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1. Introduction

What is ALM and Why It Is Strategic

Asset & Liability Management (ALM) refers to the set of activities and strategies implemented
by a bank to manage its assets (loans) and liabilities (funding sources) in an integrated manner,
taking into account risk, profitability, and regulatory constraints.

The objective is to maximize enterprise value and ensure long-term sustainability, by actively
managing:

¢ |[nterest rate risk
e Liquidity risk

¢ Maturity transformation risk

Learning Objectives of the Handbook

This collection aims to provide a simulated—but realistic—experience, based on actual
macroeconomic and interest rate curve data, with the goal of developing:

¢ Market context analysis skills
* Consistent ALM positioning strategies
¢ Decision-making abilities under uncertainty

¢ Ex-post comparison with real market developments

How to Approach the Exercises: The ALM Manager Mindset

Each exercise simulates one decision-making quarter. The reader must take on the role of a
bank ALM Manager who, using the available data, must decide:

¢ How much interest rate risk to take (duration gap)

* Where to position along the yield curve (steepening/flattening)

¢ Which instruments to favor (government bonds, corporates, ABS)

* How to hedge interest rate risk (derivatives, hedge accounting)

¢ How to diversify funding sources and improve the regulatory profile

There are no “correct” answers—only reasoning that is consistent with the given scenario.
Every decision is later compared with how the market actually evolved.
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2. Series of Exercises

Structure of Each Exercise
e Brief macroeconomic context (no explicit dating at the start)
e Table with the last 4 quarters (Duration Gap values)
e User’s simulated decisions
e Next 2 quarters: actual macro and rate evolution

e Assessment of ALM positioning effectiveness



Exercise 1

Macro Context (Europe, without year or quarter indication):

e Inflation: Slightly slowing down but remains above the ECB's 2% target.

e Monetary policy: After a long series of hikes, the ECB has kept rates unchanged for
two quarters. However, meeting minutes still reveal a cautious tone.

e Growth: European GDP is stagnant, with slight contraction in some countries (e.g.,

Germany).

e Employment: Strong and stable.

¢ Markets: Volatility is decreasing, but expectations for future rate cuts are starting to

emerge.

e Sovereign spreads: Stable, though some tension is seen in peripheral countries.

ALM Indicators — Summary Table (Past 4 Quarters):

Quarter|[ECB Rate||Inflation YoY|/GDP YoY|Duration Gap|/Curve Positioning
T-4 3.75% 6.2% 1.1% -0.3 years Flat

T-3 4.00% 5.6% 0.8% -0.1years Slight short end
T-2 4.25% 5.1% 0.5% 0.0 years Neutral

T-1 4.25% 4.8% 0.2% +0.1 years Slight long end

Questions:

1. Whatis your Duration Gap target for the next two quarters?

2. What ALM strategy would you implement (curve positioning, any tactical choices)?

Assumed Positioning (TO = Decision Time):

e« Duration Gap: +0.2 years (slight extension > more sensitive to falling rates)

e Strategy:

o Purchases: Invest in short/mid-term securities (1-3 years) without hedging.



o Hedging: Receive on 2-5 year IRS (receiver swap) > long duration exposure on
that segment of the curve.

o Market View: Expectation of bull steepening (short rates falling faster than long
rates).

Actual Context of the Simulation: Second half of 2023 (Q3-Q4)

ECB Inflation GDP

Quarter Curve Movement Notes
Rate YoY YoY

Q3 52%> Start of short-end ECB paused hikes after
4.25% 0.1% .

2023 4.3% decline September

Q4 4.3% > . ||Market priced in 150 bps cuts
4.25% -0.1% ||Clear bull steepening

2023 2.9% for 2024

Ex-post Strategy Analysis:

o The slightly positive Duration Gap (+0.2) paid off: short-term rates began to fall in Q4
with even stronger expectations for cuts.

e Unhedged short/mid-term investments benefited from rate rallies.

e 2-5year receiver swaps gained significantly from bull steepening, as IRS rates followed
the declining curve.

Final Evaluation:
The ALM strategy would have been effective, particularly in:

e Curve positioning: Accurate bull steepening forecast.
¢ Risk management: Modestly exposed but well-directed.

¢ ALM efficiency: Margin improved via duration and curve plays without excessive risk.




Exercise 2

Macro Context — Europe (Start of T0):
+ Inflation: Dropped below 3% and appears to be converging toward 2%.

¢ Monetary policy: ECB cut rates by 25 bps after a prolonged pause. Markets price in
more cuts within 6 months.

e Economic growth: Moderate recovery, led by France and Spain.
o Employment: Stable, but with signs of weakening in Germany.
o Markets: Optimistic; sovereign spreads narrowed, equities rallied.

¢ Risks: Potential energy price rebound due to MENA geopolitical tensions.

ALM Indicators — Summary Table (Past 4 Quarters):

Quarter|[ECB Rate||Inflation YoY|/GDP YoY|Duration Gap|/Curve Positioning

T-4 4.25% 4.3% 0.0% +0.1 years Slight long end

T-3 4.25% 3.6% -0.1% +0.2 years Long

T-2 4.00% 3.1% 0.1% +0.3 years Neutral

T-1 4.00% 2.7% 0.3% +0.3 years Flat with slight short bias

Questions:
1. Whatis your Duration Gap target for the next two quarters?

2. Whatis your curve positioning and what hedging actions do you take?

Assumed ALM Positioning (TO > T+2):
e Duration Gap: Maintained at +0.3 years > modest directional bet on lower rates.
e Asset Allocation:
o Short-term investments without hedging > benefits directly from any rate cuts.

e Liability Hedging:



o Receiver swaps 2-5 years > protect against falling short-term rates.
e Asset Hedging (macro hedge):

o Payer swaps >10 years on fixed-rate mortgages > protect against long-end rate
drops and mark-to-market risk.

« Implicit view: Short rates likely to fall further, but long-end might steepen (energy
inflation or growth rebound).

Actual Scenario: H1 2024 (Q1-Q2)

Inflation ||GDP |Curve
Quarter| ECB Rate Notes

YoY YoY Movement
Q1 4.00%~> ||2.8%~> Flat, pressure on L

0.4% Market pricing in cuts from June

2024 4.00% 2.4% long end
Q2 4.00% > |2.4% ~> 0.6% Mild bear Geopolitical tensions and Fed
2024 3.75% 2.0% o steepening uncertainty slow long-end rally

Ex-post Strategy Evaluation:

o +0.3 Duration Gap: Consistent with gradual rate decrease »> good protection and
positive carry.

e Short investments: Performed well with high but slightly declining rates.
o Liability hedges (receiver swaps): Provided protection against core rate drops.

+ Fixed asset hedges (payer swaps): Protected from long-end rate increases; however,
since the move was mild bear steepening, there was a slight opportunity cost.

Conclusion:

Overall, a well-balanced and efficient strategy. Risk was well-managed and the positioning
prudently anticipated a potential narrative shift, including upward pressure on long rates
(which did materialize moderately).



Exercise 3

Macro Context - Europe (Start of T0):

Inflation: Unexpected uptick after months of decline, especially in food and energy;
back above 3%.

Monetary policy: ECB had cut rates once, but markets are questioning if it was
premature.

Growth: Stronger than expected, driven by public investment and extra-EU exports.
Employment: Solid, with modest wage growth.

Markets: Under pressure. Yields rising across core and periphery, bond volatility
increasing.

Exogenous factor: Sudden geopolitical instability in MENA affecting energy prices.

Forward guidance: ECB vaguer; several board members revert to “data dependency”.

ALM Indicators - Past 4 Quarters:

Quarter|[ECB Rate||Inflation YoY|/GDP YoY|Duration Gap|/Curve Positioning
T-4 0.00% 2.9% 0.4% +0.2 years Neutral

T-3 0.00% 2.6% 0.5% +0.3 years Long end

T-2 0.00% 2.3% 0.6% +0.4 years Long/steepening
T-1 0.00% 2.7% 0.7% +0.5 years Slight bull bias

Questions:

1.

What Duration Gap would you adopt?

2. What kind of ALM strategy would you apply?

Assumed ALM Positioning (T0 > T+2):

Duration Gap: Reduced to +0.1 years - close to neutral, protective stance.
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o Strategy:

o Macro hedge on long-term fixed assets (e.g., mortgages): payer swaps or
equivalent IRS to reduce mark-to-market losses from rising rates.

o Implicit view: Scenario reversal risk, upward rate pressure > best to limit long-duration
exposure.

Actual Scenario: H2 2021 (Q3-Q4)

ECB Inflation |[GDP |Curve

Quarter Notes
Rate YoY YoY Movement

Q3 2.2% > . Energy/commodity price boom;
0.00% 2.2% ||Bear flattening )

2021 3.4% long rates rise

Q4 3.4% > Strong bear Speculation on ECB hikes; Bunds
0.00% 4.6% .

2021 5.0% steepening move above 0%

Ex-post Strategy Evaluation:
e Lowering Duration Gap shielded you from the long-rate surge.
¢ Hedging fixed assets (mortgages) was effective in containing fair value losses.
¢ Avoiding new long-duration positions prevented losses on bonds and derivatives.

e Optionalimprovement: A hedge on short-term liabilities could have added
protection, but your strategy was consistent with long asset protection.

Conclusion:
Disciplined ALM management with good macro reading and defensive response. While many
ALM desks suffered from long-duration exposure, your strategy would have preserved value.
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Exercise 4

Macro Context — Europe (Start of T0):
e Inflation: Stable around 2%, but upward pressure seen on imported industrial goods.

e Monetary policy: ECB left rates unchanged for two quarters. Market is split between
pricing in cuts vs. prolonged pause.

o Growth: Weak but positive, with contrasting signals across sectors and countries.
o Employment: Still strong, but new hiring trends are slowing.
o Markets: Stable; core yields flat, slight spread widening in periphery.

o ECB Guidance: Still data-dependent, but more neutral tone than in the past.

ALM Indicators - Past 4 Quarters:

Quarter|[ECB Rate||Inflation YoY|/GDP YoY|Duration Gap|/Curve Positioning
T-4 3.50% 3.1% 0.5% +0.1 years Neutral

T-3 4.00% 2.9% 0.6% +0.2 years Flat with slight slope
T-2 4.50% 2.6% 0.7% +0.2 years Slightly long

T-1 4.50% 2.3% 0.4% +0.2 years Neutral

Questions:
1. Duration Gap for the next two quarters?

2. ALM strategic choices (curve play, hedging, balancing)?

Assumed ALM Positioning (TO > T+2):
¢ Duration Gap: Modestly increased to +0.3 years.
e Strategy:

o Banking book: Increase in unhedged short-term lending > benefit from high or
falling short-term rates.
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o Liability hedging: Receiver swaps (2-4 years) - protect from falling short-term

rates on liabilities.

« Implicit view: Expecting a moderate drop in short rates, but cautious on long-end.

Actual Scenario: H1 2024 (Q1-Q2)

Inflation

GDP

Curve

Quarter|[ECB Rate Notes
YoY YoY Movement
Q1 4.50% > 2.8%~> Mild bull .
0.4% ] Market awaits cuts from June
2024 4.50% 2.4% flattening
Q2 4.50% > 2.4% > 0.6% Mild bull First ECB move; short-end
. 0
2024 3.75% 2.0% steepening drops, long end steady

Ex-post Analysis:

o +0.3 Duration Gap: Well-calibrated, gained from short-end rate drop.

¢ Unhedged short-term lending: Strong performance from short rate rally.

e 2-4yearreceiver swaps: Effectively protected short-term liabilities.

o Potentialimprovement: Could have extended a bit into 5-10 year segment to benefit

from steepening (though less cautious).

Conclusion:

Well-balanced and profitable ALM strategy. You correctly anticipated a turning pointin
monetary policy and protected liabilities without excessive exposure. Excellent balance of

caution and tactical insight.
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Exercise 5

Macro context — Europe (start of period TO0):

¢ Inflation: Falling below 3%, but core remains sticky.

e Monetary policy: ECB has cut rates twice, but the market is pricing in a pause.

e Growth: Slowing down, especially in Germany and Italy.

e Sovereignh spreads: Widening significantly in peripheral countries (Italy, Greece,

Spain).

¢ Markets: Increased volatility, BTPs and high-yield corporates declining.

¢ Funding: Bank CDS rising. Wholesale funding costs under pressure, especially beyond

1Y maturities.

e Supervision: ECB has requested banks to more closely monitor the liquidity coverage

ratio (LCR) and maturity mismatch.

ALM Data - Last 4 Quarters

Quarter|ECB Rate||YoY Inflation|YoY GDP|Duration Gap|/Curve Positioning
T-4 0.00% 3.4% 0.7% +0.3 years Slightly long

T-3 0.00% 3.0% 0.6% +0.4 years Long end

T-2 0.00% 2.6% 0.4% +0.4 years Flat bias long

T-1 0.00% 2.5% 0.3% +0.4 years Neutral

Implications for the bank:

e More expensive and less stable funding (watch out for fixed-rate liabilities).

e Rising peripheral spreads (caution on credit-risky duration).

e Regulatory pressure to reduce mismatches and interest rate/liquidity risks.

Questions:

1. Target Duration Gap?
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2. How do you manage assets, liabilities, and derivatives in this context?

3. Optionally, suggest a tactical move (e.g., portfolio rebalancing, use of collateral,

sovereign duration reduction, etc.).

Assumed ALM positioning (TO » T+2 quarters):

Duration Gap: Maintained at +0.4 years, accepting some rate risk but with selective
hedging.

Curve view: Bull steepening > short rates expected to fall, long rates to hold or rise
slightly.

Assets:

o Unhedged short-term investments, favoring HQLA Level 1 (corporate and short-
term core/peripheral sovereigns).

o Focus oninstruments increasing collateral availability.
Liabilities & Derivatives:

o Macro fair value hedge on long-term mortgages (payer IRS, receiver swaptions,
etc.).

Tactical move:

o Structuring ECB-eligible collateralized mortgages > useful for future emergency
funding or TLTRO/PELTRO.

Real Scenario: H2 2022 (Q3-Q4 2022)

Inflation GDP
Quarter||[ECB Rate Curve Movement |[Notes
YoY YoY
Q3 0.00% ~> 8.6% ~> 1.7 Sharp bear ECB hikes accelerate, spread
2022 1.25% 9.9% 7 steepening tensions
Q4 1.25% > 9.9% ~> . Rate shock, Bund + BTP rally
1.9% |Bear flattening .
2022 2.50% 10.0% in Dec
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Ex-post Assessment
Effective decisions:

e Short-term HQLA investments performed well - resilient + more balance sheet
collateral.

e Mortgage hedges protected long-term asset MtM > correct focus.

e Collateral strategy > crucial margin management during the period.
Watchpoints:

¢ Curve rose more than expected: bull steepening materialized only in December.

e Some negative MtM on short-term long positions in Q3 > manageable due to low
duration and L1 asset base.

Conclusion:

Well-constructed and resilient strategy, with attention to regulation, funding, and collateral.
Your macro view was slightly early, but in ALM terms, this prudent approach provided better
maneuverability by year-end, when the scenario truly changed.
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Exercise 6

Macro context — Europe (start of period TO0):

e« External shock: A major US bank faces a sudden crisis due to duration losses and
deposit outflows.

o Contagion effect: Markets fear systemic risk » Bund rally, AT1 and bank sub-debt sell-
off.

o High volatility: Strong swings in rates, equity, bank CDS.

o ECB: Ready to provide liquidity but initially keeps rate hike path unchanged.

¢ Funding: Interbank market strained beyond 1 month; LCR and TLTRO still sufficient.
¢ Regulation: Pressure to protect CET1 (MtM impact on OCI from duration risk).

o Clients: Retail withdrawals increase at some banks (sight and term deposits).

ALM Data - Last 4 Quarters

Quarter|[ECB Rate||Inflation YoY|GDP YoY|Duration Gap|/Curve Positioning
T-4 0.00% 8.6% 1.6% +0.2 years Neutral

T-3 0.00% 6.9% 1.4% +0.3 years Long short-end
T-2 1.25% 5.9% 1.2% +0.4 years Slightly long

T-1 2.50% 4.9% 1.1% +0.4 years Flat

You’re facing:
¢ High uncertainty, core bond rally, pressure on banking risk and duration.

¢ Focus on OCI, volatile sight deposits, and potential regulatory changes.

Questions:
1. Target Duration Gap?

2. Asset: how do you position (duration, credit risk, instruments)?
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3. Liabilities: actions on funding and hedges?

4. Tactical move to protect CET1 or avoid OCI losses?

Assumed ALM positioning (TO > T+2 quarters):

e Duration Gap: Unchanged at +0.4 years > maintain rate exposure amidst volatile

curve.
e Assets:
@)
@)
spread/duration shocks.
o Liabilities:

o

@)

reduce rollover risk.

Unhedged ultra-short maturities = high yields, low MtM volatility.

Switch from FVOCI to HTC > reduce OCl impact, protect CET1 from

Funding diversification: longer bond maturities > improve maturity ladder,

No increase in hedging > deliberate choice, relying on curve stability.

o Prudenttactic: Avoid pro-cyclical hedges, focus on structural actions.

Real Scenario: SVB Crisis - H1 2023

Month ([Event Main Effects Curve Movement
March Silicon Valley Bank ||Market panic > AT1 collapse, Bund Sharp, short bull
2023 collapse rally, bank equity sell-off steepening
Apr—) ECB stabilizes, no ||[Funding and duration uncertainty Curve stabilizes,
r—Jun
P rate cuts lingers flattens slightly

Ex-post Analysis

Correct choices:

¢ Maintained Duration Gap: Benefited from short rate rally without excessive risk.

e Short uncovered investments: High return, low volatility, usable as collateral.

e FVOCI > HTC switch: Excellent timing > avoided CET1 impact unlike banks with long-
dated FVOCI.
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¢ Long-term funding: Critical move > post-SVB, bank bond markets tightened sharply.

Conclusion:

Clear and systemic strategy. Anticipated regulatory and balance sheet needs, avoided
emotional reactions. Maintained capital stability with flexibility to respond to future shocks. A
senior ALM approach.
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Exercise 7

Macro context — Europe (start of period TO0):

e Political turmoil: Eurozone country clashes with EU Commission over deficit and
budget.

e Sovereign spreads: Spike in spreads of the involved country > 10Y BTP exceeds 3.5%.
 Markets: Heavy sell-off in domestic bank stocks, sharp increase in ltalian bank CDS.

e ECB: Neutral stance but halts sovereign purchases (end of PSPP or reduced
reinvestments).

e Bank funding: Pressure on wholesale funding, rising retail marginal rates, declining
corporate deposits.

e Valuation impact: FVOCIl and HQLA penalized > CET1 and LCR affected.

e Clients: Nervous but not yet fleeing.

ALM Data - Last 4 Quarters

Quarter|[ECB Rate|BTP-Bund Spread|GDP YoY|Duration Gap|Positioning
T-4 0.00% 140 bps 1.6% +0.2 years Neutral

T-3 0.00% 160 bps 1.4% +0.3 years Slightly long
T-2 0.00% 200 bps 1.2% +0.4 years Long end
T-1 0.00% 280 bps 0.9% +0.4 years Neutral

You have a bank with sovereign exposure, positive duration, and stressed markets.
Questions:

1. Target Duration Gap?

2. Changes in asset portfolio (sovereign, HQLA, duration, credit risk)?

3. Actions on funding (clients, bonds, ECB)?

4. Any hedge or accounting move to protect CET1?
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Assumed ALM positioning (TO » T+2 quarters):
e Duration Gap: Unchanged at +0.4 years - rate risk isn’t the issue; sovereign risk is.
e Assets:
o Noforced sales > no realized losses or CET1 hits.

o Increase diversification > gradually shift away from domestic risk toward
core/semi-core (France, Belgium, Netherlands).

o Liabilities:

o Temporarily stop new bond issuance > avoids punitive spreads (AT1 and Italian
subordinated markets nearly shut).

o Maintain funding via deposits and existing refinancing.
¢ Accounting move:

o Switch from FVOCI to HTC on maturing/new assets > alighed with many banks’
practices to shield OCIl and capital ratios.

Real Scenario: “Spread Crisis” - Q2-Q3 2018

Spread BTP- .

Quarter Main Effects ALM Market
Bund

Q2 Populist govt, EU tensions, foreign||ltalian banks hit on HQLA and
130> 250 bps

2018 outflows CET1

Q3 . Funding markets tight, bank
250 > 310 bps |Budget rejected by Brussels

2018 stocks down

Ex-post Analysis
Winning choices:
e Sovereign diversification - front-ran foreign outflows.
¢ No bondissuance > avoided punitive spreads or under-subscriptions.
e Switch to HTC » common move to protect CET1, avoid breaching SREP thresholds.

¢ No forced sales > preserved book value, no realized losses.
21



Conclusion:

A strategic ALM response: avoided tactical traps (selling at loss, expensive funding) and built a
resilient balance sheet position. No need for derivative hedges — you managed the balance
sheet structure, which is the real buffer in such scenarios.
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Exercise 8

Macro context — Europe (start of period TO0):
e Growth: Strong recovery in Europe, rising exports, increasing confidence.
o« ECB rates: Still very low (zero or negative), no concrete sign of hikes.
« Inflation: Recovering slowly, still below target > ECB continues QE.
e Yield curves: Still very flat; negative rates up to 5Y in many core sovereigns.
e Credit: Improving fundamentals > spreads compressing (corporates and periphery).
e Markets: Equities rising, low volatility, AT1 and bank subordinated in rally.

« Regulation: Pressure on NPLs easing, ECB supervision relatively accommodating.

ALM Data - Last 4 Quarters

Quarter|[ECB Rate|/Inflation YoY|GDP YoY|Duration Gap||Positioning
T-4 0.00% 0.4% 1.2% +0.1 years Neutral

T-3 0.00% 0.8% 1.6% +0.2 years Slightly long
T-2 0.00% 1.2% 2.0% +0.3 years Long short-end
T-1 0.00% 1.5% 2.4% +0.3 years Bull flattener

You face low rates, compressing spreads, and surprising upside in real growth. Main risk:
staying too liquid/prudent and missing returns in the banking book.

Questions:
1. Target Duration Gap?

2. Assets: changes in duration or credit risk? Consider AT1, subordinated, or BBB
corporates?

3. Funding: do you issue, or change structure?

4. Tactical moves to exploit flat curves and QE?
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ALM Strategy (TO » T+2 quarters):

Duration Gap: Maintain or raise to +0.4 years > logical in low-rate, low-volatility
environment.

Funding:

o Issuein 0-5Y range > great timing given flat curve, minimal costs.

o Userepo/BCE tools: TLTRO and LTRO still advantageous - ultra-cheap funding.
Assets:

o Take profits on HTC&S - capture P&L from spread compression.

o Rotate portfolio: reinvest with slightly longer duration while controlling credit
risk.

o Avoid unnecessary credit risk: remain prudent on the margin.

Real Scenario: Europe 2017 - “Reflation Trade” + ECB QE

GDP
Quarter||Inflation YoY ECB Policy Spread Trend Curve
Q1 :
9017 1.5% 2.1% Rates at 0%, full QE ||[Spread compressing Flat curve
Q2 1 3% o 2% QE tépered but AT1 rally, periphery at Persistently
2017 ongoing tightest flat

Ex-post Analysis

Well-placed strategies:

Increased Duration Gap: rewarded with higher yields on long assets without MtM risk
(HTC).

Realized gains from HTC&S: banks did well rotating positions — especially peripheral
to core/semi-core.

ECB funding: using TLTRO with negative effective rates was almost a guaranteed carry
trade.
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e Short-termissuance: great timing — market absorbed everything at compressed

spreads with high demand.

Conclusion:
An opportunistic yet disciplined approach: leveraged the favorable context without taking

illiquid or pro-cyclical risks. Many banks enjoyed a “capital breathing space” during this time
— you used it to strengthen margins, CET1, and future flexibility.
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Exercise 9

Macro context - Europe (start of period T0)

¢ Global scenario: the tech bubble has just burst (end of 2000), equity markets are
crashing.

o September 2001: terrorist attacks in the US - global shock to confidence, investment,
and transportation.

e ECB monetary policy: cuts rates from 4.75% to 3.25% within a year > reactive stance.
o Inflation: low, but not deflationary.

e« Bond markets: initial flight to quality into Bunds and core Europe, followed by
moderate return to risk.

o Credit: first signs of deterioration in US and European non-financial corporates.

e European banks: asset quality still good, but high uncertainty. Many still focused on
domestic exposures.

e No QE, no extraordinary ECB tools: just standard rates and refinancing operations.

ALM data - last 4 quarters

Quarter|[ECB Rate||Inflation YoY|[Eurozone GDP|Duration Gap||Positioning
T-4 4.75% 2.2% 2.8% +0.1 years Neutral

T-3 4.50% 2.1% 2.1% +0.2 years Slightly long
T-2 4.25% 1.8% 1.5% +0.3 years Long

T-1 3.25% 1.6% 1.0% +0.3 years Long

You are managing a European bank in the early euro years, in a pre-QE, pre-derivatives boom
environment. Rates are still relatively high but declining. Curves are flattening, risk perception
is rising, but in an orderly fashion.
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Questions:

1.

2.

Actual

Duration Gap: do you increase, reduce, or maintain it?

Assets: do you hold long-term government bonds? Do you consider corporate credit or
not?

Funding strategy (no TLTROs or QE yet): do you use wholesale bonds, retail, or covered
bonds?

Any tactical moves on duration or liquidity in this unstable context?

scenario - Eurozone 2002 (T+1 and T+2)

Quarter||[ECB Rate|Inflation|/GDP YoY|Notes

Q1 2002||3.25% 2.4% 0.9% ECB stable, growth concerns

Q22002||3.25% 2.0% 0.7% Weak equity, corporate difficulties

Q32002||3.25% 1.9% 0.6% US scandals (Enron) weigh on sentiment

Bond markets: Bund yields keep falling (10Y from ~5.1% to ~4.5%), curves relatively
flat.

Corporate credit: confidence low, US IG defaults rising (e.g., Enron, WorldCom) >
widening spreads.

Equity: weak, volatility rising.

Banks: funding still available, but wholesale bond costs increase.

Ex-post strategy assessment

Area Choice Real outcome Evaluation
Duration +0.3 years, ECB on hold, longyields |[Spoton: MTM gains, solid BBK
Gap unchanged falling spread
Asset Long-term govies, |Corporate spreads up, Great protection: avoided credit,

ssets

no credit Bunds rally govies rallied

IRS FV Used to stabilize Low rate volatility, IRS Conservative but effective for
hedge MTM worked well accounting
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Area

Choice

Real outcome

Evaluation

Funding

ECB ops, retail
bonds, repo

ECB stable, repo reliable,
retail solid

Flexible and well-suited

Tactics

No added risk

Risk not rewarded >
correct choice

Conservative, appropriate
strategy

Conclusion

You acted just like a well-managed bank in 2002: long duration, diversified and careful
funding, no exposure to reputational/credit risks (avoiding corporates amid US scandals), and
prudent interest rate hedging with IRS.

This positioning would have generated positive returns on the banking book, stable CET1 (no
OCl losses), and manageable liquidity in an orderly but fragile market.
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Exercise 10

Macro context - Europe (start of period TO, inspired by 2006)

o ECB rates: gradually rising (from 2% to 3.25%) after a long period at zero > central bank
attempts to normalize.

« Inflation: moderate but slightly rising, with energy and real estate pushing higher.

e Growth: strong and widespread. Germany recovering, Southern Europe driven by

credit and construction.

¢ Financial markets: tight spreads everywhere, equity rally, perceived risk at historic

lows.

e Credit: boomin ABS, RMBS, CDOs » banks chasing carry trade with US/UK structures.

¢ Funding: easily accessible, even long-term. Ample retail funding.

« Bank ALM: often short duration, increasing leverage, heavy use of structured products.

ALM data - last 4 quarters

Quarter|[ECB Rate|/Inflation|GDP Eurozone|Duration Gap||Positioning

T-4 2.25% 1.9% 1.9% +0.1 years Neutral

T-3 2.50% 2.0% 2.2% +0.2 years Long short-term

T-2 2.75% 2.1% 2.5% +0.3 years Risk-on short

T-1 3.00% 2.2% 2.8% +0.4 years Risk-on, short duration

Curves are steepening, growth is strong, banks are pushing aggressively into credit and

securities portfolios. No clear signs of the incoming crisis yet.

Questions:

1. Duration Gap: do you maintain, shorten, or increase it?

29




2. Assets: increase or reduce exposure to spread instruments? Do you do ABS, RMBS,
subordinated debt?

3. Funding: do you issue long-term debt to lock in funding duration?

4. Do you hedge with IRS/CDS or stay exposed trusting stability?

Real scenario - Eurozone, 2007 (T+1 and T+2)

ECB . ||GDP

Quarter Inflation Notes
Rate YoY

Q1 . . .

2007 3.50% 1.8% 2.6% Everything seems stable, ECB hikes again

Q2 .

2007 3.75% 1.9% 2.8% US housing market starts to weaken

Q3 August: subprime crisis explodes, interbank funding
4.00% |12.1% 2.6%

2007 freezes

o Markets: subprime crisis erupts between Q2 and Q3 > confidence collapse, ABS/CDO
implosion.

o Long-term rates: start falling fast from September.

e Funding: severe tensions from mid-2007 > interbank markets freeze, ECB becomes
lender of last resort.

e Spreads: widen rapidly, especially for structured/subordinated products.

e Curves: flatten and invert with high volatility.

Ex-post strategy assessment

Area Choice Real outcome Evaluation

i . Excellent: avoided long-
Duration |[+0.4 years, tilted short- ||Curve flattened and .
. duration losses, well
Gap term inverted
managed

) Crisis hit ABS/financials ||Perfect: no MTM losses, no
Assets Avoided ABS/corporates L
hardest liguidity problems
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Area Choice Real outcome Evaluation

Funding Used retail and repos, |Wholesale blocked post-|[Very wise: less exposed to
undin

no wholesale August liquidity crisis
IRS Payer swaps on long Long rates dropped ~> Well-timed, mitigated MTM
hedging ||duration useful protection impacts

Conclusion

Your bank would have avoided the pitfalls that hit many EU/US institutions. No toxic exposure,
diversified funding, agile and protected duration —textbook ALM management before the
crisis.
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Exercise 11

Macro context - Eurozone, end of 2011 (beginning of period T0)

ECB rates: already cut twice (from 1.5% to 1.0%) between October and December
2011. Mario Draghi's ECB just took office.

Sovereign spreads: widening sharply. The BTP-Bund spread exceeds 500 bps; Spain
and Portugalin the danger zone.

Financial markets: equity and high-yield bonds crashing, poor liquidity, severe stress
on funding spreads.

Banks: Italian and Spanish banks under extreme pressure, heavily using ECB LTROs
(December 2011 + February 2012).

Yield curve: flat; short-term rates stuck at 1%, long-term rates falling in core countries,
rising in peripheral ones.

Assets: forced sales of fair value assets, but a boom in purchases of BTPs and
sovereign bonds by domestic banks (“carry trade” using LTRO).

Liabilities: wholesale funding frozen for many peripheralissuers. Retail becomes
critical.

ALM Data - Last 4 quarters (T-4 > T-1)

Quarter|[ECB Rate| BTP-Bund Spread|Duration Gap|[Positioning

T-4 1.25% 300 bps +0.2 years Slightly long

T-3 1.50% 350 bps +0.3 years Stable duration

T-2 1.00% 400 bps +0.4 years Longer on assets

T-1 1.00% 500+ bps +0.5 years Long position, more carry trade

In this context, banks must choose: stay cautious to protect capital and CET1, or take

advantage of the LTROs to engage in carry trades on BTPs and Bonos.
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Questions:

1.

2.

Duration Gap: shorten it, keep it, or increase it?

Assets: invest in peripheral sovereigns to profit from the carry? Do you expose yourself
to spread risk?

Funding: take LTROs heavily or seek alternative funding?

Hedges: IRS, CDS on sovereign spreads, macro hedges on assets?

Actual Scenario - Eurozone, Q1-Q2 2012 (T+1 and T+2)

ECB BTP-Bund

Quarter Main Events

Rate Spread

1
SO‘I 5 1.00% ||400-450 bps |[|Second LTRO (Feb) for €529 bn. Markets calm but fragile.
Q2 Panic returns: Greek elections, fears over Spain, Spanish
0.75% ||450-520 bps . .
2012 bank bailoutin June.

Sovereign markets: high volatility, but purchases of BTPs and Bonos by domestic
banks support prices, especially on the short end.

Yield curve: remains flat or slightly inverted in core countries, while short-term rates in
periphery remain high (e.g., 2-year BTPs yielding >4%).

Funding: LTRO was decisive > banks that used it avoided liquidity issues and gained
significant margins.

Corporate/ABS spreads: remain high > prudence rewarded.

IRS rates: slight decline (especially on 5-10y), useful for fair value hedges on long
portfolios.
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Ex-post strategy assessment

Area Choice Real Outcome Evaluation
) . . Efficient: maximized carry
Duration Falling IRS rates, high . . .
+0.5 years ] ] without excessive duration
Gap peripheralyields .
risk
Short-maturity 2-5y BTPs and Bonos Excellent: balanced
Assets peripheral performed well, limited MTM |risk/return without toxic
sovereigns impact overexposure
Fundi LTRO + retail + LTRO essential, interbank Resilient: stable funding,
undin
g interbank repo limited > good diversification ||positive margins
FVH Focused on IRS down, spread volatile » | Technically sound: hedges
hedging ||peripheral bonds FVH effective protected MTM and CET1
HTM In line with regulatory best Wise: protected CET1 during
Gradual start ) )
strategy practices volatile quarters
Conclusion

A highly refined strategy in an ultra-complex environment. You captured the opportunity of
peripheral carry trades without excessive risk, leveraging the ECB’s bazooka while protecting

capital.

Your bank would have emerged from H1 2012 profitable, liquid, and with intact capital—while

many competitors were undergoing recapitalizations or under supervisory scrutiny.
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Exercise 12

Macro context - End of 2019 (start of TO)

ECB rates: deposit rate at -0.50%, main refinancing rate at 0%.

QE: restarted in November 2019 (€20 bn/month); Draghi has just left, Lagarde takes
over.

Yield curves: deeply negative up to 7-10 years in Germany, slightly positive in
peripherals.

Inflation: low (0.9%), sluggish growth, deflation risk perceived.
Sovereign spreads: contained (BTP-Bund around 140-150 bps).

Funding: negative rates in interbank market, abundant liquidity, ECB launches TLTRO
Il (with rate bonus if lending increases).

Systemic risk: apparently minimal. Equity markets at highs, volatility very low.

Asset classes: large inflows into all yield-producing assets (IG corporate, ABS,
covered bonds, even bank subordinated debt).

ALM Data - Last 4 quarters (T-4 > T-1)

ECB 10y BTP BTP-Bund Duration
Quarter . Notes
Rate Yield Spread Gap
2.70% >
T-4 0.00% 260> 180 bps ||+0.1 years BTP rally
1.80%
1.80% >
T-3 0.00% 180> 140 bps |+0.2years ||QE restarts
1.30%
1.30% >
T-2 0.00% 140> 130 bps ||+0.3 years Long rates fall
1.00%
1.00% ~> Stable market, weak macro
T-1 0.00% 130> 135bps ||+0.4 years .
0.90% signs

You’re the treasurer and ALM manager of your bank at the start of 2020. Curves are

flat/inverted, markets are euphoric, funding is free, QE is ongoing. Everything seems calm...

but we know COVID is just weeks away.
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Questions:
1. Duration Gap: do you increase, reduce or keep it unchanged?

2. Assets: doyou investin spread instruments or stick to core/peripheral sovereigns?
What choices do you make regarding duration and rate risk?

3. Funding: do you take advantage of TLTRO lll, retail markets, public issuance? Do you
exploit negative rates?

4. Rate hedging: payer or receiver IRS? Bet on further rate drops or protect against
reversals?

5. General stance: prudent or aggressive, given the apparent calm?

Actual Scenario - Q1-Q2 2020 (T+1 and T+2)

ECB BTP-Bund
Quarter||Key Event ALM Notes
Rate Spread

Q1 COVID hits Liquidity shock, sovereign sell-off,
0.00% ||135~> 280+ bps )

2020 Europe funding stress

Q2 ECB response Stabilization, inflows back to
0.00% (280 ~> 170 bps .

2020 (PEPP) peripherals

Key Dynamics:

e Sovereign markets: March 2020 = peak stress. Massive sell-off of BTPs and Bonos
(even on short maturities!). In April, ECB launches PEPP (€750 bn, later expanded).

e Yield curve: temporary steepening (bear steepening), then flattens again. Medium-
long IRS initially rise, then fall.

e Funding: TLTRO lll proves crucial. ECB increases bonus rate to -1% for banks
increasing lending > those who used it gained guaranteed net margins.

e ALM pressure: banks that were too long or held FV-OCI assets with wide spreads
suffered MTM losses and CET1 pressure.

o Spread risk: sovereign and credit spreads exploded in March, then normalized quickly
after PEPP.
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Ex-post strategy assessment

Area Choice Real Outcome Evaluation
Duration IRS initially up, then down. ||Correct: exposed but not
+0.4/+0.5 years
Gap Shock manageable vulherable
Short-dated peripheral
Short uncovered . Well managed: good carry,
Assets . bonds hitin March, then o
core/peripheral govs limited drawdown
recovered
. Strategic: negative-cost
. . TLTRO Il with -1% bonus = .
Funding |[ECB TLTRO Il + retail . ) funding, guaranteed
strong, certain margin i
margin
FVH Only on long peripheral ||5-10y IRS moved but hedge |Defensive and technical:
hedging |bonds helped contain MTM risk effective CET1 protection
. Robust: protected balance
Spread Controlled exposure, March = stress, April = ] .
. . sheet while keeping
risk duration managed recovery .
margin

Conclusion
You would have exited the COVID crisis with:

aresilient portfolio, no structural losses;

highly profitable funding via TLTRO llI;

stable CET1 thanks to targeted FVH decisions;

operational flexibility to benefit from the post-PEPP rebound (Q3 2020).

An ALM strategy among the best in that context, adopted by many well-capitalized European
banks with well-coordinated Treasury teams.
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3. Conclusion

Lessons Learned

Through the analysis of real macroeconomic scenarios and the exercise of ALM simulations,
several key principles of strategic Asset & Liability Management have emerged:

¢ Timingis crucial: History shows that decisions taken in advance of monetary policy
cycles are often rewarded. In particular, correctly anticipating a rate hike or cut cycle
allows for effective positioning both in terms of duration profile and interest rate risk
exposure.

o Flexibility is a competitive advantage: Banks that maintained a balanced portfolio, with
room to maneuver on both assets and liabilities, proved to be more resilient to sudden
contextual changes.

e Managing the duration GAP is not enough: Monitoring the duration gap alone is
insufficient. It must be supported by an integrated view that considers:

o yield curve and counterparty composition,

o the portfolio structure across HTC, FVOCI, and FVTPL classifications,
o asset quality (ratings, liquidity, eligibility as collateral),

o funding diversification.

o Tactical use of hedging is essential: The management of swaps and hedging strategies
(micro/macro, cash flow/fair value) proved critical in sustainably adjusting the
effective duration and exposure to interest rate risk—especially in highly volatile
markets.

e Theinteraction between ALM and the business model: Each ALM decision has
strategic implications for the interest margin, market risk, and capital strength.
Consistency, gradualism, and a medium-to-long-term view are essential to avoid
ineffective trade-offs.

How to Think in a Forward-Looking Way

An ALM Manager must act with a forward-looking mindset, considering not only the current
setup but especially:
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Expectations on rates and forward curves: analyzing central bank communications,
curve differentials, and expected inflation dynamics.

Alternative scenarios: building simulations based on different hypotheses (baseline,
adverse, severe) and assessing the impact on net interest margin, capital, and liquidity.

Strategic coherence: every ALM maneuver must consider the bank’s commercial
policies (e.g., fixed vs variable-rate mortgage strategy) and regulatory capital and
liquidity constraints.

Operational agility: being ready to promptly respond to external shocks (loss of
confidence, rapid market movements) enhances a bank’s resilience and reduces
mispricing or margin deterioration risks.

The Importance of ALM Governance and Alignment with ICAAP/ILAAP

Effective ALM management requires a structured governance system aligned with risk control

and integrated planning processes:

Role of the ALCO Committee: it must ensure strategic vision, alignment with business
planning, and consistency with the risk limits taken. Decisions should be documented,
formally approved, and systematically monitored.

Integration with ICAAP and ILAAP: interest rate risk, funding concentration, and
sensitivity to market changes must be explicitly integrated into:

o internal capital assessment (ICAAP),
o liquidity and funding risk evaluation (ILAAP),
o the definition of capital buffers.

Reporting, transparency, and accountability: these are essential to ensure that ALM
decisions are understandable, measurable, and consistent with the bank’s risk
appetite and regulatory expectations.
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