What to Expect When You’re Expecting the Regulators
As the fourth quarter is on the horizon, we have a pretty good sampling of what the examiners are asking
(demanding?) of their banks during exams in 2014. And if the trends continue, we can expect to see an even greater
emphasis on asset liability management (ALM) in 2015. Regulators are concerned about banks’ potential exposure
to rising rates and are focusing their exams on mitigating that exposure as much as possible.
It is not just the exposure they are concerned about, but also the causes and effects of that exposure. Three areas of
particular focus that stand out in talking with hundreds of banks are:
•
•
•

Interest rate risk sensitivity to rising rates
Development and support of bank-specific deposit assumptions
Realization of unrealized losses in the AFS investment portfolio

While the intensity of the exams has continued to rise, there is a silver lining (or two) for those banks that choose to
spend the time to prepare.
Sensitivity to Rising Rates
This can often be a matter of perspective, and by perspective, I’m referring to the tools used to measure the
sensitivity – net interest income (NII) simulations vs. economic value of equity (EVE). We have found that the most
effective measurement of interest rate risk (IRR) sensitivity is the utilization of NII simulations, as they factor in
variables such as reinvestment of cashflows as well as ramps and non-parallel movements to the yield-curve.
In order for these simulations to be truly effective decision making tools, there are caveats. The simulation horizon
is important to consider, as those that make decisions based strictly on the near term (i.e. 1-2 years) risk missing the
“big picture” of their true interest rate risk profile. There is often a near term exposure that “self corrects” over time
as non-maturity deposit rate increases subside and longer-term assets continue to reprice or be replaced in a higher
rate environment. A longer-term simulation (particularly when viewed graphically by months/quarters versus
columnar in total dollars) allows ALCO to gain a better understanding of the degree of exposure, the impact of rate
caps or floors as rates rise and how IRR projections change as compared to the “base” simulation.

The other benefit of longer-term simulations with a ramping of interest rate movements (versus instantaneous and
permanent shocks) is that they provide ALCO the opportunity to identify exposure to a variety of rate scenarios
including the impact of non-parallel movements (i.e. flattening, twists, etc.), assumption support and strategy
development. This provides significantly more value to the user than limiting analysis to +300/400 bp shocks.

