpose of hedging by 
financial institutions is to avoid the necessity of 
predicting interest rates; in other words, only 
core hedges are appropriate. Proponents of this 
view usually cite the poor forecasting records of 
financial experts and econometric models. Further, 
they argue that placing hedges only when a profit 
is expected from the hedge is in a sense speculation. 

W e asked the institutions in our sample if their 
hedging programs depend on interest rate pre-
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"Two-thirds of the active 
banks and one-fourth of the 
active S&Ls indicated that 

their hedges do not depend 
on interest rate predictions." 

dictions. Two-thirds of the active banks and one-
fourth of the active S&Ls indicated that their 
hedges do not depend on interest rate predictions. 
Some institutions using interest rate forecasts 
qualified their responses to this question, often 
noting that their hedging is part of a larger spread 
management program. Since for many aspects of 
spread management an interest rate forecast is 
needed, the hedge positions in this sense rely at 
least indirectly on an interest rate forecast. 

The S&Ls' greater reliance on interest rate 
forecasts reflects several different uses of interest 
rate predictions in a futures program. Some 
institutions forecast rates to help in pinpointing 
an optimal time for a full-scale hedging program. 
Other S&Ls with more active futures programs 
use their rate projections for timed hedges. Since 
many S&Ls currently need tactics that can increase 
expected profits, most tend to be more enthusi-
astic about timed hedges. The drawback with the 
timed program is that if they consistently fail to 
predict interest rates better than the market, 
hedging will worsen their situation. 

Summary 
While a few of the southeastern respondents 

were among the early users of financial futures, 
most began in the last 18 months. Our results 
suggest that more southeastern institutions began 
hedging in the past year than ever before. On 
average, S&Ls had 8 percent of their total assets 
in futures positions—compared to 2 percent for 
banks. Since in general S&Ls tend to have large 
negative interest rate gaps, it was not surprising 
that they have both larger participation rates and 
larger positions in the financial futures markets. 

Oursample included institutions with a variety 
of hedge positions. By far the largest number of 
hedges are placed to lock in borrowing costs. The 
most commonly reported hedge was the shorting 
of T-bill futuresto hedge money market certificates 
and other certificates of deposit. 

Almost all of the participating S&Ls and two-
thirds of the participating banks plan to increase 
their futures activity. Many are proceeding cau-
tiously until they gain more experience and 
knowledge in the mechanics of hedging. Others, 
particularly S&Ls, are choosing not to hedge all 
their interest rate exposure, hoping that falling 
interest rates will improve their earnings spreads. 

Among those involved in hedging activity, the 
banks reported that overall regulations, especially 
the accounting guidelines, have discouraged 
their use of futures. The accounting guidelines 
seem to have the most significant impact on the 
degree of involvement rather than on the decision 
to hedge with futures. Somewhat surprisingly, 
only a small percentage of the non-participating 
banks cited the accounting guidelines as the 
reason they are not hedging. S&Ls reported that 
the recent changes in their accounting guidelines 
have encouraged their participation in futures. 

Our results suggest that the major reason that 
banks are not using futures as much as S&Ls is 
that banks have been more successful at reducing 
their gaps in the cash market. Many, particularly 
large banks, have examined futures carefully and 
decided that, in light of the risks involved with 
using futures, their interest rate risk is insufficient 
to justify adopting this complex new tool. 

Financial institutions can benefit from the use 
of the financial futures market as a tool to 
stabilize income during periods of highly volatile 
interest rates. In the Southeast, banks and S&Ls 
are cautiously beginning to explore financial 
futures hedges. Financial managers will be seeking 
greater understandingof the mechanics of hedging 
and possible problem areas as they decide 
whether to adopt financial futures as one of their 
risk management tools. 

—Donald L. Koch 
Delores W. Steinhauser 

and Pamela Whigham 
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