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SAMPLE POLICY AND PROCEDURES

I. PURPOSE

The Interest Rate Risk (IRR) and asset/liability policy and procedures are designed to establish a prudent and comprehensive plan for the bank. The objectives of this policy are to:
1. Establish an overall governance process for interest rate risk management 
2. Specify the model(s) which will be utilized, describe their purposes, and acknowledge inherent limitations in the model(s)

3. Identify key measures which will be considered by the Asset/Liability Management Committee (ALCO)

4. Identify board reporting components designed to allow the board to monitor the bank’s interest rate risk

5. Establish prudent, board-approved, limits for certain key risk measures

6. Provide an environment in which interest rate risk management is a dynamic process built around identification and implementation of strategies which improve the profitability and risk position of the bank

The overriding goal is to maintain consistent, strong earnings within an acceptable level of interest rate risk.
II. INTEREST RATE RISK MANAGEMENT SYSTEM
The bank’s IRR management system will be comprised of four independent components.

1. Board and senior management oversight

2. Risk measurement, monitoring and reporting

3. Strategy Development

4. Independent Review

1. Board & Senior Management Oversight

The ultimate responsibility for management of the bank’s risk exposure rests with the Board of Directors.  Therefore, the board must establish a strategic plan and approve acceptable risk levels for guidelines for senior management, including risk limits, controls, and authorization.  The board will monitor senior management’s compliance with these policies and limits by requiring quarterly updates and reports.   As a matter of best practice, the board will ensure that adequate resources are devoted to the interest rate risk management process.  

Senior management must implement approved policies, and establish procedures that translate these limits, controls and authorization into documented operating standards that are well understood by bank personnel.  The board will convey their wishes, and senior management will insure compliance through the Asset/Liability Committee (ALCO).

         THE ASSET/LIABILITY COMMITTEE (ALCO)
A. PURPOSE

The ALCO is charged with the management of the volume and mix of the bank’s assets and funding sources.  The objective is a balance sheet that produces results that are consistent with liquidity, capital adequacy, growth, risk, and profitability goals under a variety of likely interest rate environments. In general, the committee is charged with the continual management of those inherent risks to the bank that are not credit related.
B. COMMITTEE MEMBERS
The committee will be chaired by the bank’s designated asset/liability management officer. Other members include the senior loan officer, operations officer, investment officer, retail banking manager and any other appointed members deemed necessary. Every member of the committee shall have a vote.

C. RESPONSIBILITIES AND AUTHORITY
The ALCO will meet on a monthly basis and will report to the Board quarterly. Each division or department of the bank will make available to the ALCO any information necessary to support the committee’s activities. At each meeting the Committee will review: 
1. Macro considerations:

a. Local and national business and economic conditions

b. Forecasts for changes in interest rates
2. Current balance sheet position 

3. Expected changes in the balance sheet

a. Anticipated changes in the volume and mix of the loan and investment portfolios

b. Anticipated changes in the volume and mix of the sources of funds (Fed Funds, large CD’s, demand deposits, consumer savings and time deposits, etc.)
4. Interest rate risk position

a. Exposure of income to changing rates
b. Net economic value exposure to changing rates
c. Capital exposure to changing rates

5. Liquidity considerations – (as outlined in the Liquidity Policy) 
6. Peer comparisons - A comparison of key performance ratios between this and other similar institutions or local competitors.
7. Other periodic items, such as:
a. Budget implications

b. Strategic plans

c. Approval of counter parties

d. Amendments to policy

e. Etc.

2. Risk Measurement, Monitoring and Reporting
The bank recognizes that there are many types of interest rate risk.  However, we believe the three that pose the greatest potential threat to current and long-term earnings are:

· Repricing risk - the difference in the timing of assets and liabilities due to either mature or re-price within a certain time frame

· Option risk – interest rate related options embedded in the bank’s assets and liabilities which change the cash flow characteristics of the assets and liabilities

· Yield curve / basis risk – changes in the relationship between different interest rates with the same maturity or interest rates across a maturity spectrum which create compression or expansion of net interest margins

The bank will use earnings at risk and economic value at risk measures to quantify these types of interest rate risk exposure. Based on the complexity of our balance sheet, we believe that simulations that measure all three types of risks in combination are a more efficient tool for measurement, and we therefore do not routinely process models to isolate each risk.  Rather, we combine the three types of analysis, which will provide a better overall result than a single system, and a more economical use of resources than targeted models.  
Description of the analyses to be utilized:
Earnings at Risk 
Earnings at Risk (EAR) measures exposure to net changes in net interest income, and is considered the bank’s best source of managing short-term interest rate risk (one-year and two-year time frames).  EAR is a dynamic analysis, which can capture all the different forms of interest rate risk under many different interest rate scenarios, and using various assumptions for growth, optionality, and yield curve structure.  

Economic Value of Equity 
Economic Value of Equity provides management with a measurement of how the economic value of the bank’s equity can be impacted by a change in interest rates, and is management’s primary analytical tool for measuring long-term interest rate risk.  EVE at risk helps to measure if the long-term safety and soundness of the institution is being compromised for the sake of short-term results.  However, the bank also recognizes the inherent difficulties of calculating a definitive value for many sections of the balance sheet as well as the weakness that EVE ignoring future events (i.e. growth).  These difficulties, coupled with the nature of our core business, allow the bank to adopt wide limits for this measure.  

Additional Benchmarks

We believe certain other measures are useful in the effective management of the balance sheet.  Therefore, quarterly, ALCO will track other ratios that may or may not be associated with directors’ limits.  
RISK MONITORING, REPORTING, & LIMITS
The bank will monitor compliance with risk limits which are set forth in Appendix A.   These limits will be reviewed and approved by the directors annually.  Compliance with those limits will be reported by management to the ALCO and to the Board of Directors at least quarterly.  These reports will include sufficient details to establish trends and reasons for exposure, and a summary of risk positions and limits.  

We recognize that snapshot measures may periodically produce valuations that are outside approved limits, but may not represent exposure to the bank.    Therefore, for any instance when the reports indicate a measure outside the approved limits, management will supply the following:

· Explanation of variance reported to ALCO and Board of Directors.

· Statement to ALCO and Board of Directors whether the variance represents a long-term problem or if the variance will be self-correcting.

For any instance that the bank is outside approved limits for a second consecutive quarter, or when management indicates the variance is not temporary or self- correcting, management will provide a written statement containing the following:

· Explanation of variance reported to ALCO and Board of Directors, and an assessment of the actual risks indicated.

· Action plan presented to decrease variance level.  This action plan may include, but is not limited to,  any number of the following alternatives:

1. Loan pricing behavior to alter fixed versus adjustable mix
2. CD pricing behavior to alter term length of deposits

3. Use of FHLB borrowings, brokered deposits, borrowings, and other wholesale funding sources, to the extent of board  approval
4. Loan sales

5. Investment portfolio restructuring

6. Use of interest rate derivatives to hedge interest rate risk, to the extent of board approval

7. Adjust pricing behavior of non-maturity deposits (NOW, savings and money market)

8. Continued monitoring (if the risk is not deemed to be significant)
3. Strategy Development 
At each meeting the Committee will review the bank’s risk position as outlined in Section II 1 C.  The committee will recommend appropriate strategy changes based on these inter-related components, and assign responsibility for execution to a member of the ALCO.  Generally, strategy changes will be designed to improve the interest rate risk position of the bank, improve the liquidity position of the bank, or improve projected earnings.  It is understood that actions that improve the bank’s profile in one aspect may have an adverse effect in another.  As such, the ALCO will evaluate potential risks and rewards of any actions.  Strategies enacted may include:
· Target levels for cash purchased/sold

· Expected securities purchases/sales

· Wholesale funding activities

· New/revised loan programs or guidelines

· Funding targets or specials

· Etc…

4. Review and Validation

Because of the complexity of asset/liability modeling and the overall interest rate risk management process, there are numerous ways in which inaccuracies could occur in the data gathering, determination of assumptions, generation of reports, interpretation of results, and other points in the process. Such lapses are referred to as “model risk”. 

To reduce model risk, the bank will review its interest rate risk management process at least once every two years.  ** note - best practice requires a validation from an independent 3rd party annually, however, many community banks validate the process less frequently. The review must be performed by qualified individual(s) following the guidelines below.  A formal report to the ALCO and directors will be submitted upon completion of the validation, and will address at a minimum the following questions.

· Are policies and procedures being followed? 

· Are risk exposure levels prudent?

· Are the risk measures appropriate for the complexity of the balance sheet?

· Are the assumptions being used in the risk measurement system prudent and well documented?

· Are personnel, resources and level of expertise adequate to complete the job?

· Is the output reliable?

· Is the board and senior management actively involved in the process?

The review will be used to increase the reliability of the model, and provide clearer understanding of the A/L process’ strengths and weaknesses.  While every aspect of the process cannot be reviewed, we believe the procedures outlined in this policy are consistent with the materiality and complexity of the risk being managed, and will allow the bank to be confident the modeling information is reliable and useful within our stated objectives. By using these validation procedures, the modeling process will be evaluated over time to ensure it remains sufficient for our risks.

Appendix B contains an outline of the independent review process.

III. MODELING PURPOSE AND LIMITATIONS
The bank will process simulation models as a part of a comprehensive interest rate risk management program, produced in accordance with the approved asset/liability policy.  Asset/Liability models are a combination of factual data, general, and specific assumptions concerning future activity.  Specific assumptions are the responsibility of the ALCO, and are defined within the model documentation.  This includes items such as balance sheet composition, offering rates, prepayment experience, and interest rate environment.  We also make general assumptions for modeling purposes, such as the assumption that the business environment of our market areas will remain viable, and that no major changes to tax law will be made, and the regulatory environment remains stable.  

Given these limitations to our ability to simulate all possible or even probable events, the A/L model is not intended to project actual earnings of the bank.  Instead, the models are intended to indicate areas, direction, and magnitude of risks to net interest income, economic value and capital from changes in interest rate environments.  The model as presented represents projected performance of the bank under a very tightly defined set of circumstances, each scenario result the product of one specific set of assumptions that is extremely unlikely to come to pass.  Therefore, the bank will use the model as one of many tools to manage interest rate risk and in conjunction with other tools and measures as a component of an overall risk management plan.  

IV. MANAGEMENT OF ITEMS CARRIED AT FAIR VALUE
See Appendix C

V. SUMMARY
It is not the intention of this or any other policy to insure the bank identifies all possible risks to the bank, or to guarantee the reports are error free.  Rather, the procedures outlined in the policy are designed to provide sufficient confidence the model results are reasonable and useful within their stated objective.  Based on the complexity of our balance sheet and the levels of risk being managed, we believe these procedures are sufficient for that task.
APPENDIX A

REPORTING COMPONENTS AND RISK LIMITS

The board of directors has approved the following limits for the stated risk measure.  For compliance purposes, the reporting process will include the results of these analyses under the following standard scenario guidelines:

•
Flat rate scenario where rates do not change from the starting point of the analysis

•
Rates up 100-300 basis points instantaneously 

•
Rates down 100-300 basis points instantaneously

•
A static balance sheet – no changes to the beginning balance sheet construction.
•
Other scenarios may be used to monitor compliance with specific policy limits, or to establish trends and magnitude of change.

These limits serve as guidance for the bank’s continued operation, and represent a level of risk the board believes to be prudent based upon our balance sheet, earnings, and capital structure.  Management will report compliance with these limits through the ALCO for each instance they are measured.

[Illustrative limits for simulation model]




Measure






Limit

1
Net Interest Income at Risk – First year +/- 100 bps



-   8%

2
Net Interest Income at Risk – First year +/- 200 bps



- 10%
3
Net Interest Income at Risk – First year +/- 300 bps



- 15%
4
Net Interest Income at Risk – First year +/- 400 bps



- 20%
5
Economic Value of Equity at Risk +/-300 bps



- 25%

[Illustration of additional ratios which ALCO or board might include. Liquidity ratios are contained in the Liquidity Policy.]


Net loans to equity ratio





          
 8.0 

Limits last amended and approved

_____________________________
APPENDIX B

OUTLINE OF INDEPENDENT REVIEW PROCESS

A.
Responsibility

Model validation is required to be independent from the production of the model, therefore, formal validation of the asset/liability modeling process will be the responsibility of internal audit.  Internal audit will review the A/L process within the outline of this policy, and form an opinion as to the validity of the process.  This review will be submitted in writing to the board of directors, and cover the accuracy of the model inputs, the reasonableness of the model assumptions, and accuracy of the reports submitted to management and directors, and the sufficiency of the report disclosure and content.  To validate these components, the bank may use comparison with real world events (back testing), comparison with control models, and independent review of the theory and concepts and assumptions used.

B.
Validation of the Model Inputs

Validation of the inputs is needed in verifying the model is reasonable; however, the nature of the model used by the bank limits the factual data to call report, securities, and other audited data [describe types and sources of data].  Therefore, the testing for model inputs is limited to the following questions.

1. Is the process documented in sufficient detail to allow a knowledgeable individual to replicate the process?

2. Does the factual data used for input into the model tie to general ledger or other established sources?

C.
Validation of the Model Assumptions

Model assumptions by definition are neither correct nor incorrect.  Therefore, validation of the assumptions will not focus on factual accuracy, but reasonableness in light of known information, documentation as to the source, and approval by the ALCO.  To validate the model assumptions, the validation report will answer the following questions.

1. Are the major assumptions used in the model consistent with the requirements of the A/L Policy?

2. Have the sources of the assumptions been documented and approved by the ALCO?

3. Are the assumptions consistent with historic performance?

D.
Validation of the Processing Component

The bank out-sources the model processing to a third party vendor, and therefore cannot review the actual code and procedures used to process the model.  Therefore, as a part of the validation requirement, the bank will request documentation from the vendor that the model has been properly validated.  Along with this documentation, the bank will request assurances that the model is defensible and works as promised.

E.
Validation of the Model Theory

Validation of model theory is concerned not only with mathematic code, but the structure and consistency of the model components.  To validate the model theory, the validation report will address the following questions.  

1. Is the model consistent with the stated objectives of this policy?

2. Is the model complexity sufficient based upon the complexity of our balance sheet and the indicated risk?

F.
Validation of the Model Results

When reviewing and validating the model results, the reviewer will be concerned with the technical accuracy of the model results.  These tests will be used to answer the following questions to ensure the model results are technically accurate.

1. Are model reports consistent with each other?

2. Does a comparison with the bank’s actual results return measures consistent with the model forecasts, given the limitations of the model?

3. Is the model output consistent with other models, systems, and known items?

G.
Validation of the Report Context

A/L reports utilized reflect results of a very narrowly defined set of assumptions that are interpreted as indications of risk to earnings.  Therefore, it is crucial that the results are presented in a clear and concise manner, with non-technical terms.  This summary should indicate compliance with applicable policy limits, and indicated direction and magnitude of any measured risks.  To validate the report context, the reviewer will form an opinion by answering the following questions:

1. Does the report presented to the end user contain a summary of the indicated risks and their magnitude?

2. Does the report submitted verify compliance with policy limits?

3. Is the report information sufficient to address the stated objectives of the board for processing the model?

4. Do the reports adequately reflect the various risks to the bank?

APPENDIX C

FAIR VALUE OPTION
This policy sets forth the procedures for managing balance sheet items carried at Fair Value as a result of an election in accordance with Statement of Financial Accounting Standards No.159 “Fair Value Option”.

The ALCO will be responsible for risk management related to assets and liabilities elected to be carried at Fair Value under the Fair Value Option (FVO). ALCO will either approve individual instrument elections, groups of or strategies involving multiple elections, or delegate the approval process to specific bank officers within certain limits.

Under the board’s approval, ALCO is responsible for monitoring the volume and risk of FVO instruments and reporting to the board. The following will be provided to the board quarterly:

· Aggregate amount of assets carried under FVO, segmented by types

· Aggregate amount of liabilities carried under FVO, segmented by types

· Discussion of pricing sources and assumptions

· Level (Level 1, 2, or 3) of market prices utilized on FVO instruments

· Pricing sources 

· If any investment securities’ pricing sources were Level 3 prices, an explanation of the reasons why Level 2 prices were not available and a discussion of the market depth, liquidity, and pricing reliability for the securities.

· Pricing model(s) and key assumptions for any Level 3 prices

· Projected change in value of each segment resulting from a rise or fall of rates by 100 and 200bp (4 scenarios in all) and any other scenarios which management or the ALCO deems material

· Impact to income and regulatory capital ratios of the following:

A. Fair value mark-to-market of all assets and liabilities (net) carried under FVO assuming a rise or fall of rates by 100 and 200bp (4 scenarios in all)

B. Fair value mark-to-market of all assets and liabilities (net) carried under FVO assuming other scenarios which management or the ALCO deems material (optional)

C. Fair value mark-to-market of all assets only carried under FVO assuming a rise or fall of rates by 100 and 200bp (4 scenarios in all)

D. Fair value mark-to-market of all liabilities only carried under FVO assuming a rise or fall of rates by 100 and 200bp (4 scenarios in all)

· If the scenarios in A and B (if applicable) above result in the bank falling below the threshold of being “Well Capitalized”, the following steps will be taken:

· Management will discuss the likelihood of the scenarios and the speed with which they could come to pass, using historic data to support the discussion

· Management will develop contingency plans including “stop loss” triggers or other approaches to prevent the bank from becoming less than “well capitalized” as a result of a mark-to-market of FVO instruments

· Management will begin reporting capital impacts of the mark-to-market of FVO instruments, current FVO instrument/sector valuations, and market conditions to the board at least monthly.

· If both assets and liabilities are carried under FVO and if the change in value under scenarios C or D above of a +/- 200bp rate shift would cause the bank to no longer be “Well Capitalized”, management will present a discussion and analysis of the basis risk between the assets and liabilities carried under the FVO. The board may then decide whether additional risk analysis is needed or whether the conclusions of A and B sufficiently assess the risk to the bank of changes in rates. 
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