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The Evolving Regulatory Environment
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The Evolving Market Environment

The long period of low and stable rates ended as central banks enacted hikes across major economies

As we move away from a stable rates environment ALM comes into focus:

• Lower rates can lead to (further) margin compression, impacting NII and profitability

• Curve steepening can incentivize customers to switch from current accounts to savings products

• An expectation of rate rises can also impact customer behavior, for example through duration lengthening in mortgages 

• How applicable is historical data based on a stable and low rates environment?

• Hedging: Should banks explicitly hedge against margin compression? What metrics should be stabilized through hedging? 

• Funding challenges: Are retail deposits the most cost-effective form of funding in a negative rates environment?
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The Evolving Customer Environment

Changing means
of access 

1. Online and mobile

2. Less use of branches

Changing 
demographics

Changing customer
expectations

45% of young 

people uses only 
their mobile for 
banking
Source: Financial Empowerment in the Digital 
Age, ING, 2013

52% of 

customers want a 
wider variety of 
online services
Source: FICO, 2013

2/3 of UK bank 

branches have 
closed in the past 
30 years
Source: Which?
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The Evolving Competitive Environment

Fintech: Banks now face competition 
from a range of bespoke fintech firms 
which might focus on particular services 
such as payments and peer-to-peer 
financing.  

A series of fintechs have acquired 
banking licenses, and so transitioned 
into challenger banks.

Unbundling banking services is key to 
the business model of many fintechs, 
who focus on particular aspects of what 
used to be a bundled package of 
services. 

Non-financial tech firms can also 
become competitors, as they “rebundle” 
these services with their existing (non-
financial) platforms or offerings.   

Challenger banks Non-bank competitors Open banking

• There has been a proliferation of 
new entrants to the industry in 
recent years. Many have now gone 
beyond the initial ‘start-up’ phase 
to become established players.

• Challengers have adopted a variety 
of business models, with some 
focusing of tech while others have 
shunned the traditional deposit 
funding model.

• Nevertheless the industry remains 
highly concentrated (UK).

• Deposit stickiness: CMA July 2014 
Market Study update on Personal 
Current Accounts – Switching rates 
(in 12 month period) at 3%, Churn 
rates at 7%. Compared with 10-15% 
in energy, 10% mobile, 30-35% 
car insurance).

• This may change if the primary 
customer relationship is no longer 
with the bank.

• Robo-switching: Consider a PISP 
which managed a customers 
accounts across multiple banks, 
with the customer having
little to no interaction with
the underlying banks.

1 2 3
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The Evolving Role of a Bank

From distribution 
networks to 
customer 
experience

1

Banks as 
technology and risk 
management firms

2

Product unbundling 
and rebundling

3

Brand and 
customer loyalty

4
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Risk Management Framework

Effective risk management Frameworks include a hierarchy of capabilities and principles that are deemed as core to 
driving control and accountability.

Ensuring that risk is adequately 
embedded in key business processes
(e.g. strategy setting, incentives,
business planning etc.)

Attaining the desired risk 
culture through combination of 
having the right numbers of the 
right people in the right functions 
and ensuring they are appropriately 
incentivised.

Clear alignment between strategic, business and operational 
plans and risk strategy. Underpins capital management, risk 
appetite and performance management.

Identification, assessment and management of current and 
emerging risks arising out of business lines/regions. Robust 
processes in place to aggregate, prioritise and report risks 
on an enterprise wide basis.

Governance structure including senior 
management ownership and accountability, fully 
supported by a comprehensive risk management 
policy framework.

Risk appetite clearly articulates the Group’s risk tolerance 
fully reflecting its business strategy, expansion plans and 
financial resources. 

Risk focussed external communications strategy 
centres around actively managing internal and 
external stakeholders (Board, Regulators, Rating 
Agencies, Financiers). 

Risk management at the centre of business 
performance. Active assessment of risk and 
reward fully integrated within key business 
steering processes (strategic options evaluation, 
M&A activity, quarterly business reviews,
large projects etc.)

Risk quantification and stress testing to 
support business planning, strategy,
capital management, etc.

Ensuring the framework is 
supported with appropriate 
infrastructure (e.g. Data, systems, 
capital models, production of 
MI, etc.)

Business strategy Business management Business platform

Risk
strategy

Risk
appetite

Risk
profile

External communication and 
stakeholder management

Governance, organisation and policies

Business performance,
risk monitoring, reporting and KRIs

Business 
process

People, change
and reward

Management
information,

technology and 
infrastructure

Risk analysis and 
response selection

1

3

5

8

10

2

4

6

7
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Modelling Customer Behaviour

Retail products do not have an equivalent to the no arbitrage framework, leading to a multiplicity of approaches and 
models of varying sophistication across the industry. Whereas some models are data driven, many are highly 
dependent on expert judgement.

IssuesKey products Cashflow forecasts

NMDs
• “Double optionality’’

• Core vs non-core balances

• Separating liquidity & rate risk

• Margin compression

• Segmentation

• No industry standard model

Mortgages
• Prepayment modelling

• Rate structure

• Caps and floors

• Internal rates and optionality

• Factor models

Overnight 1d-3m 3m-6m 6m-12m 1-3yr 3-5yr 5yr-10yr

Core -

Non-Core - - - - - -

Maturity Bucketing (t)
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Data and Systems

Potential improvements – Data
• Use of modern data solutions for efficient storage, access and

distributed calculation.

• Fast, high level access to granular data - both in terms of
records and fields.

• Single view across systems of the representation of a product.

• Rationalised data architecture.

Current status – Data

• Though banks hold a wealth of granular data, it is often not available for 
MI or modelling.

• Data is dispersed across many systems, using a variety of 
data architectures.

• Multiple transformations (often manual) are applied to the data as it 
flows up from source systems to MI.

• There is no single view as to how a product (e.g. a mortgage) should be 
represented.

Potential improvements – Systems
• Use of modern technology for flexible systems.

• From Excel to coded models – Safe, controlled, testable, much faster.

• Increased computational speed opens doors to new levels of analysis, 
and frees up expert time for higher level tasks.

• Quant model brings business and development together.

Current status – Systems

• A proliferation of legacy systems with multiple patches. Inflexible, with 
expense and time consuming change cycles.

• ‘Manual’. Inappropriate use of excel models. 

• Models which take hours to run, using ‘large’ quantities of data, unsafe 
and hard to validate and control, time consuming.

• Separation of IT and business.
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Advanced Analytics: Quant Teams for ALM

There has been a recent trend toward the establishment of quant teams to support Treasury, particularly in institutions 
with developed markets operations. This has been further encouraged by SR11-7 and the increasing rigour demanded 
of Treasury modelling by validation departments, and more recently by a demand for strong analytics in anticipation of 
a changing rate environment.

Key advantages of Treasury quant teams:

The materiality of the risks handled by ALM suggests the team should have no less technical support than a trading desk.

Business (ALM) 

ModellingDevelopment

Quant

Rigour in pricing and hedging 

Advanced modelling capability

Development of bespoke tools

Analytics within the ALM team
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Advanced Analytics: Data Science for ALM

How might machine learning methods be useful in ALM?

Clustering

Segmenting accounts by behavior.

• Segmentation of accounts by balance rundown (NMDs), 
prepayment rates (mortgages) or roll rates (term deposits) for 
FTP and IRRBB.

• Model based clustering for coordinated segmentation and 
model fitting in Behavioural Modelling for FTP and IRRBB.

• Separation of stable and non-stable accounts for
LCR and IRRBB.

• Application to segmenting and modelling NMDs.

Classification

Relation of behavioural types to features.

• Associating account characteristics with behavioural segments.

• Enables classification of new accounts based on these 
characteristics. FTP, IRRBB, LCR.

• Generation of decision trees or other rules for LCR or IRRBB 
identification of stable vs non-stable deposit accounts.

• Links to predictive modelling – Using features to
predict behaviour.

Feature inference

Inference of relevant features. 

• Detect when salary payments into a current account cease. Has 
there been a change in the principle account (would imply a 
change in behaviour for the account), or does it indicate an end 
in employment (a potential change of behaviour in all products 
relating to the customer). 

• Identifying mortgage payments, or other regular bills. 
Identifying potentially distressed customers who may benefit 
from support or payment holidays on credit products. 

Dealing with sparse or limited data

• For example behavioural modelling for FTP, IRRBB.

• Ability to combine or enrich prior information with data, 
however sparse.

• Prior information may be expert judgement, contractual 
information, a model on a similar product with better data. 

Overlap with marketing

• Data science teams may already exist within the bank, data 
science for marketing may have significant overlap with its use in 
liquidity and ALM.

• For examples propensity models for account closure are used by 
data science teams in marketing.



Strategic ALM3
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Treasury and Strategy

Support the bank's strategy

Treasury strategy

Treasury operational plans and budget

Treasury goals

Firm strategy

Firm
vision 

and goals

• What the bank wants to be.

• What the bank must achieve to get there.

• How the bank will achieve its goals.

• What treasury must do to contribute to the 
bank’s strategy.

• How treasury will implement 
its strategy.

• How treasury will contribute to the 
bank’s strategy.
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FTP for Balance Sheet Management

Components of an effective FTP framework FTP and profitability 
• The first step in balance sheet management is an effective FTP framework providing 

transparency on profitability to management and appropriate incentivisation to 
desks

• FTP allocates the costs of central balance sheet resources, defining costs, and hence 
profitability, at a granular level

• Without an effective FTP process, net revenue and return are not known. 
Management decisions and desk incentives might be based on gross revenue rather 
than profitability.

• An effective FTP process is tailored to the bank’s business and strategy. A process 
which is appropriate for a retail bank may not make sense for a trading franchise

• ‘Risk free’ funding cost to the re-pricing tenor

• Typically based on a swap curve

Simple interest 
rate (gap) risk

• Additional spread representing own credit risk

• Typically based on senior unsecured debt, sometimes blended with 
retail deposits

Funding costs

• Opportunity cost of holding HQLA

• Active trading may offset the cost to some extent

Liquidity buffer 

• Adjustment to matched maturity approach representing the 
required stable funding

• Particularly pertinent to the trading book (e.g. equity derivatives)

NSFR charge

• Explicit charge for managing the risk associated with 
customer options

• Particularly pertinent to fixed rate mortgages with long durations

Option risk

• Adjustment for products not linked to the standard index used in 
the FTP process

• Reduces residual basis risk by centralising it in Treasury

Basis 
adjustment

• Adjustment to funding FTP charges under the assumption of partial 
backing by capital instruments 

Capital 
adjustment

• Explicit charge for the cost of holding collateral

• Particularly relevant to OTC derivatives

Collateral 
charge
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Planning & Forecasting

Effective business forecasts in a variety of scenarios are key to strategic decision making. Treasury generally manages 
banks’ most sophisticated and granular forecasting processes, though they can be slow and often lack the flexibility to 
deal with multiple scenarios. 

Advanced
modelling

Granular data
Dynamic
balance sheet
forecasting

Integration
with business
planning

Effective 
strategic 
decision making

Modelling customer 
behaviour under a variety of 
sceanrios.

CCAR and NII requirements 
are leading to increasing 
capabilities in this space.

Business planning should be 
based on acurate forecasts, 
which should include intended 
management actions.

No modelling or forecasting 
can be higher quality than 
the data it is based on.

Strategic decision making is 
arbitrary without accurate 
balance sheet forecasting.
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Balance Sheet Optimisation
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Quantitative Business Optimisation

Yields

• Market rates

• FTP curves

• Product details

1. Identify data elements 3. Analyse results2. Define constraints and objectives

Output

Risk vs Return profile 
for various business 
configurations 
within regulatory 
and risk appetite 
constraints, for
each scenario

Actualising results

• Quantitative analysis to support 
qualitative business decisions

• Quantitative optimisation on its own can 
not capture the full interdependencies 
and complexity within a real business

Strategic decisions

• Consider market dynamics and alignment 
with strategy

• Decisions are informed by applicability 
and achievability of options

Objectives

Maximise

RoA, RoE, 
RoRWA

Minimise

Vol or VaR of 
return KPI’s

Subject to

and

Balance sheet constraints

• LCR

• NSFR

• CET1

• Tier 1 Capital

• TLAC

Business considerations

• Business Plan

• Risk Appetite

• Product inter-dependencies

• Client considerations

Constraints and assumptions

• Data quality and granularity

• Historical vs forecasted metrics

• Correlations between products

• Regulatory ratios to be maintained

Split by products 
or desks

• Income

• Costs (FTP)

Return metrics

• RoA

• RoE

• RoRWA

Risk Metrics

• Vol, VaR

Scenarios

• Realistic

• Meaningful

• With narrative

Business configurations

• Actionable

Data
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