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ASSET LIABILITY MANAGEMENT

Manage the balance 
sheet and its 
composition 

Understand how 
changes in interest 

rates will impact the 
economic value of 
the balance sheet 
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INTEREST RATE RISK ANALYSIS

• Art and science
• A process
• A continual effort to optimize the balance 

sheet to meet earnings objectives
• Leverage will turn small changes in balance 

sheet into large changes in net worth
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ASSET LIABILITY MANAGEMENT

Methods to Estimate Interest Rate Risk 
• GAP: Measures mismatch between repricing 

assets and liabilities 

• Income simulation: Measures change in net 
interest income or net income 

• Net Economic Value: Estimates change in market 
values of the balance sheet and the resulting 
impact on capital as interest rates change 
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NET ECONOMIC VALUE (NEV)

Uses the NET PRESENT VALUE formula 
which is a form of valuation used extensively 
across finance and accounting to determine 
the value of anything that involves cash flow.

Accounts for the time value of money and 
opportunity cost
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POLL QUESTION #1
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NET ECONOMIC VALUE - NEV

Uses economic value and change to net worth to estimate 
interest rate risk

Captures long-term IRR

Point in time estimate (like a balance sheet vs income statement)

All terms and all cashflows – best for longer term assets

Conceptually more difficult than income simulation
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LOANS 
WHICH ASSUMPTIONS ARE MOST CRITICAL?

FOCUS ON LONG TERM ASSETS ( OVER 5 YEARS)

RATE UP 
SHOCK 3%

• Assets lose value.
• The larger the difference between current loan yield 

and market rate the greater the discount or premium. 
• The longer the term the greater the discount.
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INVESTMENTS 
WHICH ASSUMPTIONS ARE MOST CRITICAL?

FOCUS ON LONG TERM ASSETS ( OVER 5 YEARS)

• Assets lose value.
• The larger the difference between current loan yield 

and market rate the greater the discount or premium. 
• The longer the term the greater the discount.

RATE UP 
SHOCK 3%
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MEMBER DEPOSITS
WHICH ASSUMPTIONS ARE MOST CRITICAL?

Decay or Average life is how long the deposits stay at the credit union
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96/400=.24% beta                       27/230= .12% beta

Cost of  funds 
increased 96 bps 

Fed funds 
increased 

over 400 bps
Fed funds 

increase 230 bps

Cost of  funds 
increased 27 bps

NET INTEREST INCOME
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MEMBER DEPOSITS
• Decay or Average life is how long the deposits stay at the credit union.  

• The longer the decay the greater the economic value in the up-rate shock scenarios

Example: Regular shares and share drafts gain value

Book cost .05% + NIE .89% = .94% After 3% shock  (beta .15%) + NIE .89% = 1.39
Current 3-yr FHLB  rate .75% Shock 3-yr FHLB rate 3.75%
Difference -.19% Difference 2.36%

Current 6-year FHLB rate 1.61% Shock 6-yr FHLB rate 4.61%
Difference .67% Difference 3. 22%

NIE – non-interest expense to reflect the all-in cost of  deposits

RATE UP 
SHOCK 3%

• Liabilities gain value if  their cost is below market.
• The larger the difference between current cost and 

market costs the greater the economic value. 
• The longer the costs remains below market the 

greater the economic value.
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NMD PREMIUM ACCUMULATION 

Credit union all 
in cost of  funds

Economic Value 
Break even

Premium value

Yield curve
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NMD PREMIUM ACCUMULATION 
AFTER RATE SHOCK

Credit union all 
in cost of  funds 
after rate shock

Economic Value 
Break even

Premium value

Yield curve 
after rate 

shock
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POLL QUESTION #2
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BALANCE SHEET

45%

16%
16%

8%

FUNDING/DEPOSITS/LIABILITIES

$ = cost ranking

Think of how long these deposits have been there and how 
long they will remain in the future

6%
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NEV LOAN ASSUMPTIONS

Focus on long term fixed rate loans like 
mortgages – Identify the % of total assets

Focus on largest balances

The estimated repayment speeds for 
consumer loans is typically 24-36 moths

Extension risk minimal for consumer loans

Repayment speeds for mortgages range 
from 60-120 months

Mortgage loans have extension or 
prepayment as rates go up or down
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BALANCE SHEET
PRICE MATCH UP
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CONSIDER  COST AND TERMS

FOCUS ON HOW DEPOSIT AVERAGE LIVES TO MATCH UP ASSET TERMS
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SAMPLE CREDIT UNION
Total assets $151 million – Growth last 12 months 20%

Asset Composition
• Loan to Asset Ratio 61% with average yield 3.6%
• First mortgage & HELOC fixed rate 21.4% of  total assets 
• Overnight funds 11.7% of  total assets yield .07%
• Investment CD 18% of  total assets with avg yield .70% and avg term 12 months
• Investment Securities 5% of  total assets with avg yield .56% avg term 50 months 

Liability Composition as percent of  total assets 
Weighted average beta .32%

• Regular shares 45% beta .16%
• Share drafts 16% beta 0%
• Certificates 8% beta 1.0%
• Money Markets 18% beta .29% to .59%
• IRA 1.0% beta .42%

Net Worth Ratio 9.6% was 10.6% 12 months ago
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NET ECONOMIC VALUE 
Step 1 – Calculate the change in net worth from book to current market rates 
(benchmark)

Step 2 – Calculate the change in net worth of shock scenario to benchmark
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NEV – ALTERNATIVE SCENARIOS 

Only change is to shorten the 
average weighted lives of  
non-maturity deposits

Std- Ave life of  Regular 
shares 85 months

Alt 1 approximately 25% 
shorter

Alt 2 approximately 50% 
shorter

NCUA pre-defined premiums 
at 1% in the base and 
additional 4% in the up 300 
scenario

NMD at par or book value
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NEV – NCUA SUPERVISORY MATRIX

NCUA SUPERVISORY NON-MATURITY DEPOSIT VALUATION (For examination purpose).  
For non-maturity deposits a 1% premium in the base case and a 4% premium in the up 300 shock scenario from the 
base. Resulting in a 4.96% economic value premium for NMDs. NCUA has also adjusted the post shock NEV limits and 
post shock % change from base to accommodate for the limitations used in the NMD valuation. 
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NET ECONOMIC VALUE  ADD $25 MILLION 
30 YR. FIXED RATE MORTGAGES
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NEV ADD $25M FIXED RATE 30YR MTG 
LONG TERM FIXED ASSET RATIO >35% 

Watch as 
we change 

betas
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NEV SCENARIO PREVIOUS SCENARIOS &
REGULAR SHARES BETA OF .48% AND SHARE DRAFTS BETA .15%
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NEV SCENARIO PREVIOUS SCENARIOS &
REGULAR SHARES BETA OF .60% AND SHARE DRAFTS BETA .15%

Beta assumption change did 
not change NCUA 

Supervisory test results
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POLL QUESTION #3
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NET ECONOMIC VALUE EXAMPLE

• WHAT IS A GOOD POLICY LIMIT?
• POLICY LIMIT SHOULD REFLECT YOUR PRACTICES AND RISK APPETITE.
• COMMON -40% NW AT RISK AND MARKET ADJUSTED NET WORTH RATIO OVER 7%
• CURRENT NET WORTH ALWAYS A CONSIDERATION
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DUE DILIGENCE

Discuss and document the results
Realistic and supportable assumptions
Identify key assumptions and stress test
Strong analysis 
Solid reasoning 
Ask lots of questions
May require more than one model run
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ANALYSIS ONLY 
VALUABLE IF USED

Use IRR modeling to guide strategic decisions 
Regularly review and update IRR model assumptions
Re-evaluate policy limits annually
Appropriate for your CU
Ensure policy limits reflect board tolerance for risk



© 2021 Mark H. Smith, Inc. NEV INDEPTH
All rights reserved

WWW.MARKHSMITH.COM

Page 30

OUTSOURCE BENEFITS TO YOU AND 
YOUR CREDIT UNION

Easy
Save time
Delegate to the experts
Extensive experience 
Regulator responses
Reliable
Reputable



EASY AND AFFORDABLE 
CECL SOLUTION

SPECIAL OFFER: ONE-TIME MHSI CECL 
REPORT FOR A SMALL FEE AND A CURRENT 

AIRES LOAN FILE TO TRY IT OUT

A CREDIT WILL BE GIVE FOR THE FEE WITH 
AGREEMENT PRIOR TO 12/31/2022



PLEASE VISIT OUR WEBSITE

MARKHSMITH.COM

info@markhsmith.com
800 268‐7795

CYNTHIA@MARKHSMITH.COM


