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Ast ligbility management (ALM) can be broadly defined as the continua
rearrangement of both sides of the credit union’s balance sheet in an attempt to maintain
reasonable profitability, to minimize interest rate risk, and to provide adequate liquidity.
All credit unions perform some sort of ALM andysis, however, the leve of involvement
and understanding of the officias and management, and the qudity of their andyss
decisons varieswiddy. When the officids declare adividend or change interest rates on
loans, they are engaging in ALM. These decisions can impact liquidity and profitability.
ALM drategies and techniques vary depending on the credit union’s capital structure, the
products and services offered, the terms of 1oans and deposits, and the leve of the
offida’ s and management’ s undergtanding. In asmal credit union with basic services
ALM can consg of:
- Awareness of the member’s share and |oan needs;

Accessto aline of credit for short-term liquidity needs;

Reatively short-term invesments;

Ability to adjust dividends and loan rates to changes in the market; and

Adeguate earnings and capitd.

Dally management is usudly responsible for andyzing the ALM position. The
examiner’ sroleisto review the ALM process and identify weaknesses or problems that
could have a negative impact on the credit union’sfinancid position.

Objective of the ALM Review— The objective of the ALM review during the
examination isto:
Determine the credit union has sufficient liquidity to handle normd savings and
loan needs and that management is aware of any cyclicd changesthat can effect
liquidity;
Anayze management’ s gpproach to ALM and determine that interest rate risk is
minimd; and
Ascertain the ability of the ALM process to adapt to sgnificant changesin the
market.

Scope of the ALM Review— The scope of the ALM review will vary widdy. Credit
unions with a conservative, short-term maturity structure for savings, loans, and
investments often only need abasic undersanding of ALM. The review will be much
more in-depth in larger credit unions that offer awide array of products, services, fixed
and variable interest rates and longer-term maturities on loans and savings.

If the examiners noted no mgor problems during the prior examination and no sgnificant
changes have occurred during the examination period, examiners will review the ALM
program and the monitoring of liquidity to determine if al risks are adequatdly managed.
Keeping the Sze and complexity of the credit union in mind, examiners should:
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Review the credit union’s underlying assumptions used to develop their ALM
andysisto determineif they are redistic and reasonable;

Determine that credit union staff understands and adheresto its ALM program;
ad

Assst management in developing corrective action plans, as needed.

While smdler and less complex credit unions may not have aforma ALM program,
examiners should determine that credit union staff understands the mix of the baance
sheet and itsimpact on the income statemen.

If the credit union has had akey ALM personnel change or if ALM problems or potentia
problems exigt, examiners will expand the analysisto a point where they are able to
satisfy their concerns, and can develop reasonable, effective plans for corrective action.

ALM Policy — The ALM policy will vary depending on the sophigtication of the credit
union and the services and products offered. Credit unions that offer only basic products
such as short-term consumer loans and regular savings may be able to address the very
basic ALM condderations of sufficient daily liquidity and/or sources of short-term
liquidity in the investment policy. Credit unions that offer more than the basic loan and
savings products should have awritten ALM policy that addresses the following, a a
minimum:
Objectives - that discuss the need to provide adequate liquidity and profitability
while minimizing interest rate ri;
Responsibility —who formulates and implements the policy, who andyzes the
ALM postion of the credit union and how frequently, what reports are used to
provide the board with the ALM position, and who recommends changes to
policy;
Monitoring — this section documents how the credit union will monitor its ALM
position, what reports will be reviewed, which ratios the credit union will
caculate to andyze ALM, how often the ratios will be caculated and reported to
the board, and the goals for each of theratios;
Specific Guidelines — the policy should define minimum goals such as
0 Thecredit union will not alow anegative net interest spread for more than
3 consecutive months, or
0 Operationd management will monitor and report to the board monthly the
following 3 ratios - Core Deposit Ratio, Loan Term Assetsto Total Assets,
and Liquid Assetsto Total Assets.

Qualitative Analysis — After reviewing the ALM palicy, the examiner should begin with
the ALM qudlitative andyss. The focus should be on the credit union’s exposure to
interest rate changes, specificaly on management’ s awareness, ability, and willingnessto
make adjustments to minimize the effect on profitability and capitd. To perform the
quditative andys's, examiners should answer the following questions:

1. Has management developed an ALM plan and is the credit union following it?

2. Isit commensurate with the credit union’s Sze and complexity?
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11.

Is the credit union measuring and monitoring its ALM posgtion? Are the credit
union’s assumptions for this reporting mechanisam reasonable and documented?
Doesthe present ALM structure pose materia safety and soundness concerns?
Do the board and staff have sufficient training to understand ALM reports and
their implications?

Is the board using the ALM report as atoal in the decision-making process or is
the report “for the examiner” only?

Has management identified the core or stable member deposits that may be used
to fund longer-term assets?

Has management documented the liquidity needs throughout the year to meet
operating expenses, loan demand, and share withdrawa ?

Are cash flow or potentid liquidity problems indicated?

. Has the board established reasonable targets for 1oan and investment portfolio

diversfication?
Does the credit union have a suitable mix of long and short-term assetsin rdation
to its Sze, complexity, and share structure?

Quantitative Analysis — Quantitative andyss can assst in determining the level of
exposure. Examiners should perform this analyss as a part of each exam. Ratios and
trends are the focus of quantitative andyss. The following ratios are used to assist
examinersin judging the ALM paosition of the credit union:

1.

Net Loans/ Total Assets— This ratio measures the percentage of total assets that
areinvested in the loan portfolio. Management should have established a
maximum god retio to avoid aliquidity problem.

Core Deposit Ratio — Thisratio is used to identify stable deposits that the credit
union can rely on, regardless of seasond swings, which can be used to fund
longer-term assets. The more stable the funds, the easier it isto contral liquidity
and ALM. Therefore ahigh percentage is desirable and indicates a solid credit
union.

Liquid Assets/ Totd Assets— Thisratio measures the percentage of total assets
that are invested in liquid assets. Liquid assets often pay no interest or have a
lower yield because there is very little risk. Only enough funds to meet liquidity
needs should be maintained in liquid assets.

Liquid Assets— Short-term Payables/ Member Deposits — The adequacy of the
credit union’sliquid cash reserve to satisfy client savings withdrawd after paying
al immediate obligations is measured by thisratio. The god isto have just
enough liquid funds to meet al member requests and operating expenses, with
any excess funds invested in interest bearing accounts.

Loan Turnover Ratio — Thisratio estimates how quickly the credit union will
convert the loan portfolio to cash. The lower the result the faster the loan portfolio
matures. ALM should be easier because the loan portfolio repayment is high, thus
alowing management access to funds to provide for sufficient liquidity and
funding of new loans and invesments. The examiner can dso andyzethe
changes to the ratio over various timeframes, thiswould provide an indication of
the effect of recent decisions on the average term of the loan portfolio.
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6. Externd Credit/ Total Assets— Thisratio measuresthe level of externd crediit.
Examiners should ensure that the credit union is not dependent on externd credit
sources to fund normal daily operations and long-term needs; externa credit
should be used only to fund short-term liquidity shortfals.

7. Net Interest Margin — This calculaion starts with gross income and determines
the amount available to cover operating expenses and contributions to capita after
al interest and dividends on savings have been paid. Management should
determine the minimum net interest margin that must be maintained in order to
meet dl operating expenses and capita contributions.  Andyzing the net interest
margin trend provides ingght to the effect of management’ s past pricing
decisons.

Information gathered while performing both the quaitative and quantitative anadys's
should be placed in the workpapers and included in the regulatory agency’ sfind report.

GAP Analysis— Gap andyssisatool used by credit unions to anayze the match
between rate sengitive assats (RSA) and rate sensitive ligbilities (RSL). If RSAsand
RSLs are evenly matched the effects of interest rate changes will be minimized while
profitability is maximized. RSAs and RSLs are those assets and liabilities that mature or
can be priced elther upward or downward in the short-term. RSAsare loans or
investments with yields that respond to changing short-term interest rates. The change
may be contractual in nature such as a variable rate loan and/or due to maturity of the
asxt. RSLs have termsthat respond to changing short-term interest rates such as
certificates of deposit or money market accounts.

Gap analysisis performed on a spreadsheet. The assets and liabilities are assgned to

time periods (0-1 month, 1-2 month, etc) based on their maturities. Thisisreatively
ample for components such as investments and certificates of depodt in which the tota
amount matures on a specific date. But more complex if the RSA or RSL does not have a
stated maturity such as a savings account or the total outstanding baance of the RSA or
RSL does not mature al at once, but over a specified time period such as member loans.

Gap andyss dso congders the repricing opportunities of the assets and liabilities, when
al or pat of the assets and liabilities will be available for reinvesting at the prevailing
interest rates. The culmination of the andyssisthe
Gap or thetotal of RSAs— RSLsfor each time frame; and
Gap ratio, which divides the above result, or gep by totd assets. The gap ratio
puts the gap in perspective to the credit union'ssize. A gap of $500,000 would
not be materia for a credit union with $10 million in assats, but it would be for a
credit union with $2 million in assats.

The gap and gap ratio results can be positive, negative, or zero. A credit union with a

positive gap assumes a more asset sengitive position (RSAS reprice quicker than RSLS).
With a negative gap, RSLs are repricing more quickly than RSAs within the time period.
A gap of zero indicates that the RSAs and RSLs for the time period are evenly matched.
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While gap andysis provides an important tool for judging RSAs as compared to RSLs, it
has limitations
- Thegap ratio assumes that dl rate sengtive accounts reprice equaly;
It is not useful in determining how RSAs and RSLs should be positioned with
regards to maturity to maximize profitability.
It issmilar to abadance sheet asit is only a snapshot in time, it does not measure
the effect of multiple interest rate changes over time; and
It relies heavily on the assumptions that were used to creste the report, if the
assumptions are incorrect, then the information is useless.

The examiner’ s respongbility when reviewing a credit union’s gap andysisisto

determine;
- The soundness of the assumptions used by management to draft the gap andysis

report;

That the gap and the gap ratio are within an acceptable range given current

earnings and the credit union’s capital position; and

That management uses the ggp analysis in conjunction with the items discussed

under the quditative and quantitative analys's sections to make decisons.

To asess the qudity of the gap andys's and the management’ s overdl understanding of
the concepts, examiners should provide answers to the following questions and document
the results and any additional comments in the workpapers.
1. Does management have a good understanding of the gap andysis dong with the
benefits and limitations of the andyss?
2. Arethe assumptions used to draft the andlyss reasonable, specific to the credit
union and documented in writing?
3. Arethe credit union’s earnings and capital positions strong enough to withstand
the risk exposure reveded in the gap andyss?
4. Could the asset and liabilities structure be changed should it be necessary to
diminish therisk exposure?
5. Does management and the officias consder the results of the ggp analysis prior
to making decisons that will effect it, such as changing loan and savings interest
rates or offering anew longer-term loan product?

Signs of Warning — These signs or indicators are ratios, numbers, trends, or suspicious
activity that may indicate existing or potential problems. During the review of asset
Ilab|I|ty management, the examiner should look for the following sgns of warning:

Sgnificant mismatch of the asset/liability maturities,

Borrowing funds for normal business operations,

Lack of adequate ALM policy conddering the sophigtication of the credit union;

Officidsthat are reluctant to lower savings rates or increase |oan rates;

ALM anaysisthat is not used as a management tool, but rather is performed for

the examiner only;

High levd of long-term assetsto total assets,

Dedining net interes margin;

Increasing loan turnover ratio;
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Rapid savings growth and/or above market interest rates on savings,
Congtant liquidity problems; and
Lack of divergfication of loans and savings types.

AL M Deficiencies— Problems that cannot be resolved during the exam, and are not
materia, should be noted in the find report in the “Examiner Findings’. This document
lists operating exceptions, violations of law or regulation, unsafe and unsound policies,
practices, and procedures. Reatively minor or infrequent infractions should not be
discussed within this document; they distract from the more important matters.
Immaterid issues should be discussed ordly with the manager or appropriate employee.

When identifying a finding, the examiner should include a precise description of the
problem or violation, who is responsible for correcting the problem, the specific section
of the Law, bylaws, rules and regulations, or other authority which the finding violates.
In the event that the credit union violates more than one of the aforementioned, the
examiner should cite the highest authority. Examiners should dso include on this
document exceptions that were noted at previous exams that have yet to be corrected.
These findings should be cited under a heading of asmilar nature. 1ssues and problems
of amateria nature should be addressed in the Document of Resolution.
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