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The Importance of Asset Pricing and ALM Strategy for Credit Unions

As if navigating the 2008 Housing Crisis and 2020 Global Pandemic
weren’t enough, credit unions now face the most feared economic
monster of all —inflation. CPI YOY jumped by 8.6% in May of 2022,
backed by broad price increases across many sectors. Obviously,
this is well above the Fed’s normal target of 2% and increases
the chances of more severe economic headwinds. If the Fed
aggressively fights inflation through higher rates and balance
sheet reduction, they will add significant downward pressure on
consumers and the overall economy. If they are not aggressive
enough, inflation can remain elevated for a longer period of
time, also adding significant downward pressure.
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the form of falling asset market values and specifically the NEV
Supervisory Test. While every institution is unique, the function
of managing interest rate risk can almost always be improved
through the inclusion of NEV and Income Simulation results.
Doing so is key when discussing overall asset pricing along with
the difference between ALM results and executed strategy.

It’s important to note that the rate of change is just as important
as the overall amount of change when it comes to asset/
liability management. This is the reason asset pricing becomes
so important in this type of volatile interest rate environment.
The faster interest rates rise, the greater the negative impact
on our NEV in particular. The main reason behind this is the
fact that quick rate movements

leave credit unions very little

time to react and adjust their
asset yields. We can only add

higher yielding investments and
@ write higher yielding loans so
e fast. Often this means that the
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first few quarters during a rising

1 b2w rate trend can magnify and even

T I potentially overstate our IRR risk
III as measured through NEV. So,

what can we do to combat this?

Well at least part of the answer
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I think everyone was hoping for a bit of a breather coming into
2022, however we instead find ourselves in an equally challenging
situation where asset pricing and ALM strategy are of the utmost
importance. For most of the past 2+ years, it was income and
capital pressures that kept many up at night. The good news is
that today’s higher yields offer quick relief in those categories.
Unfortunately, we now have some new pressures coming in
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is that we need to quicken the
pace of asset repricing on our balance sheets. By no means
am | implying that this is an easy task. However, it is extremely
necessary and should be a top management and ALCO priority.
Increased loan demand is a very welcome sight especially after
what we have experienced the past two years. The tricky part
is that those new loans need to be at or above current market
levels to begin softening our NEV risk. It doesn’t help our IRR
position to be adding loans at 2021 levels. The market currently
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expects Fed Funds to reach 2.50% to 3.00% by the end of this
year and short investments (without credit risk) can easily earn
us 3% yield or more. All these factors must be taken into account
when discussing and adjusting asset pricing strategies right now.

Loan/Deposit/2yr Treasury — YOY% Change for CU

Industry 2001-2021
*Data from NCUA 5300 Call Reports
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generating additional loan volume by not raising loan rates is
too strong for the board to pass up. We could end up with a
significantly higher level of IRR than our ALM results originally
showed. Same can certainly be said on the deposit side of things.
So, our ALCO decisions and ALM assumptions must be kept in
line to ensure consistent accuracy of future strategic planning.

This is the reason we must always be looking to define, measure and
then manage our risks. Hopefully
many of you will already have this
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management process in place and
find yourselves well prepared to
handle this environment’s new

challenges. For those who do not,

0.80%

-1.30%

-1.80%

-2.30%

M YOY Change - Loan Yield ~ BYOY Change - COF  YOY Change - US 2yr Treasury

The above chart highlights the credit union industry’s inefficiency
when it comes to rate movements in the past. As you can see,
it is extremely common to see both loan and deposit rates lag
overall interest rate movements. The risk is that these lags can
lead to large amounts of additional IRR and specifically NEV
risk is left unattended. This is one of the reasons that including
ALM results in every strategic decision is so critical. It greatly
shortens our reaction time and reduces how far off the path we
can find ourselves in volatile environments. 2022, and likely 2023,
will require more frequent/active ALCO and strategic planning
sessions. At the same time, we need to ensure that the decisions
we make in those meetings are in line with the assumptions
we use in our ALM documents. Otherwise, we are basing our
strategic movements on outdated directions.

For example, what if our ALM assumes that new loan volume will
keep up with market rates (in a rising rate environment) leading
to increased yield and limited additional NEV risk? However,
during our next ALCO/board meeting the temptation to continue

there is still time to align your

internal systems and improve

your credit union’s ability to react

quickly and correctly. However,

that window of opportunity is

closing and now is the time to
start having those conversations.

The Baker Group is one of the nation’s largest independently
owned securities firms specializing in investment portfolio
management for community financial institutions.

Since 1979, we’ve helped our clients improve decision-
making, manage interest rate risk, and maximize investment
portfolio performance. Our proven approach of total resource
integration utilizes software and products developed by
Baker’s Software Solutions* combined with the firm’s
investment experience and advice. For more information,
contact Andy Okolski at The Baker Group: 800.937.2257,
www.GoBaker.com, or email: andyo@GoBaker.com.

*The Baker Group LP is the sole authorized distributor for
the products and services developed and provided by The
Baker Group Software Solutions, Inc.
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INTENDED FOR USE BY INSTITUTIONAL INVESTORS ONLY. Any data provided herein is for informational purposes only and is intended solely for the private use of the
reader. Although information contained herein is believed to be from reliable sources, The Baker Group LP does not guarantee its completeness or accuracy. Opinions
constitute our judgment and are subject to change without notice. The instruments and strategies discussed here may fluctuate in price or value and may not be suitable
for all investors; any doubt should be discussed with a Baker representative. Past performance is not indicative of future results. Changes in rates may have an adverse
effect on the value of investments. This material is not intended as an offer or solicitation for the purchase or sale of any financial instruments.
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