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LEARNING OBJECTIVE:

• Look at how balance sheet composition can 
affect IRR analysis

• Discuss data input and assumptions
• Explore ways to better utilize the results of 

your IRR Analysis
• Discuss whether your policy limits are 

reasonable, too restrictive, or liberal. 
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DURING THIS PRESENTATION 
• Compare two different sample credit unions starting at a 

high level and then dive deeper into the balance sheet 
composition, income and interest rate risk. 

• Revisit the importance of data input

• Review the importance of reasonable and supportable 
assumptions to maintain confidence in the IRR analysis. 

• Explore utilizing the results to better manage your CU 
instead using it to just satisfy the regulator or avoid 
interest rate risk. 

• Look at policy  limits compared to IRR results and 
discuss reasonableness. 
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BIG PICTURE - SAMPLE CREDIT UNION #1

sco

Key points
1. ROA very strong
2. Net interest margin increasing
3. Fee and misc. income very strong
4. Net worth - solid
5. Overnight & 1-year liquidity good
6. Loan to total asset ratio good
7. Loan turnover 40 months
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BIG PICTURE - SAMPLE CREDIT UNION #1
INCOME

sco
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BIG PICTURE - SAMPLE CREDIT UNION #1
BALANCE SHEET

sco
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BIG PICTURE - SAMPLE CREDIT UNION #1
NET WORTH

sco
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BIG PICTURE - SAMPLE CREDIT UNION #1
INVESTMENTS

sco
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BIG PICTURE - SAMPLE CREDIT UNION #1
LOANS

sco
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BIG PICTURE - SAMPLE CREDIT UNION #1
DEPOSITS

sco
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BIG PICTURE - SAMPLE CREDIT UNION #1
INTEREST RATE RISK
INCOME SIMULATION

sco
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BIG PICTURE - SAMPLE CREDIT UNION #1
INTEREST RATE RISK

NET ECONOMIC VALUE

sco
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POLL QUESTION #1

NOTE:  IF YOU ARE SEEKING CPE CREDIT,  IT IS IMPORTANT THAT YOU PARTICIPATE IN THE POLLS.
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BIG PICTURE - SAMPLE CREDIT UNION #2

hbk

Key points
1. ROA moderate
2. Net interest margin decreasing
3. Fee and misc. income low
4. Net worth – high - too high????
5. Overnight & 1-year liquidity good
6. Loan to total asset – average
7. Loan turnover 88 months
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BIG PICTURE - SAMPLE CREDIT UNION #2
INCOME

sco
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BIG PICTURE - SAMPLE CREDIT UNION #2
BALANCE SHEET

sco
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BIG PICTURE - SAMPLE CREDIT UNION #2 
NET WORTH

sco
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BIG PICTURE - SAMPLE CREDIT UNION #2
INVESTMENTS

sco
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BIG PICTURE - SAMPLE CREDIT UNION #2
LOANS

sco
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BIG PICTURE - SAMPLE CREDIT UNION #2
DEPOSITS

sco
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BIG PICTURE - SAMPLE CREDIT UNION #2
INTEREST RATE RISK
INCOME SIMULATION

sco
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BIG PICTURE - SAMPLE CREDIT UNION #2
INTEREST RATE RISK

NET ECONOMIC VALUE

sco
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NON MATURITY DEPOSITS AND HOW 
THEY EFFECT IRR RESULTS

Sample credit union #1                                 Sample credit union #2
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NON MATURITY DEPOSITS &  IRR RESULTS
Sample credit union #1

Sample credit union #2
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POLL QUESTION #2

NOTE:  IF YOU ARE SEEKING CPE CREDIT,  IT IS IMPORTANT THAT YOU PARTICIPATE IN THE POLLS.
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CREDIT UNION NII AND FED FUNDS
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INDUSTRY DATA – BETA ~25%
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TWO PRIMARY COMPONENTS FOR NII 
INCREASE WHEN RATES WENT UP

• Regular shares and share drafts are a high 
percentage of non-maturity deposits

• Short-term investment portfolio
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REVIEW DATA INPUT AND ASSUMPTIONS

• Model vs data & general ledger
• Net Income
• Total Assets
• Total Loans
• Totals Investments
• Total Shares and Deposits

Data input

It is possible that the data contains errors making the outputs misleading
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REVIEW DATA INPUT AND ASSUMPTIONS

• Loans
• Prepayment 

• Loan classifications 
– Variable
– balloon

• Current yields
• Market rates (NEV)

• Investments
• Terms
• Rate
• Options – steps, calls

Major Assumptions - Assets
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REVIEW DATA INPUT AND ASSUMPTIONS

• Member Deposits
• Beta or rate sensitivities 
• Decay – runoff rates
• Rate

• Member Certificates
• Terms
• Rate
• Early redemption assumption

Major Assumptions - Liabilities
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CONFIDENCE IN OUTPUT 
BACK-TESTING ALM MODEL FORECASTS

Net Loans
Total Investments

Total Assets
Net Worth

Net Income
Net Margin

Test forecasted interest income/expense for major balance sheet categories

vs. Forecasted Net Loans
vs. Forecasted

vs. Forecasted
vs. Forecasted
vs. Forecasted
vs. Forecasted

Important note: the further the forecast in the future the more difficult to predict.  
We suggest going back two most recent quarters to compare against actual results.

We suggest a percentage +/-
tolerance level of  actual results 
versus forecasted.
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BACK-TESTING ALM MODEL FORECAST
How well does the model predict actual results?

Is the model 
predictive?
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IMPROVE CONFIDENCE 
APPROPRIATE CORRECTIVE MEASURES

It may be necessary to make updates to the assumptions or add 
more detail to the data.  

Art and science combined

Back-test demonstrates the credit union is paying attention!  

Document discussions, if you don’t record your steps or actions 
then in the eyes of the regulator…  it didn’t happen.

There will always be variation between the model and real life 
results!
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RECAP OF CU #1 AND CU #2

Credit Union 1

Loan to assets 66.7%
Net worth ratio 13.1%
Net interest margin increasing
ROA 129 bps
Fee & misc. income 184 bps
Asset growth 1.9%
Loan turnover 40 months
Loan interest yield 5.48% and increasing
RE as a % of total assets 20.4% 
1 year liquidity ratio 15.1%
Investment interest yield 2.19%
Investment maturities 22-84 months
Cost of funds stable at .38% 
RS & SD 53.8%
Certificates 15.3%
Income Sim +300 18.8%
NEV +300 18%

Credit Union 2

Loan to assets 42.3%
Net worth ratio 25.1%
Net interest margin decreasing
ROA 56 bps
Fee & misc. income 19 bps
Asset growth 4.6%
Loan turnover 88 months
Loan interest yield 4.85% and decreasing
RE as a % of total assets 37.3% 
1 year liquidity ratio 22.3%
Investment interest yield 2.31%
Investment maturities 22 months
Cost of funds  1.86% 
RS & SD 8.8%
Certificates 26.5%
Income Sim +300 -20.4%
NEV +300 -19%
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CONTINUE TESTING AND IMPROVING 
STRATEGY AS RATE INCREASE

• Control cost of funds and maintain NII
• Preserve funds for the various lending 

programs offered and planned
• Manage for liquidity
• Discourage deposits that will work contrary 

to the credit unions profitability and net 
worth

• Serve the credit union’s owners/depositors



© 2019 Mark H. Smith, Inc. Understanding IRR Analysis
All rights reserved

WWW.MARKHSMITH.COM
Page 36

• Don’t follow-the-leader 

• Complete product offerings

• Develop effective segmentation

• Identify saving motivations

• Make decisions based on fact not emotion

• Modeling or test options

• Don’t pay for or attract undesirable funding

PLAN TO MANAGE COST OF FUNDS
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IRR AND RELATED POLICY

Key elements:
• Consistent with credit union’s business 

strategies.
• Consistent with credit union’s financial condition.
• Not too restrictive or too liberal.
• Adequately reflect board’s risk tolerance.
• Establish framework for effective IRR program.
• Include limits and controls.

Does my IRR Policy have all the right  elements?
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POLL QUESTION #3

NOTE:  IF YOU ARE SEEKING CPE CREDIT,  IT IS IMPORTANT THAT YOU PARTICIPATE IN THE POLLS.
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WEAKNESSES OBSERVED
• High liquidity
• Risk avoidant not risk management
• Low fee income
• Policies that do not accurately reflect credit 

union practices
• Don’t utilize the ALM results in managing the 

credit union
• Don’t understand the reports
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PROGRAM EFFECTIVENESS  AND USE 
IN DECISION-MAKING

• Utilize the analysis for new products, 
strategies, and other “what if” scenarios.

• Utilize to make decisions 
• Assist in improving or maintaining profitability
• Control exposure to changing interest rates.
• Help to better managing the credit union. 
• Develop response to negative trends. 
• Document the process.
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OUTSOURCE BENEFITS TO YOU AND 
YOUR CREDIT UNION

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



PLEASE VISIT OUR WEBSITE

MARKHSMITH.COM

CONTACT INFO
800 268‐7795

CYNTHIA@MARKHSMITH.COM
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EXAMPLE 3% INSTANTENOUS AND PARALLEL
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EXAMPLE 3% INSTANTENOUS AND PARALLEL 36 
MONTH REPRICING OF ASSETS

LOAN YIELDS AND INVESMENT 
YIELDS TAKE 36 MONTHS TO REPRICE

COST OF FUNDS GO UP IMMEDIATELY

NII 4.7

NII 4.7
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EXAMPLE 3% INSTANTENOUS AND PARALLEL 60 
MONTH REPRICING OF ASSETS

LOAN YIELDS AND INVESMENT 
YIELDS TAKE 60 MONTHS TO REPRICE

COST OF FUNDS GO UP IMMEDIATELY

NII 4.7%

NII 3.5%

0.00%

1.00%

2.00%

3.00%

4.00%

5.00%

6.00%

7.00%

8.00%

Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4

SHOCK 3% NET INTEREST INCOME

3% Shock Interest Income 3% Shock Cost of Funds

3% Net Interest Income


