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Presented by:

Webinar will begin on the hour

VALIDATING THE INTEREST RATE 
RISK PROCESS

Presented by Cynthia Walker, CEO
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NCUA Evaluates Credit Unions’ 
IRR Exposure

• Threat to earnings

• Threat to capital

• Overall safety and soundness

• Undue risk to NCUSIF

Interest rate risk is one of the risk categories 
evaluated during the exam process

CAMEL “S” – Sensitivity or IRR



© 2022 Mark H. Smith, Inc. Model Validation
All rights reserved

WWW.MARKHSMITH.COM

Page 2

REGULATORY QUESTIONAIRE

• REVIEW OF THE MATH
• Methods
• Formulas and calculations
• Most models or vendors will have validation 

documentation

2

#1
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REGULATORY QUESTIONNAIRE

• REVIEW OF THE PROCESS
• Review of the entire IRR management process (framework)
• Assessment of model inputs, processing, and outputs
• Tailored to CU activities and complexity 
• Independent
• Separate from IRR measurement & management
• Skills and knowledge to completely assess
• Transparency – documented and available
• Communication of results

#2
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OBEJCTIVE 
OF THE 
REGULATOR 
QUESTIONS

Does the program reasonably 
identify, measure, monitor, 
manage, and control interest rate 
risk?

Is the program performed 
consistently and periodically 
evaluated for appropriateness?

Is the program effective?
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POLL QUESTION ONE
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CONSIDERATIONS
As FI’s become larger & more complex regulatory pressure 
for independent review increases. 

IRR modeling done in-house versus out-sourced.

Modelers experience and expertise.

The credit unions current IRR profile.

NCUA Supervisory test results.

Comfort and confidence with current assessment.

Degree of reliance on the results for significant decisions.
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ENGAGE NOW OR LATER?

Is an outside review the 
best use of time and 
resources?

Can review be performed 
in-house to save money?

Value of assurance the 
model adequately presents 
risk?

Is there room for 
improvement?

Is management inclined to 
implement 
recommendations?

Is the program effective at 
identifying, measuring, 
monitoring, managing, and 
controlling IRR?
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BENEFITS OF A DIY PROCESS VS. 
OUTSOURCED PROCESS

Do it 
Yourself 

Benefits
• Price
• No external intrusion
• Utilize current 

staff/departments
• Increase staff 

participation
• Reg allows for 

inhouse and 
customized 
approach

Outsourced 

Benefits
• Expertise
• Added value
• Independence
• Time
• Regulatory 

acceptability
• Access to industry 

resources
• Educational
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COMPONENTS OF AN IRR REVIEW

IRR and related policies

Oversight and management 

Measurement and monitoring

•Reasonableness and evaluation process

Model assumptions

•Governance
•Operational
•Back-testing

Internal controls 

Decision making
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IRR AND RELATED POLICIES 
Does IRR Policy have these framework components?

Does IRR Policy have all the key elements?

Define purpose 
and objectives
Define purpose 
and objectives

Define process 
management and 

oversight

Define process 
management and 

oversight

Designate 
accountabilities 

and 
responsibilities

Designate 
accountabilities 

and 
responsibilities

Identify periodic 
measurement and 
monitoring process

Identify periodic 
measurement and 
monitoring process

Adequately reflect 
board’s risk 
tolerance.

Adequately reflect 
board’s risk 
tolerance.

Include limits and 
other types of 

controls.

Include limits and 
other types of 

controls.
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IRR AND RELATED POLICIES

Non-compliance 
remediation 

process

Non-compliance 
remediation 

process

Assumption 
review process (at 

least major 
assumptions)

Assumption 
review process (at 

least major 
assumptions)

Define 
methodologies 
and applicable 

risk control limits

Define 
methodologies 
and applicable 

risk control limits

Identifies actions 
or tools utilized to 

manage IRR

Identifies actions 
or tools utilized to 

manage IRR

Periodic 
alternative 
scenarios

Periodic 
alternative 
scenarios

Consider early 
warning 

thresholds 

Consider early 
warning 

thresholds 

Addresses 
modeling of new 

products / 
strategies

Addresses 
modeling of new 

products / 
strategies

Annual review of 
the process 

Annual review of 
the process 

Key 
Elements 
Often 
Missing 
From a 
Policy



© 2022 Mark H. Smith, Inc. Model Validation
All rights reserved

WWW.MARKHSMITH.COM

Page 12

POLL QUESTION TWO
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OVERSIGHT AND MANAGEMENT 
• Identify responsibilities and accountabilities of the

• Board

• ALCO

• Management
• Set competency expectation for boards and 

participating staff

• Set expectation for ongoing training

• Periodic evaluation of resource given to IRR

• Establish an annual assessment                     
(effective and appropriate)

• IS THE POLICY ESTABLISHED FRAMEWORK 
BEING FOLLOWED CONSISTENTLY?
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MEASUREMENT AND MONITORING
Is your model appropriate for your level of 
complexity?

Is it set up correctly?

Are your chart of accounts 
detailed enough?

Monitoring risk at the right level 
(option behaviors, etc.)

Are account types set up 
correctly?

Chart of account IRR characteristics 
(v/f, call, step, balloon, etc.) 
Discount methodology appropriate

Should you be modeling individual loan level detail?

Question  
Setup 
Adequacy 
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Data 
integrity

Data 
aggregation

Consistency

Input 
controls to 
verify and 
check for 

errors

Data entered 
into the 
model 

accurately

MEASUREMENT AND MONITORING
QUESTION DATA CAPTURE AND INPUT



© 2022 Mark H. Smith, Inc. Model Validation
All rights reserved

WWW.MARKHSMITH.COM

Page 16

• Question output

Are the output measures consistent with policy?Are the output measures consistent with policy?

Do the results seem reasonable?Do the results seem reasonable?

Ongoing model monitoring (consistency, 
trends, and understanding of changes)?
Ongoing model monitoring (consistency, 
trends, and understanding of changes)?

Are the limits reviewed annually?Are the limits reviewed annually?

Are the limits and measures still applicable?Are the limits and measures still applicable?

MEASUREMENT AND MONITORING
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MODEL ASSUMPTION REVIEW

Identify critical 
and material 
assumptions
• Large 

balances or 
longer terms

Assumption 
support and 
documentation                

“secondary” 
assumptions? 
(e.g. implied floors, 
early withdrawal 
penalties, etc.)

Annual 
assumption 
review
•Analysis and 
change control 
process

Requires a more unique skill set to evaluate assumptions and measurement results 
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No growth 
constant mix 

balance sheet      
vs. forecast

NII/NI forecast 
simulation                         

(non-interest income and 
expense items)

Liquidity forecast 
simulation

Interest rate shock 
scenarios   

Instantaneous & 
Parallel and others

CU specific vs. 
peer/industry

MODEL ASSUMPTION REVIEW
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MODEL ASSUMPTION REVIEW
Major Loan and Investment Assumptions

New and repricing 
volume characteristics

Prepayment speeds

Rate Sensitivities

NEV Specific

• Interest rates (current 
rates, drivers, offsets)

• Terms and other 
characteristics

• When applicable

• Example: Market rates
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Non maturity shares 
(NMS)

Member certificates

Market rates

Non-interest 
expense

•Beta-rate sensitivity
•Lag - delay
•Decay – how long deposit stay

•Renewals and early withdrawal 
penalties

•Discount rate drivers
•Offsets

•Servicing costs

Major Liability Assumptions

MODEL ASSUMPTION REVIEW
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Model Governance And Validation

https://publishedguides.ncua.gov/examiner/Pages/Content/ExaminersGuide/
IRR/MeasurementSystems/GovernanceValidation.htm

Credit unions that rely on external service providers 
should ensure there is adequate documentation of 
their use of those models, including any specific 
customization. If vendors provide input for market 
data, behavioral assumptions or model settings, 
the credit union should have a process in place to 
determine if those inputs are reasonable for the 
risk characteristics of its portfolio and activities.

Credit unions that rely on external service providers 
should ensure there is adequate documentation of 
their use of those models, including any specific 
customization. If vendors provide input for market 
data, behavioral assumptions or model settings, 
the credit union should have a process in place to 
determine if those inputs are reasonable for the 
risk characteristics of its portfolio and activities.
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Stress/sensitivity test key 
assumptions
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POLL QUESTION THREE
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INTERNAL CONTROLS - OPERATIONAL

Who has access and is a 
backup person established

Verify the model is backed 
up

Documentation   (ex. 
minutes, change control 

process)

Written procedures with a 
checklist
•Verification of current position 
balanced to the g/l

•Controls in place to ensure 
process consistency

Validate measurement 
system
•Back-testing NII projected to
actual 

•Rate/Volume Variance
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Example of backtest review

Explanation: Either change in rate or change in volume
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INTERNAL CONTROLS - GOVERNANCE

Board, ALCO, 
and management 
reporting 
structure
• (Board is 

ultimately 
responsible for 
IRR 
management)

Segregate 
risk taker 
from risk 
modeler/me
asurer.

Change 
control 
processes 
that are 
documented

Frequency 
and 
timeliness 
of 
processes 
established

Document findings

•with recommended 
corrective actions

• and time frames 
for remediation
•(periodic 

evaluations, 
resource 
assessments, 

•and independent 
reviews/validations)
.
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PROGRAM 
EFFECTIVENESS 

-
IS IT 

USED 
FOR 

DECISION 
MAKING

Is the model 
utilized for 

new 
products, 

strategies, 
and other 
“what if” 

scenarios?
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RESOURCES
• https://publishedguides.ncua.gov/examiner/Pages/Content/PDFs/IRR%20W

orkbook%20Guide%20EXTERNAL.pdf
• https://publishedguides.ncua.gov/examiner/Pages/default.htm#Examiners

Guide/IRR/RiskManageFramework/InternalControls.htm?Highlight=back-
testing

• http://www.ncua.gov/Resources/Documents/LCU2012-05.pdf

• Appendix A- Examination 
Questionnaire 
http://www.ncua.gov/Resourc
es/Documents/AIRESExamQu
estions.zip
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•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



• PLEASE VISIT OUR WEBSITE
• MARKHSMITH.COM

• CONTACT INFO
• 800 268-7795

• CYNTHIA@MARKHSMITH.COM
• INFO@MARKHSMITH.COM
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Additional services offered
MHSI CECL - an affordable and easy solution to a complex requirement. 

Features include:
• Minimal credit union data and time requirement

• Analysis of credit union’s own loan loss and experience AND includes peer 

comparisons 

• Easy to read and understandable results

• Multiple methodologies

• Loan level detail analysis

• Online functionality which includes drill down, segmentation, and what-if

• Stress Testing

• Compatible with any available data

Third Party Review - this service reviews all components of the credit union’s IRR 
management process to ensure an appropriate, thorough, and effective IRR management 
program for non – MHSI clients


