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Important Disclosure 
This presentation is for informational purposes only and is being furnished on a confidential basis. By accepting this information, the 

recipient agrees that it will use the information only to evaluate its potential interest in the strategies described herein and for no other 

purpose and will not divulge any such information to any other party.  

This presentation does not constitute a commitment to lend money, underwrite any proposed transaction, purchase securities or other 

assets, provide financing, arrange financing, or provide any other services. SunTrust Robinson Humphrey, Inc. and its representatives 

and affiliates make no representation and have given you no advice concerning the appropriate regulatory treatment, accounting 

treatment, or possible tax consequences of the proposed transactions described herein. Prior to entering into any proposed transaction, 

you should determine, without reliance upon SunTrust Robinson Humphrey, Inc. or its representatives or affiliates, the economic risks 

and merits, as well as the legal, tax, and accounting characteristics and consequences, of the transaction, and that you are able to 

assume these risks. These materials should not be relied upon for the maintenance of your books and records or for any tax, 

accounting, legal or other purposes. 

All materials, including proposed terms and conditions, are indicative and for discussion purposes only. Finalized terms and conditions 

are subject to further discussion and negotiation and will be evidenced by a formal written agreement. Except as required by applicable 

law, we make no representation or warranty, express or implied, to you or to any person as to the content of the information contained 

herein. Opinions expressed herein are current opinions only as of the date indicated. Any historical price(s) or value(s) are also only as 

of the date indicated. We are under no obligation to update opinions or other information.  

In connection with Treasury Regulation Section 1.6011-4, it is our mutual intent that the tax structure and tax treatment of the 

transactions contemplated by this presentation are not confidential and that notwithstanding anything herein to the contrary that each of 

us (and our employees, representatives and agents) may disclose to any and all persons, without limitation of any kind, the tax 

structure and tax treatment of the transactions contemplated herein. This presentation is for informational purposes only and is being 

furnished on a confidential basis. By accepting this information, the recipient agrees that it will use the information only to evaluate its 

potential interest in the strategies described herein and for no other purpose and will not divulge any such information to any other 

party.  
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Class Overview 

Asset/Liability Management 

 Defining Asset/Liability Management 

 Role of Community Bank 

 Overview of asset-side of balance sheet 

 Overview of liability-side of balance sheet 

 Defining interest rate risk 

 Effects of interest rate risk 
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Asset/Liability Management 

Process of managing assets, liabilities, and 

derivatives to obtain a risk/return trade-off 

that is optimal for your institution. 
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Goals of the ALM Process 

 Earnings growth and stability  

 Equity growth and stability 

 Risk management 

 Interest rate risk 

 Credit risk 

 Liquidity risk 

 Leverage 

 No surprises in performance 
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Competing Goals 

 ALCO goals can conflict with each other 

 Desire higher earnings 

 Need to control risk 

 Trade-off between risk and return 

 ALCO decisions involve balancing competing 

objectives 

 Continuous process of optimization 
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 Goal of ALM is not to eliminate risk 

 Return requires risk  

 Goal is to manage risk – make sure return is acceptable for 

level and type of risk being taken 

 Risk management is about optimizing current profitability while 

still being prepared for what might happen in the future 

 

 

Risk/Return Optimization 
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 Banks primarily put interest rate risk and credit risk on balance 

sheet 

 Important to vary the type of risks being taken across the 

balance sheet – and to adjust as balance sheet composition 

changes 

 Identifying balance sheet risks is best starting point for 

assessing risk management 

 Effective IRR risk management is built around understanding 

risks present on the balance sheet and being comfortable with 

the bank’s position should the market environment change 

Risk/Return Optimization 
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Constraints on ALM Process 

 Economic, financial market conditions 

 Local market conditions 

 Institution’s characteristics  

 Regulatory environment 
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ALM Decisions 

 Balance sheet optimization 

 Composition of assets 

 Composition of liabilities 

 Intensity of capital utilization 

 Capital allocation to asset classes 

 Pricing strategies 

 Risk management strategies 

 Should be taken in context of overall balance 

sheet 
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Effective Risk Management Process 

 Must be able to evaluate risk-return trade-offs on 
a regular basis 

 Must adjust asset, liability balances, pricing, and 
hedging for appropriate trade-off 

 Must be an on-going process with board and 
senior management 
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The general equation:  

 

Assets = Liabilities + Capital 
 

translates into the following subsections for community banks: 

 

loans + investments + all other assets = consumer and business deposits + 
other funding sources + all other liabilities + capital   

 

Banks all share the expanded definition, but with different weights among sectors 
and subject to varying levels of complexity within those sectors.  

 

 

 

 

 

 

 

The Role of Community Banks 
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Banks take-in and safeguard 
deposits and either lend or invest 
proceeds to earn a spread over the 
cost of those deposits. 

 

 

 

 

 

 

The Role of Community  Banks 

Banks facilitate the transmission of monetary policy to the 
financial markets, borrowers and depositors, and the 
economy.   

Bank Consumer/Business 

Deposits 

Loans 

interest on loans 

interest on deposits 
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Bank Asset Management 
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Loans are the largest segment of  bank balance sheets 
and typically comprise the highest yields of all earning 

assets.  As such, consider the systemic impact from the 
above trends.   

 

 

Source: FDIC 
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Investment securities play a critical role in the management of: 

 Interest rate risk 

 Liquidity risk 

 Credit risk 

 Earnings growth and stability 

 Regulatory capital maintenance (risk-based capital ratios) 

 

**Bond portfolio acts as the primary balancing tool for all of the above 
areas 

 

 

 

Investment Securities 
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Source: FDIC 
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Other (Non-Security) Investments 

Non-security 

investments 

typically 

identify the 

degree of 

short-term 

liquidity, risk 

aversion, and 

earnings drag 

management 

is willing to 

incur.  Banks 

may have 

small 

securities 

portfolios but 

large non-

security 

investment 

holdings.    
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 Non-maturity deposits (NMDs) are deposits without a contractual 
maturity date – the deposit “matures” at the discretion of the 
depositor 

 NMDs can be either interest bearing or non-interest bearing 

 Non-interest bearing NMDs consist of consumer and business 
demand deposits (DDA) 

 Interest bearing NMDs are broadly classified as Savings, 
Negotiable Order of Withdrawal (NOW), and Money Market 
Accounts (MMDA) 

 The depository holds the option to set the rates on 
interest bearing NMDs 

 

 

Non-Maturity Deposits 
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 DDA accounts do not pay an explicit interest rate and usually are the lowest 
cost and most stable form of deposit funding on a depository balance sheet 

 Consumer DDA – Lower balances with longer lives and low account balance 
volatility 

 Business DDA – Higher balances with shorter average lives and greater account 
balance volatility 

 NOW accounts are interest bearing checking accounts that typically carry a 
low interest rate with minimal volatility 

 Savings accounts pay a higher rate than NOW accounts, but are more stable 
due to limits on the number of withdrawals that can be made 

 MMDA are the highest cost NMD and usually have the greatest volatility 

 Typically interest bearing NMDs will have a tiered pricing structure with higher 
rates on larger balances 

 Most are covered by FDIC insurance, but the account balance and type of the 
product determines coverage 

 

Non-Maturity Deposits 
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 Time Deposits are deposits with a set term and typically carry a 
fixed interest rate – also known as Certificates of Deposit (CDs) 

 Time Deposits are offered with a variety of maturity terms 
with most depositories offering terms ranging from 3 
months to 5 years 

 Time Deposits fall into two broad categories – retail and 
jumbo.  Jumbo time deposits are those with a balance 
greater than 250K. Jumbo time deposits typically carry a 
higher interest rate than a similar term retail deposit. 

 

 

 

Time Deposits 
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Source: FDIC 
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 Wholesale funds comprise sources that do not come from the banks 
typical branch and customer networks, these funds often require 
collateral 

 Fed Funds Purchased – Overnight funds borrowed through 
correspondent banking arrangements 

 Brokered CDs – CDs placed through CD brokers that typically 
carry higher rates and balances 

 Repurchase Agreements – Collateralized borrowings with a set 
maturity and typically contain an option 

 FHLB Advances  - Collateralized borrowings from the FHLB.  
Come in a variety of terms and structures to meet depository 
funding needs. 

 Public Funds – Funds from municipalities and other public 
entities.  Public funds are typically very rate sensitive and thus 
volatile.   

 

 

 

Wholesale Funds 
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 Regulatory Capital is based on book equity with some additions 
and deductions based on balance sheet holdings.  Regulatory 
capital is viewed as the cushion against potential losses.   

 Regulatory capital is currently measured using three key capital 
ratios: 

 Tier One Leverage Capital – Tier One Capital/Average Assets.  
This is the primary regulatory capital ratio and measures the 
amount of core capital to total assets. 

 Tier One Risk Based – Tier One Capital/Total Risk Weighted 
Assets.  This ratio applies credit risk weightings to account for the 
different risk levels inherent in different asset classes. 

 Total Risk Based – Total Capital/Total Risk Weighted Assets.  This 
ratio measures risk weighted assets against total capital. 

 CET1 Risk Based – Common Stock + Surplus + Retained 
Earnings/Total Risk Weighted Assets 

 

 

Regulatory Capital 
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 Each of the regulatory capital ratios has limits in place to define 
well capitalized and adequately capitalized, but in the current 
environment expectations are to have capital beyond well-
capitalized thresholds. The below table represents new 
threshold ratios that will take place as of January 1st,2015, from 
the final rule in implementing Basel III capital requirements. 

 

 

 

Regulatory Capital 

 

Well Capitalized 10% 8% 6.5% 5%

Adequately Capitalized 8% 6% 4.5% 4%

Undercapitalized <8% <6% <4.5% <4%

Signficiantly Undercapitalized <6% <4% <3% <3%

Critically Undercapitalized

PCA Capital Category

Tangible Equity/Total Assets <=2%

Total Risk-

Based 

Capital

Tier 1 

Risk-

Based 

Capital

CET 1 

Risk-

Based 

Capital

Tier 1 

Leverage 

Ratio

Threshold Ratios

Well Capitalized 10% 8% 6.50% 5%

Adequately Capitalized 8% 6% 4.50% 4%

Undercapitalized <8% <6% <4.5% <4%

Significantly Undercapitalized <6% <4% <3% <3%

Critically Undercapitalized

PCA Capital Category

Tangible Equity/Total Assets </= 2%

Threshold Ratios

Total 

Risk-

based 

Capital 

Ratio

Tier 1 

Risk-

based 

Capital 

Ratio

Common 

Equity 

Tier 1 

Risk-

based 

Tier 1 

Leverage 

Ratio
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 In the wake of the financial crisis, liquidity measurement and 
management has received greater regulatory scrutiny 

 Each depository’s funding structure will have implications on its 
liquidity needs 

 Funding is categorized as core and non-core 

 Core – NMDs and retail time deposits 

 Non-core – Jumbo time deposits and wholesale funding 

 Utilization of wholesale funding is detrimental to liquidity ratios 
and absorbs available asset side liquidity sources in a funding 
crisis 

 Core deposit funding improves liquidity position and offers 
greater managerial flexibility in balance sheet management 

Liquidity Implications 
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What it is: 

Risk that a financial instrument’s value will change due to a 
change in interest rates  
 

Our primary concern: 

On balance sheet level, these changes in value could 
negatively impact earnings and/or capital 
 

 

Interest Rate Risk 
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Interest Rate Risk 

Primary Types: 

 Repricing risk 

 Options risk 

 Basis risk 

 Yield curve risk 
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What it is: 

Risk that an asset or liability cash flow will be reinvested at 

or repriced to a less favorable rate 

 

Our primary concern: 

The risk that timing differences in the maturity and repricing 

characteristics of assets and liabilities will adversely impact 

earnings or capital 

Repricing Risk 
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Repricing Risk: Earnings Perspective 

 Source:  assets, liabilities have different 

maturities or repricing dates 

 Rising rates reduce income for institutions with 

longer maturity assets 

 Replace short liabilities with higher cost 

liabilities. 

 Falling rates reduce income for institutions with 

longer liabilities 

 Reinvest in lower earning assets while still 

paying current (high) rates on liabilities. 
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Repricing Risk: Example 

Basic Bank 

REPRICING 

 SCALE 

ASSETS 

LIABILITIES 
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Repricing Risk: EVE Perspective 

 Longer maturity assets, liabilities have larger 

value change when rates change. 

 Rising rates reduce economic value of institutions 

with longer maturity assets. 

 Value of assets falls more than value of 

liabilities 

 Falling rates reduce economic value of 

institutions with longer maturity liabilities. 

 Value of liabilities rises more than value of 

assets 
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Repricing Risk: Example 

 An institution funds 2-year, 4% bullet maturity 

loan with 3-month CD at 2% 

 Institution allocates 8% equity to transaction 

 If institution continues to roll the CD, it earns 2% 

for 2 years if rates do not change 

 If rates rise 100 basis points, institution earns 

only 1% after first 3 months 
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Loan Example: Original Interest Rates 

Cash flow

Present 

Value Cash Flow

Present 

Value

Difference 

in PVs

Q1 10.00      9.90        4.60        4.58        5.32          

Q2 10.00      9.80        4.60        4.55        5.25          

Q3 10.00      9.71        4.60        4.53        5.17          

Q4 10.00      9.61        4.60        4.51        5.10          

Q1 10.00      9.51        4.60        4.49        5.03          

Q2 10.00      9.42        4.60        4.46        4.96          

Q3 10.00      9.33        4.60        4.44        4.89          

Q4 1,010.00  932.72     924.60     888.43     44.28        

Sum 1,000.00  920.00     80.00        

Loan Cash Flows CD Cash Flows



Georgia Banking School 

Loan Example: Rates Rise 100bp 

Cash flow

Present 

Value Cash Flow

Present 

Value

Difference 

in PVs

Q1 10.00      9.90        4.60        4.58        5.32          

Q2 10.00      9.75        6.90        6.80        2.96          

Q3 10.00      9.63        6.90        6.75        2.89          

Q4 10.00      9.52        6.90        6.70        2.82          

Q1 10.00      9.40        6.90        6.65        2.75          

Q2 10.00      9.28        6.90        6.60        2.68          

Q3 10.00      9.17        6.90        6.55        2.62          

Q4 1,010.00  914.45     926.90     873.12     41.34        

Sum 981.10     917.73     63.38        

Loan Cash Flows CD Cash Flows
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What it is: 

An embedded option is a set of characteristics built into a 

financial instrument that generates uncertainty in the 

timing or amount of cash flows received 

 

Examples: 

 Loan prepayments 

 Callable securities 

 Prepayments on mortgage-backed securities 

 Callable FHLB advances 

 Deposit withdrawals 

 

 

Embedded Option Risk 
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Our primary concern: 
 Cash flows are returned sooner than expected and reinvested at 

less favorable rates 

 Cash flows are extended out longer than expected and lose value 

Embedded Option Risk 
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 For the bank, embedded options can cause uncertainty 

in the timing and/or amount of cash flow received 

 Uncertainty is what causes the challenge when 

managing IRR 

Embedded Option Risk 
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 Institution is short these options – i.e. someone else 
has the ability to exercise the option 

 Customer/Agency/FHLB will exercise the option when it 
is in his or her interest, usually the worst time for the 
institution 

 Example: 

 When rates fall, a bank is holding mortgages with 
above market rates. Customers exercise option to 
prepay the mortgages; the bank loses valuable 
assets and is forced to replace at lower rates. 

 

Embedded Option Risk 



Georgia Banking School 

What it is: 

Risk  that poor correlation between changes in 
market rates linked to assets and liabilities will 
adversely impact earnings and/or capital 

 

Example: 

Prime-Based loans funded by LIBOR-based floating 
rate advances 

 

 

Basis Risk 
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Question: If the institution was funding 5yr floating rate 

loans tied to Prime with deposits tied to 3-month LIBOR 

during mid 2011, what happened to earnings 

performance over the next several quarters? 

 

Basis Risk Example 
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Timing and Degree: 

 

 

  6/2011 

  8/2011 

10/2011 

12/2011 

 1/2012 

 

Prime 

3.25 

3.25 

3.25 

3.25 

3.25 

 

3M Libor 

.25 

.29 

.41 

.56 

.57 

Difference 

3.00 

2.96 

2.84 

2.69 

2.68 

Basis Risk Example 
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 The potential level of basis risk exposure can be easily 

estimated by determining the volume of floating rate 

assets and liabilities 

 Increased volume = increased risk potential 

 Basis risk exposure requires more complex (income 

simulation) modeling techniques 

 Basis risk is a prominent, but frequently overlooked risk 

in financial institutions 

Basis Risk 
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What is it? 

 Line that plots 
interest rates, for 
a point in time, of 
bonds of equal 
credit quality, but 
different maturity 
dates 

 Shows how much 
incremental return 
the investor will 
receive for 
investing further 
out in time 

 

 

Yield Curve 
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What it is: 
 Risk that changes in the shape of the yield curve will 

negatively effect earnings/capital 
 Changes in the shape of the yield curve change the 

incremental yield difference for investing in different 
maturities 

 Risk caused by concentrations of assets and liabilities 
that reprice at different points on yield curve 

 Investing in 5-10yr. Treasuries 
 Funding with 2yr. CMT-based CDs 

 

Yield Curve Risk 
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Yield Curve Shape Change 
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 Goal of Asset/Liability Management is not to eliminate 
risk – risk is a necessary part of return 

 There are different types of interest rate risk 
 Repricing Risk 
 Embedded Option Risk 
 Basis Risk 
 Yield Curve Risk 

 Effective IRR risk management is built around 
understanding risks present on the balance sheet and 
being comfortable with the bank’s position should the 
market environment change 

 

Summary: 
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Questions? 

Rachel Woods, CFA 

Associate, ALM 

SunTrust Robinson Humphrey 

rachel.woods@suntrust.com 


