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T h e f i n a n c i a l r e g u l a t o r s 1 a r e i s s u i n g t h i s a d v i s o r y t o r e m i n d i n s t i t u t i o n s o f 

s u p e r v i s o r y e x p e c t a t i o n s r e g a r d i n g s o u n d p r a c t i c e s f o r m a n a g i n g i n t e r e s t r a t e r i s k ( I R R ) . 

[Footnote 1. The financial regulators consist of the Board of Governors of the Federal Reserve System (FRB), the 

Federal Deposit Insurance Corporation (FDIC), the National Credit Union Administration (NCUA), the 

Office of the Comptroller of the Currency (OCC), the Office of Thrift Supervision (OTS), and the Federal 

Financial Institutions Examination Council (FFIEC) State Liaison Committee (collectively, the regulators). End footnote 1.] 

I n t h e c u r r e n t e n v i r o n m e n t o f h i s t o r i c a l l y l o w s h o r t - t e r m i n t e r e s t r a t e s , i t i s i m p o r t a n t f o r 

i n s t i t u t i o n s t o h a v e r o b u s t p r o c e s s e s f o r m e a s u r i n g a n d , w h e r e n e c e s s a r y , m i t i g a t i n g t h e i r 

e x p o s u r e t o p o t e n t i a l i n c r e a s e s i n i n t e r e s t r a t e s . 

C u r r e n t f i n a n c i a l m a r k e t a n d e c o n o m i c c o n d i t i o n s p r e s e n t s i g n i f i c a n t r i s k 

m a n a g e m e n t c h a l l e n g e s t o i n s t i t u t i o n s o f a l l s i z e s . F o r a n u m b e r o f i n s t i t u t i o n s , 

i n c r e a s e d l o a n l o s s e s a n d s h a r p d e c l i n e s i n t h e v a l u e s o f s o m e s e c u r i t i e s p o r t f o l i o s a r e 

p l a c i n g d o w n w a r d p r e s s u r e o n c a p i t a l a n d e a r n i n g s . I n t h i s c h a l l e n g i n g e n v i r o n m e n t , 

f u n d i n g l o n g e r - t e r m a s s e t s w i t h s h o r t e r - t e r m l i a b i l i t i e s c a n g e n e r a t e e a r n i n g s , b u t a l s o 

p o s e s r i s k s t o a n i n s t i t u t i o n ' s c a p i t a l a n d e a r n i n g s . 

T h e r e g u l a t o r s r e c o g n i z e t h a t s o m e d e g r e e o f I R R i s i n h e r e n t i n t h e b u s i n e s s o f 

b a n k i n g . A t t h e s a m e t i m e , h o w e v e r , i n s t i t u t i o n s 2 a r e e x p e c t e d t o h a v e s o u n d r i s k 

m a n a g e m e n t p r a c t i c e s i n p l a c e t o m e a s u r e , m o n i t o r , a n d c o n t r o l I R R e x p o s u r e s . 

[Footnote 2. Unless otherwise indicated, this advisory uses the term "financial institutions" or "institutions" to include 

banks, saving associations, industrial loan companies, federal savings banks, and federally insured natural 

person credit unions. End footnote 2.] 

A c c o r d i n g l y , e a c h o f t h e f i n a n c i a l r e g u l a t o r s h a v e e s t a b l i s h e d g u i d a n c e o n t h e t o p i c o f 

I R R m a n a g e m e n t ( s e e A p p e n d i x A ) . A l t h o u g h t h e s p e c i f i c g u i d a n c e i s s u e d a n d t h e 

o v e r s i g h t a n d s u r v e i l l a n c e m e c h a n i s m s u s e d b y t h e r e g u l a t o r s m a y d i f f e r , s u p e r v i s o r y 

e x p e c t a t i o n s f o r s o u n d I R R m a n a g e m e n t a r e b r o a d l y c o n s i s t e n t . T h e r e g u l a t o r s e x p e c t 

a l l i n s t i t u t i o n s t o m a n a g e t h e i r I R R e x p o s u r e s u s i n g p r o c e s s e s a n d s y s t e m s 

c o m m e n s u r a t e w i t h t h e i r e a r n i n g s a n d c a p i t a l l e v e l s , c o m p l e x i t y , b u s i n e s s m o d e l , r i s k 

p r o f i l e , a n d s c o p e o f o p e r a t i o n s . 3 

[Footnote 3. In accordance with TB-13a, non-complex institutions with assets less than $1 billion regulated by the 

OTS may continue to rely on the NPV model to measure exposure to interest rate risk, unless otherwise 

directed by their OTS Regional Director. End footnote 3.] 

E f f e c t i v e I R R m a n a g e m e n t p r o c e s s e s a r e p a r t i c u l a r l y 

i m p o r t a n t f o r t h o s e i n s t i t u t i o n s e x p e r i e n c i n g d o w n w a r d p r e s s u r e o n e a r n i n g s a n d c a p i t a l 

d u e t o l o w e r c r e d i t q u a l i t y a n d m a r k e t i l l i q u i d i t y . 

T h i s a d v i s o r y r e - e m p h a s i z e s t h e i m p o r t a n c e o f e f f e c t i v e c o r p o r a t e g o v e r n a n c e , 

p o l i c i e s a n d p r o c e d u r e s , r i s k m e a s u r i n g a n d m o n i t o r i n g s y s t e m s , s t r e s s t e s t i n g , a n d 

i n t e r n a l c o n t r o l s r e l a t e d t o t h e I R R e x p o s u r e s o f i n s t i t u t i o n s . I t a l s o c l a r i f i e s v a r i o u s 

e l e m e n t s o f e x i s t i n g g u i d a n c e a n d d e s c r i b e s s e l e c t e d I R R m a n a g e m e n t t e c h n i q u e s u s e d 

b y e f f e c t i v e r i s k m a n a g e r s . M o r e d e t a i l e d g u i d e l i n e s o n t h e b a s i c p r i n c i p l e s o f I R R 



m a n a g e m e n t d i s c u s s e d i n t h i s a d v i s o r y c a n b e f o u n d i n e a c h r e g u l a t o r ' s e s t a b l i s h e d 

g u i d a n c e . 4 

[Footnote 4. The principles set forth in this advisory and the regulators' individual guidance are consistent with the 

principles established by the Basel Committee on Banking Supervision. End footnote 4.] 

I m p o r t a n t l y , e f f e c t i v e IRR m a n a g e m e n t n o t o n l y i n v o l v e s t h e i d e n t i f i c a t i o n a n d 

m e a s u r e m e n t o f I R R , b u t a l s o p r o v i d e s f o r a p p r o p r i a t e a c t i o n s t o c o n t r o l t h i s r i s k . I f a n 

i n s t i t u t i o n d e t e r m i n e s t h a t i t s c o r e e a r n i n g s a n d c a p i t a l a r e i n s u f f i c i e n t t o s u p p o r t i t s l e v e l 

o f I R R , i t s h o u l d t a k e s t e p s t o m i t i g a t e i t s e x p o s u r e , i n c r e a s e i t s c a p i t a l , o r b o t h . 

C o r p o r a t e G o v e r n a n c e 

E x i s t i n g i n t e r a g e n c y a n d i n t e r n a t i o n a l g u i d a n c e i d e n t i f i e s t h e b o a r d o f d i r e c t o r s a s 

h a v i n g t h e u l t i m a t e r e s p o n s i b i l i t y f o r t h e r i s k s u n d e r t a k e n b y a n i n s t i t u t i o n - i n c l u d i n g 

I R R . A s a r e s u l t , t h e r e g u l a t o r s r e m i n d b o a r d s o f d i r e c t o r s t h a t t h e y s h o u l d u n d e r s t a n d 

a n d b e r e g u l a r l y i n f o r m e d a b o u t t h e l e v e l a n d t r e n d o f t h e i r i n s t i t u t i o n s ' I R R e x p o s u r e . 

T h e b o a r d o f d i r e c t o r s o r i t s d e l e g a t e d c o m m i t t e e o f b o a r d m e m b e r s s h o u l d o v e r s e e t h e 

e s t a b l i s h m e n t , a p p r o v a l , i m p l e m e n t a t i o n , a n d a n n u a l r e v i e w o f I R R m a n a g e m e n t 

s t r a t e g i e s , p o l i c i e s , p r o c e d u r e s , a n d l i m i t s ( o r r i s k t o l e r a n c e s ) . I n s t i t u t i o n s s h o u l d 

u n d e r s t a n d t h e i m p l i c a t i o n s o f t h e I R R s t r a t e g i e s t h e y p u r s u e , i n c l u d i n g t h e i r p o t e n t i a l 

i m p a c t o n m a r k e t , l i q u i d i t y , c r e d i t , a n d o p e r a t i n g r i s k s . 

S e n i o r m a n a g e m e n t i s r e s p o n s i b l e f o r e n s u r i n g t h a t b o a r d - a p p r o v e d s t r a t e g i e s , 

p o l i c i e s , a n d p r o c e d u r e s f o r m a n a g i n g I R R a r e a p p r o p r i a t e l y e x e c u t e d w i t h i n t h e 

d e s i g n a t e d l i n e s o f a u t h o r i t y a n d r e s p o n s i b i l i t y . M a n a g e m e n t a l s o i s r e s p o n s i b l e f o r 

m a i n t a i n i n g : 

• A p p r o p r i a t e p o l i c i e s , p r o c e d u r e s a n d i n t e r n a l c o n t r o l s a d d r e s s i n g I R R m a n a g e m e n t , 

i n c l u d i n g l i m i t s a n d c o n t r o l s o v e r r i s k t a k i n g t o s t a y w i t h i n b o a r d - a p p r o v e d 

t o l e r a n c e s ; 

• C o m p r e h e n s i v e s y s t e m s a n d s t a n d a r d s f o r m e a s u r i n g I R R , v a l u i n g p o s i t i o n s , a n d 

a s s e s s i n g p e r f o r m a n c e , i n c l u d i n g p r o c e d u r e s f o r u p d a t i n g I R R m e a s u r e m e n t 

s c e n a r i o s a n d k e y u n d e r l y i n g a s s u m p t i o n s d r i v i n g t h e i n s t i t u t i o n ' s I R R a n a l y s i s ; 

• S u f f i c i e n t l y d e t a i l e d r e p o r t i n g p r o c e s s e s t o i n f o r m s e n i o r m a n a g e m e n t a n d t h e b o a r d 

o f t h e l e v e l o f I R R e x p o s u r e . 

A n i n s t i t u t i o n ' s I R R t o l e r a n c e s h o u l d b e c o m m u n i c a t e d s o t h a t t h e b o a r d o f 

d i r e c t o r s a n d s e n i o r m a n a g e m e n t c l e a r l y u n d e r s t a n d t h e i n s t i t u t i o n ' s r i s k t o l e r a n c e l i m i t s 

a n d a p p r o a c h t o m a n a g i n g t h e i m p a c t o f I R R o n e a r n i n g s a n d c a p i t a l a d e q u a c y . I R R 

r e p o r t s d i s t r i b u t e d t o s e n i o r m a n a g e m e n t a n d t h e b o a r d s h o u l d p r o v i d e a g g r e g a t e 

i n f o r m a t i o n a n d s u p p o r t i n g d e t a i l t h a t i s s u f f i c i e n t t o e n a b l e t h e m t o a s s e s s t h e s e n s i t i v i t y 

o f t h e i n s t i t u t i o n t o c h a n g e s i n m a r k e t r a t e s a n d i m p o r t a n t a s s u m p t i o n s u n d e r l y i n g t h e 

m e t r i c s u s e d . I n s t i t u t i o n s w i t h a n A s s e t / L i a b i l i t y C o m m i t t e e ( A L C O ) , o r s i m i l a r s e n i o r 

m a n a g e m e n t c o m m i t t e e , s h o u l d e n s u r e t h e c o m m i t t e e a c t i v e l y m o n i t o r s t h e I R R p r o f i l e 

a n d h a s s u f f i c i e n t l y b r o a d r e p r e s e n t a t i o n a c r o s s m a j o r f u n c t i o n s t h a t c a n d i r e c t l y o r 



i n d i r e c t l y i n f l u e n c e t h e i n s t i t u t i o n ' s I R R e x p o s u r e ( e . g . , l e n d i n g , i n v e s t m e n t s e c u r i t i e s , 

w h o l e s a l e a n d r e t a i l f u n d i n g ) . 

P o l i c i e s a n d P r o c e d u r e s 

I n s t i t u t i o n s a r e e x p e c t e d t o h a v e c o m p r e h e n s i v e p o l i c i e s a n d p r o c e d u r e s 

g o v e r n i n g a l l a s p e c t s o f t h e i r I R R m a n a g e m e n t p r o c e s s . S u c h p o l i c i e s a n d p r o c e d u r e s 

s h o u l d e n s u r e t h e I R R i m p l i c a t i o n s o f s i g n i f i c a n t n e w s t r a t e g i e s , p r o d u c t s a n d b u s i n e s s e s 

a r e i n t e g r a t e d i n t o I R R m a n a g e m e n t p r o c e s s . P o l i c i e s a n d p r o c e d u r e s a l s o s h o u l d 

d o c u m e n t a n d p r o v i d e f o r c o n t r o l s o v e r p e r m i s s i b l e h e d g i n g s t r a t e g i e s a n d h e d g i n g 

i n s t r u m e n t s . I n s t i t u t i o n s s h o u l d e n s u r e t h e a s s e s s m e n t o f I R R i s a p p r o p r i a t e l y 

i n c o r p o r a t e d i n f i r m - w i d e r i s k m a n a g e m e n t e f f o r t s s o t h a t t h e i n t e r r e l a t i o n s h i p s b e t w e e n 

I R R a n d o t h e r r i s k s a r e u n d e r s t o o d . 

I R R t o l e r a n c e s a r t i c u l a t e d i n a n i n s t i t u t i o n ' s p o l i c i e s s h o u l d b e e x p l i c i t a n d 

a d d r e s s t h e p o t e n t i a l i m p a c t o f c h a n g i n g i n t e r e s t r a t e s o n e a r n i n g s a n d c a p i t a l f r o m a 

s h o r t - t e r m a n d a l o n g - t e r m p e r s p e c t i v e . W e l l - m a n a g e d i n s t i t u t i o n s g e n e r a l l y s p e c i f y I R R 

t o l e r a n c e s i n t h e c o n t e x t o f s c e n a r i o s o f p o t e n t i a l c h a n g e s i n m a r k e t i n t e r e s t r a t e s a n d a 

t a r g e t o r r a n g e f o r p e r f o r m a n c e m e t r i c s . I n s t i t u t i o n s w i t h s i g n i f i c a n t e x p o s u r e s t o b a s i s 

r i s k , y i e l d c u r v e r i s k o r p o s i t i o n s w i t h e x p l i c i t o r e m b e d d e d o p t i o n s s h o u l d e s t a b l i s h r i s k 

t o l e r a n c e s a p p r o p r i a t e f o r t h e s e r i s k s . 

M e a s u r e m e n t a n d M o n i t o r i n g o f I R R 

E x i s t i n g i n t e r a g e n c y g u i d a n c e a r t i c u l a t e s s u p e r v i s o r s ' e x p e c t a t i o n s t h a t 

i n s t i t u t i o n s h a v e r o b u s t I R R m e a s u r e m e n t p r o c e s s e s a n d s y s t e m s t o a s s e s s e x p o s u r e s 

r e l a t i v e t o e s t a b l i s h e d r i s k t o l e r a n c e s . S u c h s y s t e m s s h o u l d b e c o m m e n s u r a t e w i t h t h e 

s i z e a n d c o m p l e x i t y o f t h e i n s t i t u t i o n . A l t h o u g h i n s t i t u t i o n s m a y r e l y o n t h i r d - p a r t y I R R 

m o d e l s , t h e y a r e e x p e c t e d t o f u l l y u n d e r s t a n d t h e u n d e r l y i n g a n a l y t i c s , a s s u m p t i o n s , a n d 

m e t h o d o l o g i e s a n d e n s u r e s u c h s y s t e m s a n d p r o c e s s e s a r e i n c o r p o r a t e d a p p r o p r i a t e l y i n 

t h e s t r a t e g i c ( l o n g - t e r m ) a n d t a c t i c a l ( s h o r t - t e r m ) m a n a g e m e n t o f I R R e x p o s u r e s . 

Measurement Methodologies 

I n s t i t u t i o n s u s e a v a r i e t y o f t e c h n i q u e s t o m e a s u r e I R R e x p o s u r e . T h e r e g u l a t o r s 

c o n t i n u e t o b e l i e v e t h a t w e l l - m a n a g e d i n s t i t u t i o n s w i l l c o n s i d e r e a r n i n g s a n d e c o n o m i c 

p e r s p e c t i v e s w h e n a s s e s s i n g t h e s c o p e o f t h e i r I R R e x p o s u r e . R e d u c e d e a r n i n g s o r 

o u t r i g h t l o s s e s a d v e r s e l y a f f e c t a n i n s t i t u t i o n ' s l i q u i d i t y a n d c a p i t a l a d e q u a c y . E v a l u a t i n g 

t h e i m p a c t o f a d v e r s e c h a n g e s i n a n i n s t i t u t i o n ' s e c o n o m i c v a l u e a l s o i s u s e f u l a s i t c a n 

s i g n a l f u t u r e e a r n i n g s a n d c a p i t a l p r o b l e m s . 5 

[Footnote 5. 12 CFR § 3.10 provides that national banks can be assessed higher minimum capital ratios based on 

significant exposures to declines in the economic value of its capital. End footnote 5.] 

A l t h o u g h s i m p l e m a t u r i t y g a p a n a l y s i s f o r a s s e s s i n g t h e i m p a c t o f c h a n g e s i n 

m a r k e t r a t e s o n e a r n i n g s m a y c o n t i n u e t o b e a v i a b l e a n a l y t i c a l t o o l f o r s m a l l i n s t i t u t i o n s 

w i t h l e s s c o m p l e x I R R p r o f i l e s , m a n y i n s t i t u t i o n s n o w u s e s o m e f o r m o f s i m u l a t i o n 



m o d e l i n g t o m e a s u r e I R R e x p o s u r e . I n f a c t , c u r r e n t c o m p u t e r t e c h n o l o g y a l l o w s e v e n 

s o m e s m a l l e r , l e s s s o p h i s t i c a t e d i n s t i t u t i o n s t o p e r f o r m c o m p r e h e n s i v e s i m u l a t i o n s o f t h e 

p o t e n t i a l i m p a c t o f c h a n g e s i n m a r k e t r a t e s o n t h e i r e a r n i n g s a n d c a p i t a l . M o s t 

i n s t i t u t i o n s p r i m a r i l y u s e s i m u l a t i o n s t o a s s e s s t h e i m p a c t o f c h a n g i n g r a t e s o n e a r n i n g s . 

H o w e v e r , m a n y s i m u l a t i o n m o d e l s h a v e t h e c a p a b i l i t y o f f o r e c a s t i n g t h e i m p a c t s o n b o t h 

e a r n i n g s a n d c a p i t a l b y g e n e r a t i n g p r o - f o r m a i n c o m e s t a t e m e n t s a n d b a l a n c e s h e e t s . 

M o s t a l s o h a v e c a p a b i l i t i e s f o r a s s e s s i n g t h e i m p a c t o f c h a n g i n g r a t e s o n t h e m a r k e t v a l u e 

o f t h e b a l a n c e s h e e t . I n s t i t u t i o n s a r e e n c o u r a g e d t o u s e t h e f u l l c o m p l e m e n t o f a n a l y t i c a l 

c a p a b i l i t i e s o f t h e i r I R R s i m u l a t i o n m o d e l s . 

A k e y a s p e c t o f I R R s i m u l a t i o n i n v o l v e s t h e s e l e c t i o n o f a n a p p r o p r i a t e t i m e 

h o r i z o n ( s ) o v e r w h i c h t o a s s e s s I R R e x p o s u r e s . S i m u l a t i o n s c a n b e p e r f o r m e d o v e r a n y 

t i m e h o r i z o n a n d o f t e n a r e u s e d t o a n a l y z e m u l t i p l e h o r i z o n s i d e n t i f y i n g s h o r t - t e r m , 

i n t e r m e d i a t e - t e r m , a n d l o n g - t e r m r i s k . W h e n u s i n g e a r n i n g s s i m u l a t i o n m o d e l s , I R R 

e x p o s u r e s a r e b e s t p r o j e c t e d o v e r a t l e a s t a t w o - y e a r p e r i o d . U s i n g a t w o - y e a r t i m e f r a m e 

w i l l b e t t e r c a p t u r e t h e t r u e i m p a c t o f i m p o r t a n t t r a n s a c t i o n s , t a c t i c s , a n d s t r a t e g i e s t a k e n 

t o i n c r e a s e r e v e n u e s w h i c h c a n b e h i d d e n b y v i e w i n g p r o j e c t e d r e s u l t s w i t h i n s h o r t e r 

t i m e h o r i z o n s . H o w e v e r , t o f u l l y a s s e s s t h e i m p a c t s o f c e r t a i n p r o d u c t s w i t h e m b e d d e d 

o p t i o n s , l o n g e r t i m e h o r i z o n s o f f i v e t o s e v e n y e a r s a r e t y p i c a l l y n e e d e d . 

I n g e n e r a l , s i m u l a t i o n m o d e l s c a n b e e i t h e r s t a t i c o r d y n a m i c . S t a t i c s i m u l a t i o n 

m o d e l s a r e b a s e d o n c u r r e n t e x p o s u r e s a n d a s s u m e a c o n s t a n t b a l a n c e s h e e t w i t h n o n e w 

g r o w t h . I n c o n t r a s t , d y n a m i c s i m u l a t i o n m o d e l s r e l y o n d e t a i l e d a s s u m p t i o n s r e g a r d i n g 

c h a n g e s i n e x i s t i n g b u s i n e s s l i n e s , n e w b u s i n e s s , a n d c h a n g e s i n m a n a g e m e n t a n d 

c u s t o m e r b e h a v i o r . B o t h t e c h n i q u e s a r e c a p a b l e o f i n c o r p o r a t i n g a s s u m p t i o n s a b o u t t h e 

f u t u r e p a t h o f i n t e r e s t r a t e s u s i n g s i m p l e d e t e r m i n i s t i c s c e n a r i o a n a l y s i s , m o r e 

s o p h i s t i c a t e d s t o c h a s t i c - p a t h t e c h n i q u e s , o r M o n t e C a r l o s i m u l a t i o n s . 

D y n a m i c e a r n i n g s s i m u l a t i o n m o d e l s c a n b e u s e f u l f o r b u s i n e s s p l a n n i n g a n d 

b u d g e t i n g p u r p o s e s . H o w e v e r , d y n a m i c s i m u l a t i o n i s h i g h l y d e p e n d e n t o n k e y v a r i a b l e s 

a n d a s s u m p t i o n s t h a t a r e e x t r e m e l y d i f f i c u l t t o p r o j e c t w i t h a c c u r a c y o v e r a n e x t e n d e d 

p e r i o d . F u r t h e r m o r e , m o d e l a s s u m p t i o n s c a n p o t e n t i a l l y h i d e c e r t a i n k e y u n d e r l y i n g r i s k 

e x p o s u r e s . A s s u c h , w h e n p e r f o r m i n g d y n a m i c s i m u l a t i o n s , i n s t i t u t i o n s s h o u l d a l s o r u n 

s t a t i c s i m u l a t i o n s t o p r o v i d e A L C O o r s e n i o r m a n a g e m e n t a c o m p l e t e a n d c o m p a r a t i v e 

d e s c r i p t i o n o f t h e i n s t i t u t i o n ' s I R R e x p o s u r e . 

D e s p i t e t h e i r m a n y b e n e f i t s , b o t h s t a t i c a n d d y n a m i c e a r n i n g s s i m u l a t i o n s h a v e 

l i m i t a t i o n s i n q u a n t i f y i n g I R R e x p o s u r e . A s a r e s u l t , e c o n o m i c v a l u e m e t h o d o l o g i e s 

s h o u l d a l s o b e u s e d t o b r o a d e n t h e a s s e s s m e n t o f I R R e x p o s u r e . 6 

[Footnote 6. The FDIC, FRB, and OCC commonly refer to such methodologies as Economic Value of Equity (EVE) 

models. The NCUA uses the term Net Economic Value (NEV) in its regulations and guidance, and the 

OTS uses Net Portfolio Value (NPV). End footnote 6.] 

E c o n o m i c v a l u e - b a s e d 

m e t h o d o l o g i e s m e a s u r e t h e d e g r e e t o w h i c h t h e e c o n o m i c v a l u e s o f a n i n s t i t u t i o n ' s 

p o s i t i o n s c h a n g e u n d e r d i f f e r e n t i n t e r e s t r a t e s c e n a r i o s . T h e e c o n o m i c - v a l u e a p p r o a c h 

f o c u s e s o n a l o n g e r - t e r m t i m e h o r i z o n , c a p t u r e s a l l f u t u r e c a s h f l o w s e x p e c t e d f r o m 



e x i s t i n g a s s e t s a n d l i a b i l i t i e s , a n d i s m o r e e f f e c t i v e i n c o n s i d e r i n g e m b e d d e d o p t i o n s i n a 

t y p i c a l i n s t i t u t i o n ' s p o r t f o l i o . 

I n g e n e r a l , m o s t e c o n o m i c v a l u e m o d e l s u s e a s t a t i c a p p r o a c h i n t h a t t h e a n a l y s i s 

t y p i c a l l y d o e s n o t i n c o r p o r a t e n e w b u s i n e s s ; r a t h e r , t h e a n a l y s i s s h o w s a s n a p s h o t i n t i m e 

o f t h e r i s k i n h e r e n t i n t h e p o r t f o l i o o r b a l a n c e s h e e t . H o w e v e r , s o m e i n s t i t u t i o n s h a v e 

s t a r t e d t o i n c o r p o r a t e d y n a m i c m o d e l i n g t e c h n i q u e s t h a t p r o v i d e f o r w a r d - l o o k i n g 

e s t i m a t e s o f e c o n o m i c v a l u e . 

I n s t i t u t i o n s a r e e n c o u r a g e d t o u s e a v a r i e t y o f m e a s u r e m e n t m e t h o d s t o a s s e s s 

t h e i r I R R p r o f i l e . R e g a r d l e s s o f t h e m e t h o d s u s e d , a n i n s t i t u t i o n ' s I R R m e a s u r e m e n t 

s y s t e m s h o u l d b e s u f f i c i e n t l y r o b u s t t o c a p t u r e a l l m a t e r i a l o n a n d o f f - b a l a n c e s h e e t 

p o s i t i o n s a n d i n c o r p o r a t e a s t r e s s - t e s t i n g p r o c e s s t o i d e n t i f y a n d q u a n t i f y t h e i n s t i t u t i o n ' s 

I R R e x p o s u r e a n d p o t e n t i a l p r o b l e m a r e a s . 

Stress Testing 

T h e r e g u l a t o r s r e m i n d i n s t i t u t i o n s t h a t s t r e s s t e s t i n g , w h i c h i n c l u d e s b o t h s c e n a r i o 

a n d s e n s i t i v i t y a n a l y s i s , i s a n i n t e g r a l c o m p o n e n t o f I R R m a n a g e m e n t . I n g e n e r a l , 

s c e n a r i o a n a l y s i s u s e s t h e m o d e l t o p r e d i c t a p o s s i b l e f u t u r e o u t c o m e g i v e n a n e v e n t o r 

s e r i e s o f e v e n t s , w h i l e s e n s i t i v i t y a n a l y s i s t e s t s a m o d e l ' s p a r a m e t e r s w i t h o u t r e l a t i n g 

t h o s e c h a n g e s t o a n u n d e r l y i n g e v e n t o r r e a l w o r l d o u t c o m e . 7 

[Footnote 7. Basel Committee on Banking Supervision, Principles for Sound Stress Testing Practices and Supervision. 

May 2009. End footnote 7.] 

W h e n c o n d u c t i n g s c e n a r i o a n a l y s e s , i n s t i t u t i o n s s h o u l d a s s e s s a r a n g e o f 

a l t e r n a t i v e f u t u r e i n t e r e s t r a t e s c e n a r i o s i n e v a l u a t i n g I R R e x p o s u r e . T h i s r a n g e s h o u l d b e 

s u f f i c i e n t l y m e a n i n g f u l t o f u l l y i d e n t i f y b a s i s r i s k , y i e l d c u r v e r i s k a n d t h e r i s k s o f 

e m b e d d e d o p t i o n s . I n m a n y c a s e s , s t a t i c i n t e r e s t r a t e s h o c k s c o n s i s t i n g o f p a r a l l e l s h i f t s 

i n t h e y i e l d c u r v e o f p l u s a n d m i n u s 2 0 0 b a s i s p o i n t s m a y n o t b e s u f f i c i e n t t o a d e q u a t e l y 

a s s e s s a n i n s t i t u t i o n ' s I R R e x p o s u r e . A s a r e s u l t , i n s t i t u t i o n s s h o u l d r e g u l a r l y a s s e s s I R R 

e x p o s u r e s b e y o n d t y p i c a l i n d u s t r y c o n v e n t i o n s , i n c l u d i n g c h a n g e s i n r a t e s o f g r e a t e r 

m a g n i t u d e ( e . g . , u p a n d d o w n 3 0 0 a n d 4 0 0 b a s i s p o i n t s ) a c r o s s d i f f e r e n t t e n o r s t o r e f l e c t 

c h a n g i n g s l o p e s a n d t w i s t s o f t h e y i e l d c u r v e . I n s t i t u t i o n s s h o u l d e n s u r e t h e i r s c e n a r i o s 

a r e s e v e r e b u t p l a u s i b l e i n l i g h t o f t h e e x i s t i n g l e v e l o f r a t e s a n d t h e i n t e r e s t r a t e c y c l e . 

F o r e x a m p l e , i n l o w - r a t e e n v i r o n m e n t s , s c e n a r i o s i n v o l v i n g s i g n i f i c a n t d e c l i n e s i n m a r k e t 

r a t e s c a n b e d e e m p h a s i z e d i n f a v o r o f i n c r e a s i n g t h e n u m b e r a n d s i z e o f a l t e r n a t i v e 

r i s i n g - r a t e s c e n a r i o s . 

D e p e n d i n g o n a n i n s t i t u t i o n ' s I R R p r o f i l e , s t r e s s s c e n a r i o s s h o u l d i n c l u d e b u t n o t 

b e l i m i t e d t o : 

• I n s t a n t a n e o u s a n d s i g n i f i c a n t c h a n g e s i n t h e l e v e l o f i n t e r e s t r a t e s ( i n s t a n t a n e o u s r a t e 

s h o c k s ) ; 

• S u b s t a n t i a l c h a n g e s i n r a t e s o v e r t i m e ( p r o l o n g e d r a t e s h o c k s ) ; 

• C h a n g e s i n t h e r e l a t i o n s h i p s b e t w e e n k e y m a r k e t r a t e s ( i . e . , b a s i s r i s k ) ; a n d 



• C h a n g e s i n t h e s l o p e a n d t h e s h a p e o f t h e y i e l d c u r v e ( i . e . , y i e l d c u r v e r i s k ) . 

T h e r e g u l a t o r s r e c o g n i z e t h a t n o t a l l f i n a n c i a l i n s t i t u t i o n s w i l l r e q u i r e t h e f u l l 

r a n g e o f t h e s c e n a r i o s d i s c u s s e d a b o v e . N o n - c o m p l e x i n s t i t u t i o n s ( e . g . , i n s t i t u t i o n s w i t h 

l i m i t e d e m b e d d e d o p t i o n s o r s t r u c t u r e d p r o d u c t s o n t h e i r b a l a n c e s h e e t ) m a y b e a b l e t o 

j u s t i f y r u n n i n g f e w e r o r l e s s i n t r i c a t e s c e n a r i o s , d e p e n d i n g o n t h e i r I R R p r o f i l e . 

H o w e v e r , i n t e r e s t r a t e s h o c k s o f s u f f i c i e n t m a g n i t u d e s h o u l d b e r u n , r e g a r d l e s s o f t h e 

i n s t i t u t i o n ' s s i z e o r c o m p l e x i t y . I n s t i t u t i o n s s h o u l d e n s u r e I R R e x p o s u r e s a r e 

i n c o r p o r a t e d a n d e v a l u a t e d a s p a r t o f t h e e n t e r p r i s e - w i d e r i s k i d e n t i f i c a t i o n a n d a n a l y s i s 

p r o c e s s . 

I n a d d i t i o n t o s c e n a r i o a n a l y s i s , s t r e s s t e s t i n g s h o u l d i n c l u d e a s e n s i t i v i t y a n a l y s i s 

t o h e l p d e t e r m i n e w h i c h a s s u m p t i o n s h a v e t h e m o s t i n f l u e n c e o n m o d e l o u t p u t . 

I n s t i t u t i o n s w i l l g e n e r a l l y f o c u s m o r e o f t h e i r e f f o r t s i n v e r i f y i n g t h e m o s t i n f l u e n t i a l 

a s s u m p t i o n s . A d d i t i o n a l l y , s e n s i t i v i t y a n a l y s i s c a n b e u s e d t o d e t e r m i n e t h e c o n d i t i o n s 

u n d e r w h i c h k e y b u s i n e s s a s s u m p t i o n s a n d m o d e l p a r a m e t e r s b r e a k d o w n o r w h e n I R R 

m a y b e e x a c e r b a t e d b y o t h e r r i s k s o r e a r n i n g s p r e s s u r e s . 

A t w e l l - m a n a g e d i n s t i t u t i o n s , m a n a g e m e n t c o m p a r e s s t r e s s t e s t r e s u l t s a g a i n s t 

a p p r o v e d t o l e r a n c e s l i m i t s . S u c h r e v i e w s e n a b l e i n s t i t u t i o n s t o p r o p e r l y e s t i m a t e a n d 

m o n i t o r k e y v a r i a b l e s w h o s e v o l a t i l i t y w i l l s i g n i f i c a n t l y a f f e c t I R R e x p o s u r e . M o r e o v e r , 

i n c o n d u c t i n g s t r e s s t e s t s , s p e c i a l c o n s i d e r a t i o n s h o u l d b e g i v e n t o i n s t r u m e n t s o r m a r k e t s 

i n w h i c h c o n c e n t r a t i o n s e x i s t a s s u c h p o s i t i o n s m a y b e m o r e d i f f i c u l t t o u n w i n d o r h e d g e 

d u r i n g p e r i o d s o f m a r k e t s t r e s s . 

Assumptions 

P r o p e r m e a s u r e m e n t o f I R R r e q u i r e s r e g u l a r l y a s s e s s i n g t h e r e a s o n a b l e n e s s o f 

a s s u m p t i o n s t h a t u n d e r l i e a n i n s t i t u t i o n ' s I R R e x p o s u r e e s t i m a t e s . T h e r e g u l a t o r s r e m i n d 

i n s t i t u t i o n s t o d o c u m e n t , m o n i t o r , a n d r e g u l a r l y u p d a t e k e y a s s u m p t i o n s u s e d i n I R R 

m e a s u r e m e n t m o d e l s . A t a m i n i m u m , i n s t i t u t i o n s s h o u l d e n s u r e t h e r e a s o n a b l e n e s s o f 

a s s e t p r e p a y m e n t s , n o n - m a t u r i t y d e p o s i t p r i c e s e n s i t i v i t y a n d d e c a y r a t e s , a n d k e y r a t e 

d r i v e r s f o r e a c h i n t e r e s t r a t e s h o c k s c e n a r i o . A s s u m p t i o n s a b o u t n o n - m a t u r i t y d e p o s i t s 

a r e c r i t i c a l , p a r t i c u l a r l y i n m a r k e t e n v i r o n m e n t s i n w h i c h c u s t o m e r b e h a v i o r s m a y n o t 

r e f l e c t l o n g - t e r m e c o n o m i c f u n d a m e n t a l s , o r i n w h i c h i n s t i t u t i o n s a r e s u b j e c t t o 

h e i g h t e n e d c o m p e t i t i o n f o r s u c h d e p o s i t s . G e n e r a l l y , r a t e - s e n s i t i v e a n d h i g h e r - c o s t 

d e p o s i t s , s u c h a s b r o k e r e d a n d I n t e r n e t d e p o s i t s , w o u l d r e f l e c t h i g h e r d e c a y r a t e s t h a n 

o t h e r t y p e s o f d e p o s i t s . A l s o , i n s t i t u t i o n s e x p e r i e n c i n g o r p r o j e c t i n g c a p i t a l l e v e l s t h a t 

t r i g g e r b r o k e r e d a n d h i g h i n t e r e s t r a t e d e p o s i t r e s t r i c t i o n s s h o u l d a d j u s t d e p o s i t 

a s s u m p t i o n s a c c o r d i n g l y . 8 

[Footnote 8. Section 38 of the FDI Act (12 U.S.C. 1831o) requires insured depository institutions that are 

undercapitalized to receive approval before engaging in certain activities, and further restricts interest rates 

paid on deposits by institutions that are not well capitalized. Section 38 restricts or prohibits certain 

activities and requires an insured depository institution to submit a capital restoration plan when it becomes 

undercapitalized. Section 216 of the Federal Credit Union Act and NCUA Rules and Regulations (12 CFR 

Part 702) establish the requirements and restrictions for federally insured credit unions under Prompt 

Corrective Action. For public unit and nonmember deposits, additional restrictions apply to federal credit 

unions as given in § 701.32 of the NCUA Rules and Regulations (12 CFR § 701.32). End footnote 8.] 



W h e n d y n a m i c s i m u l a t i o n s o f f u t u r e g r o w t h a n d b u s i n e s s a s s u m p t i o n s a r e u s e d , 

a s s e s s m e n t o f c o n s i s t e n t r e p l a c e m e n t g r o w t h r a t e a s s u m p t i o n s i s p a r t i c u l a r l y i m p o r t a n t . 

C u s t o m e r b e h a v i o r s c a n d i f f e r i n v a r i o u s m a r k e t s . F i n a n c i a l i n s t i t u t i o n s s h o u l d p e r f o r m 

h i s t o r i c a l a n d f o r w a r d - l o o k i n g a n a l y s e s t o d e v e l o p s u p p o r t a b l e a s s u m p t i o n s a n d m o d e l s 

r e l e v a n t t o t h e i r m a r k e t a n d b u s i n e s s p l a n s . 

P r o p e r m e a s u r e m e n t o f I R R a l s o r e q u i r e s s e n s i t i v i t y t e s t i n g o f k e y a s s u m p t i o n s 

t h a t e x e r t t h e g r e a t e s t i m p a c t o n m e a s u r e m e n t r e s u l t s . W h e n a c t u a l e x p e r i e n c e d i f f e r s 

s i g n i f i c a n t l y f r o m p a s t a s s u m p t i o n s a n d e x p e c t a t i o n s , i n s t i t u t i o n s s h o u l d u s e a r a n g e o f 

a s s u m p t i o n s t o a p p r o p r i a t e l y r e f l e c t t h i s u n c e r t a i n t y . W h e n a s s u m p t i o n s a r e a d j u s t e d 

f r o m p r i o r r e p o r t i n g p e r i o d s , t h e c h a n g e s a n d t h e i r e f f e c t s o n m o d e l o u t p u t s s h o u l d b e 

d o c u m e n t e d a n d c l e a r l y i d e n t i f i e d . 

R i s k M i t i g a t i n g S t e p s 

L i m i t c o n t r o l s s h o u l d b e i n p l a c e t o e n s u r e p o s i t i o n s t h a t e x c e e d c e r t a i n 

p r e d e t e r m i n e d l e v e l s r e c e i v e p r o m p t m a n a g e m e n t a t t e n t i o n . A n a p p r o p r i a t e l i m i t s y s t e m 

s h o u l d p e r m i t m a n a g e m e n t t o i d e n t i f y I R R e x p o s u r e s , i n i t i a t e d i s c u s s i o n s a b o u t r i s k , a n d 

t a k e a p p r o p r i a t e a c t i o n a s i d e n t i f i e d i n I R R p o l i c i e s a n d p r o c e d u r e s . F u r t h e r , a w e l l -

m a n a g e d i n s t i t u t i o n w i l l f i n d a b a l a n c e b e t w e e n e s t a b l i s h i n g l i m i t s t h a t a r e n e i t h e r s o 

h i g h t h a t t h e y a r e n e v e r b r e a c h e d n o r s o l o w t h a t e x c e e d i n g t h e l i m i t s i s c o n s i d e r e d 

r o u t i n e a n d n o t w o r t h y o f a c t i o n . 

S h o u l d I R R e x p o s u r e e x c e e d o r a p p r o a c h t h e s e l i m i t s , i n s t i t u t i o n s c a n m i t i g a t e 

t h e i r r i s k t h r o u g h b a l a n c e s h e e t a l t e r a t i o n a n d h e d g i n g . T h e m o s t c o m m o n w a y t o 

c o n t r o l I R R i s t h r o u g h t h e b a l a n c e s h e e t m i x o f a s s e t s a n d l i a b i l i t i e s . T h i s i n v o l v e s 

a c h i e v i n g a n a p p r o p r i a t e d i s t r i b u t i o n o f a s s e t m a t u r i t i e s o r r e p r i c i n g s t r u c t u r e s , w i t h t h e 

m a t u r i t y o r r e p r i c i n g m i x o f l i a b i l i t i e s t h a t w i l l a v o i d t h e p o t e n t i a l f o r s e v e r e m a t u r i t y o r 

d u r a t i o n m i s m a t c h e s b e t w e e n a s s e t s a n d l i a b i l i t i e s . 

U s i n g d e r i v a t i v e i n s t r u m e n t s t o m i t i g a t e I R R e x p o s u r e s m a y b e a p p r o p r i a t e f o r 

i n s t i t u t i o n s w i t h t h e k n o w l e d g e a n d e x p e r t i s e i n t h e s e i n s t r u m e n t s . H e d g i n g w i t h i n t e r e s t 

r a t e d e r i v a t i v e s i s a p o t e n t i a l l y c o m p l e x a c t i v i t y t h a t c a n h a v e u n i n t e n d e d c o n s e q u e n c e s , 

i n c l u d i n g c o m p o u n d i n g l o s s e s , i f u s e d i n c o r r e c t l y . 9 

[Footnote 9. Federal credit unions may only enter into derivative transactions upon receiving prior approval from the 

NCUA. End footnote 9.] 

E a c h i n s t i t u t i o n u s i n g d e r i v a t i v e s 

s h o u l d e s t a b l i s h a n e f f e c t i v e p r o c e s s f o r m a n a g i n g i n t e r e s t r a t e r i s k . T h e l e v e l o f s t r u c t u r e 

a n d f o r m a l i t y i n t h i s p r o c e s s s h o u l d b e c o m m e n s u r a t e w i t h t h e a c t i v i t i e s a n d l e v e l o f r i s k 

a p p r o v e d b y s e n i o r m a n a g e m e n t a n d t h e b o a r d . I n s t i t u t i o n s s h o u l d n o t u n d e r t a k e t h i s 

a c t i v i t y u n l e s s t h e b o a r d a n d s e n i o r m a n a g e m e n t u n d e r s t a n d t h e i n s t i t u t i o n ' s h e d g i n g 

s t r a t e g y w h e n u s i n g t h e s e i n s t r u m e n t s , i n c l u d i n g t h e p o t e n t i a l r i s k s a n d b e n e f i t s o f t h e 

s t r a t e g y . R e l i a n c e o n o u t s i d e c o n s u l t a n t s t o a s s i s t i n t h e e s t a b l i s h m e n t o f s u c h a s t r a t e g y 



does not absolve the board and senior management of their responsibility to fully 
understand the risks of the derivatives hedging strategy. Hedging strategies should be 
designed to limit downside earnings exposure or manage income or economic value of 
equity (EVE) volatility. 

Internal Controls and Validation 

The regulators expect institutions to have an adequate system of internal controls 
to ensure the integrity of all elements of their IRR management process, including the 
adequacy of corporate governance, compliance with policies and procedures, and the 
comprehensiveness of IRR measurement and management information systems. These 
controls should be an integral part of the institution's overall system of internal controls 
and should promote effective and efficient operations, reliable financial and regulatory 
reporting, and compliance with relevant laws, regulations, and institution policies. 

Model Validation 

Validating IRR models is a fundamental part of any institution's system of 
internal controls. An important element of model validation is independent review of the 
logical and conceptual soundness. The scope of the independent review should involve 
assessing the institution's measurement of IRR, including the reasonableness of 
assumptions, the process used in determining assumptions, and the backtesting of 
assumptions and results. Management also should implement adequate follow-up 
procedures to monitor management's corrective actions. The results of these reviews 
should be available for the relevant supervisory authorities. 

Smaller institutions that do not have the resources to staff an independent review 
function should have processes in place to ensure the integrity of the various elements of 
their IRR management processes. Often, smaller institutions will use an internal party 
that is sufficiently removed from the primary IRR functions or an external auditor to 
ensure the integrity of their risk management process. 

Institutions that use vendor-supplied models are not required to test the mechanics 
and mathematics of the measurement model. However, the vendor should provide 
documentation showing a credible independent third party has performed such a 
function.10 

[Footnote 10. Ibid. End footnote 10.] 
Large and complex institutions, or those with significant IRR exposures, may 

need to perform more in-depth validation procedures of the underlying mathematics. 
Validation practices could include constructing an identical model to test assumptions 
and outcomes or using an existing, well-validated "benchmark" model, which is often a 
less costly alternative. The benchmark model should have theoretical underpinnings, 
methodologies, and inputs that are as close as possible to those used in the model being 
validated. Large and more complex institutions have used "benchmarking" effectively to 
identify model errors that could distort IRR measurements. The depth and extent of the 



validation process should be consistent with the materiality and complexity of the risk 
being managed. 

Conclusion 

The adequacy and effectiveness of an institution's IRR management process and 
the level of its IRR exposure are critical factors in the regulators' evaluation of an 
institution's sensitivity to changes in interest rates and capital adequacy. When 
evaluating the applicability of specific guidelines provided in this advisory and the level 
of capital needed for the level of IRR, the institution's management and regulators should 
consider factors, such as the size of the institution, the nature and complexity of its 
activities, and the adequacy of its level of capital and earnings in relation to its overall 
IRR profile. Material weaknesses in risk management processes or high levels of IRR 
exposure relative to capital will require corrective action. Such actions could include 
recommendations or directives to: 

• Raise additional capital; 
• Reduce levels of IRR exposure; 
• Strengthen IRR management expertise; 
• Improve IRR management information and measurement systems; or 
• Take other measures or some combination of actions, depending on the facts and 

circumstances of the individual institution. 

IRR management should be an integral component of an institution's risk 
management infrastructure. Management should assess the need to strengthen existing 
IRR practices by incorporating the supervisory expectations and management techniques 
highlighted in this advisory. 



APPENDIX A 

REGULATORY GUIDANCE ON INTEREST RATE RISK 

Federal Deposit Insurance Corporation, Federal Reserve Board and Office of the 
Comptroller of the Currency: 
Interagency Policy Statement on Interest Rate Risk 
http://www.fdic.gov/news/news/financial/1996/fil9652.pdf 

Additional Federal Deposit Insurance Corporation: 
Risk Management Manual of Examination Policies (section 7.1) 
http://www.fdic.gov/regulations/safety/manual/section7-1_toc.html 

Additional Federal Reserve Board : 
Commercial Bank Examination Manual (section 4090) 
http://www.federalreserve.gov/boarddocs/supmanual/cbem/200910/4000.pdf 
Bank Holding Company Supervision Manual (section 2127) 
http://www.federalreserve.gov/boarddocs/supmanual/bhc/200907/2000p5.pdf 
Trading and Capital Markets Activities Manual (section 3010) 
http://www.federalreserve.gov/boarddocs/supmanual/trading/200901/3000p2.pdf 

Additional Office of the Comptroller of the Currency: 

Comptroller's Handbook on Interest Rate Risk 
http://www.occ.treas.gov/handbook/irr.pdf 
Model Validation (Bulletin 2000-16) 
http://www.occ.treas.gov/ftp/bulletin/2000-16.doc 
Risk Management of Financial Derivatives 
http://www.occ.treas.gov/handbook/deriv.pdf 

Office of Thrift Supervision: 
Management of Interest Rate Risk; Investment Securities and Derivatives Activities 
(TB-13a) http://files.ots.treas.gov/84074.pdf 
Risk Management Practices in the Current Interest Rate Environment 
http://files.ots.treas.gov/25195.pdf 

National Credit Union Administration: 
Real Estate Lending and Balance sheet Management (99-CU-12) 
Asset Liability Management Procedures (00-CU-10) 
Liability Management - Rate-Sensitive and Volatile Funding Sources (01-CU-08) 
Managing Share Inflows in Uncertain Times (01-CU-19) 
Non-maturity Shares and Balance Sheet Risk (03-CU-11) 
Real Estate Concentrations and Interest Rate Risk Management for Credit Unions with 
Large Positions in Fixed Rate Mortgages (03-CU-15) 
http://www.ncua.gov/Resources/LettersCreditUnion.aspx 



Basel Committee on Banking Supervision: 
Principles for the Management of Interest Rate Risk 
http://www.bis.org/publ/bcbs108.pdf?noframes=1 




