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Abstract 

             Asset and Liability Management (ALM) is the process of managing the use of assets 

and cash flows to reduce the firm’s risk of loss from not paying a liability on time. Well-

managed assets and liabilities increase business profits. The asset and liability management 

process is typically applied to bank loan portfolios and pension plans. It also involves 

the economic value of equity. An effective ALM technique aims to manage the volume, mix, 

maturity, rate sensitivity, quality and liquidity of the assets and liabilities as a whole so as to 

attain a predetermined acceptable risk-reward ratio. The purpose of ALM is to enhance the asset 

quality, quantify the risks associated with the assets and liabilities and further manage them in 

order to stabilize the short-term profits, the long-term earnings and the long-run sustainable of 

the bank.  

Keywords: ALM Techniques and Policies, Rate Sensitivity, Basel III Norms. ALCO 

Introduction 

           The Indian banking sector has emerged as one of the strongest drivers of India’s economic 

growth. The banking system of India should not only be hassle free but it should be able to meet 

new challenges posed by the technology and any other external and internal factors. Post-

independence era, India’s banking system has several outstanding achievements to its credit.  

The most striking is its extensive reach not only to metropolitan or cosmopolitan areas but even 

to the remote corners of the country.  This is one of the main reasons of the main reasons of 

India’s growth process. 

          ALM is a dynamic process of Planning Organizing, and Controlling of Assets and 

Liabilities and their volumes, mixes, maturities, yields and costs in order to maintain liquidity 

and Net Interest Income (NII). 
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          ALM is about management of Net Interest Margin (NIM) to ensure that its level and risk 

factor are compatible with risk/return objectives of the bank.  It is more than just managing 

individual assets and liabilities.   It is an integrated approach to bank financial management 

requiring simultaneous decisions about type and amount of financial assets and liabilities it holds 

or its mix an d volume.  In addition, ALM requires an understanding of the market area in which 

the bank operates.  

        The framework of asset-liability management broadly covers area of interest, rate risk, 

liquidity risk, exchange risk and credit risk.  ALM can be defined as an operation for assessing 

the above mentioned risks, actively altering the asset-liability portfolio, and for strategically 

taking actions and managing risks with the objective of maximizing profits.  ALM is not limited 

to on-balance sheet assets and liabilities such as deposits and lending only, but also includes off-

balance sheet activities such as swaps, futures and options.   The objective of ALM is to make 

banks fully prepared to face the emerging challenges.  

Objectives 

1. To review the interest rate structure and compare the same to the interest/product pricing 

of both assets and liabilities.  

2. To examine the loan and investment portfolios in the light of the foreign exchange risk 

and liquidity risk that might arise. 

3. To examine the credit risk and contingency risk that may originate either due to rate 

fluctuations or otherwise and assess the quality of assets. 

4. To review the actual performance against the projections made and analyzes the reasons 

for any effect on spreads. 

5.  Stabilize the short-term profits, long-term earnings and long-term substance of the bank.  

         The parameters that are selected for the purpose of stabilizing asset liability 

management of banks are: 

- Net Interest Income (NII) 

- Net Interest Margin (NIM) 

- Economic Equity Ratio (EER) 

The emergency / Necessity of Asset Liability Management in Indian Banks 

        ALM is introduced in Indian Banking industry from 1
st
 April, 1999.  ALM is concerned 

with risk management and provides a comprehensive and dynamic framework for measuring, 

monitoring and managing liquidity, interest rate, foreign exchange and equity and commodity 

price risks of a bank that needs to be closely integrated with the banks business strategy.  

       The asset-liability management in the Indian banks is still in its nascent stage. With the 

freedom obtained through reform process, the Indian banks have reached grater horizons by 
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exploring new avenues.  The government ownership of most banks resulted in a carefree attitude 

towards risk management.  This complacent behavior of banks forced the Reserve Banks to use 

regulatory tactics to ensure the implementation of the ALM. Also, the post-reform banking 

scenario is marked by interest rate deregulation, entry of new private banks, and gamut of new 

products and greater use of information technology.  

       To cope with these pressures banks were required to evolve strategies rather than adhoc fire 

fighting solutions. Imprudent liquidity management can put banks’ earnings and reputation at 

great risk.  These pressures call for structured and comprehensive measures and not just 

contingency action.  The management of banks has to base their business decisions on a dynamic 

and integrated risk management system and process, driven by corporate strategy. Banks are 

exposed to several major risks in the course of their business – credit risk, interest rate risk, 

foreign exchange risk, equity/commodity price risk, liquidity risk and operational risk.  It is, 

therefore, important that banks introduce effective risk management systems that address the 

issues related to interest rate, currency and liquidity risks. 

Implementation of ALM System 

        In 1993-94 RBI asked public sector banks to frame the ALM policy.  But, first ever 

comprehensive circular for establishing ALM system was issued by RBI on 19
th

 Feb 1999.  

        According to this circular the process of ALM rests on 3 pillars: 

ALM Information systems 

- Management Information System 

- Information availability, accuracy, adequacy and expediency 

ALM Organization 

- Structure and responsibilities 

- Level of top management involvement 

ALM Process 

- Risk parameters 

- Risk identification 

- Risk measurement 

- Risk management 

- Risk policies and tolerance levels 

ALM Organization 

          The Asset-Liability Committee (ALCO) consisting of the bank’s senior management 

including CEO should be responsible for ensuring adherence to the limits set by the Board as 
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well as for deciding the business strategy of the bank (on the assets and liabilities sides) in line 

with the bank’s budget and decided risk management objectives. 

        The ALM desk consisting of operating staff should be responsible for analyzing, monitoring 

and reporting the risk profiles to the ALCO.  The staff should also prepare forecasts 

(simulations) showing the effects of various possible changes in market conditions related to the 

balance sheet and recommend the action needed to adhere to bank’s internal limits. 

        The ALCO is a decision making unit responsible for balance sheet planning form risk-

return perspective including the strategic management of interest rate and liquidity risk.  Each 

bank will have to decide on the role of its ALCO.  Its responsibility is also the decisions to be 

taken by it. The business and risk management strategy of the bank should ensure that the bank 

operates within the limits / parameters set by the Board.  The business issues that an ALCO 

would consider, inter alia, will include product pricing for both deposits and advances, desired 

maturity profile of the incremental assets and liabilities, etc. 

        In addition to monitoring the risk levels of the bank, the ALCO should review the results of 

progress in implementation of the decisions made in the previous meetings.  The ALCO would 

also articulate the current interest rate view of the bank and base its decisions for future business 

strategy on this view.  In respect of the funding policy, for instance, its responsibility would be to 

decide on source and mix of liabilities or sale of assets.  Towards this end, it will have to develop 

a view on future direction of interest rate movements and decide on a funding mix between fixed 

v/s floating rate funds wholesale v/s retail deposits, money market v/s capital market funding, 

domestic v/s  foreign currency funding, etc.  Individual banks will have to decide the frequency 

for holding their ALCO meetings. 

ALM Information System 

         ALM Information System is used for the collection of information accurately, adequately 

and expeditiously.  Information is the key to the ALM process.  A good information system gives 

the bank management a complete picture of the bank’s balance sheet. 

ALM Process 

         The basic ALM process involves identification, measurement and management of 

parameters.  The RBI in its guidelines has asked Indian banks to use traditional techniques and 

Gap Analysis for monitoring interest rate and liquidity risk.  However, RBI is expecting Indian 

banks to move towards sophisticated techniques like Duration Simulation, and VAR in near 

future. 

         RBI recommended Asset Liability Management system for measuring cash flow 

mismatches in different time bands.  Banks should have to analyze the behavioral maturity 

profile of various components of on / off-balance sheet items on the basis of assumptions and 

ISSN/eISSN: 0889-6348

http://www.proteusresearch.org/    Page No: 164

PROTEUS JOURNAL

VOLUME 11 ISSUE 12 2020



trend analysis supported by time series analysis. Banks should also undertake variance analysis 

at least once in six months to validate the assumptions.  The assumptions should be fine-tuned 

over a period which facilitates near reality predictions about future behavior of on/off-balance 

sheet items. 

Ratios 

       The ALCO will monitor the Bank’s liquidity position by reviewing the following measures: 

o Cash Reserve (Minimum 6%) 

o Liquid Assets (20-26%) 

o Loans / Deposits (70-80%) 

          The Cash Reserve Ratio is calculated by expressing cash reserves (comprising local cash 

and net balances with the Central Bank) as a percentage of total deposits.  The Banking Act 

requires that commercial banks hold 6 per cent of their deposits with Central Bank.  The liquid 

assets ratio is calculated as liquid assets expressed as a percentage of total deposits, and the 

Central Bank guidelines provide that this should be between 20 per cent and 25 per cent.  Liquid 

assets comprise total cash reserves including foreign cash, treasury bills and other risk free 

investments, cheques for collection and net balances with Central Bank and other banks.  The 

loans to deposits ratio is calculated as net loans and advances expressed as a percentage of 

deposits. The Central Bank prudential guidelines require a ratio between 75 per cent and 85 per 

cent.  A very high ratio suggests less liquid position and presents the risk that some loans may 

have to be sold at a loss to member depositors claims. A low ratio indicates excess liquidity and 

potentially low profits. 

Funding 

         Forecasting future events is essential to adequate liquidity planning.  Sound financial 

management can help buffer negative changes in the Bank’s economic climate and Accenture 

positive ones.  Forecasting of future events is very subjective and fraught with potential error 

management must therefore develop contingency plans in case its projection is wrong.  Effective 

contingency planning involves identifying minimum and maximum liability needs and weighing 

the alternative courses of action designed to meet the needs.  Monthly cash flow projection will 

be sought from large customers.  

       The following are alternative ways the bank can meet its liquidity needs: 

• Increase core deposits 

• Acquire interbank deposits 

• Sell large time or notice deposits in domestic money market 

• Borrow from lender of last resort 

• Borrow on the Inter-Bank Market 
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• Lengthen the average life of the bank’s liabilities portfolio 

• Maintain unused lines of credit with other financial institutions 

• Loan participations 

          The ALCO will review annually, as part of the annual budget preparation or as often as 

necessary, the Bank’s deposit structure in relation to volume and trend of various types of 

deposits, maturity distribution of time deposits and rates paid compared to rates offered by 

competitors.  

Accounting for Problem Loans 

        The Board of Directors understands that in any portfolio there will be delinquent loans 

which require special accounting procedures.  The Bank has therefore adopted the Central Bank 

Prudential Guidelines with respect to loan review, loan classification, loan provisioning, and 

suspension of interest and loan write-offs.  The guidelines require an annual review of at least 70 

per cent of the Bank’s credit portfolio taking into consideration; the terms of the loan, the 

business of the borrower, evaluation of the project being financed security, and debt service. 

        The loans are classified into five categories they are pass, special mentioned, substandard, 

doubtful, and loss.  Any loan classified as substandard, doubtful or loss requires a provision of 

10 per cent, 50 per cent or 100 per cent respectfully. A 1 per cent provision is required for the 

percentage of the portfolio not reviewed. Interest should stop accruing on non-performing credits 

classified as substandard, doubtful or loss unless adequate security exists and full collection is 

expected within three months.  Interest on Government guaranteed loans should continue to 

accrue up to the limit of the guarantee.  Write-off is recommended for loans that have been 

classified as loss for over three months. 

Portfolio Management 

         The need for credit portfolio management emanates from the necessity to optimize the 

benefits associated with diversification and to reduce the potential adverse impact of 

concentration of exposures to a particular borrower, sector or industry.  Stipulate quantitative 

ceiling on aggregate exposure on specific rating categories, distribution of borrowers in various 

industry, business group and conduct rapid portfolio reviews.  The existing framework of 

tracking the non-performing loans around the balance sheet date does not signal the quality of 

the entire loan book.  There should be a proper and regular on-going system for identification of 

credit weaknesses well in advance.  Initiating steps to preserve the desired portfolio quality and 

integrating portfolio reviews with credit decision-making process. 

Loan Review Mechanism 

        This should be done independent of credit operations.  It is also referred as Credit Audit 

covering review of sanction process, compliance status, review of risk rating, and pick up of 
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warning signals and recommendation of corrective action with the objective of improving credit 

quality.  

         It should target all loans above certain cut-off limit ensuring that at least 30 per cent to 40 

per cent  

RBI Guidelines on ALM 

        As per RBI guidelines, commercial banks are to distribute the outflows/inflows in different 

residual maturity periods known as Time buckets.  The Assets and Liabilities were earlier 

divided into the maturity buckets (1–14 days; 15–28 days; 29–90 days; 91–180 days; 181– 365 

days, 1-3 years and 3-5 years and above 5 years) based on the remaining period to their maturity 

residual maturity.  All the liability figures are outflows while the asset figures are inflows.  

• In September, 2007, having regard to the international practices, the level of 

sophistication of banks in India, the need for a sharper assessment of the efficacy of 

liquidity management and with a view to providing a stimulus for development of the 

term-money market, RBI revised these guidelines and it was provided that: 

• The banks may adopt a more granular approach to measurement of liquidity risk by 

splitting the first time bucket (1-14 days at present) in the Statement of Structural 

Liquidity into three time buckets, next day, 2-7 days and 8-14 days.  Thus, now we have 

10 time buckets.  After such an exercise, each bucket of assets is matched with the 

corresponding bucket of the liability.  

• When in a particular maturity bucket, the amount of maturing liabilities or assets does not 

match, such position is called a mismatch position, which creates liquidity surplus or 

liquidity crunch position and depending upon the interest rate movement, such situation 

may turn out to be risky for the bank.  Banks are required to monitor such mismatches 

and take appropriate steps so that bank is not exposed to risks due to the interest rate 

movements during that period.  

• The net cumulative negative mismatches during the next day, 2-7 days, 8-14 days and 15-

28 days buckets should not exceed 5 per cent, 10 per cent, 15 per cent and 20 per cent of 

the cumulative cash outflows on the respective time buckets in order to recognize the 

cumulative impact on liquidity. 

• The Boards of the Banks have been entrusted with the overall responsibility for the 

management of risks and is required to decide the risk management policy and set limits 

for liquidity, interest rate, foreign exchange and equity price risks.  

Emerging Issues in the Indian Context of ALM 

         With the onset of liberalization, Indian banks are now more exposed to uncertainty and to 

global competition.  This makes it imperative to have proper asset-liability management system 
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in place.  The following points bring out the reasons as to why asset-liability management is 

necessary in the Indian context. 

1. In the context of a bank, asset-liability management refers to the process of managing the 

net interest margin within a given level of risk. 

Net Interest Margin = Net interest income / Average earning assets 

 

Net Interest Margin can be viewed as the spread on earning assets.  Efficient management 

on net interest margin becomes essential as the basic objective of banks is to maximize 

income while reducing their exposure to risk. 

 

2. Several banks have inadequate and inefficient management system that have to be altered 

so as to ensure that the banks are sufficiently liquid. 

3. An increasing proportion of investments by banks is being recorded on a market –to-

market basis and as such large portion of the investment portfolio is exposed to market 

risks countering the adverse impact of these changes is possible only through efficient 

asset-liability management techniques. 

4. As the focus on the net interest margin has increased over the years, there is an increasing 

possibility that the risk arising out of exposure to interest rate volatility will be built into 

the capital adequacy norms specified by the regulatory authorities.  This, in turn, will 

require efficient asset-liability management practices.  

Information Technology and Asset-Liability Management in the Indian Context 

          Many of new private sector banks and some of the non-banking financial companies have 

gone in for complete computerization of their branch network and have also integrated their 

treasury, forex, and lending segments.  The information technology initiatives of these 

institutions provide significant advantage to them in asset-liability management since it 

facilitates faster flow of information, which is accurate and reliable.  It also helps in terms of 

quicker decision-making from the central office since branches are networked and accounts are 

considered as belonging to the bank rather than a branch.  

          In other words, the boundaries of asset-liability management architecture itself is changing 

because of substantial changes brought about by information technology and to that extent the 

operations managers are provided with multiple possibilities which were not earlier available in 

the context of large number of branch networks and associated problems of information 

collection, storage, and retrieval.  

          In the Indian context, asset-liability management refers to the management of deposits, 

credit, investments, borrowing, forex reserves and capital, keeping in mind the capital adequacy 

norms laid down by the regulatory authorities.  

        Information technology can facilitate decisions on the following issues: 
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• Estimating the main sources of funds like core deposits, certificates of deposits, and call 

borrowings. 

• Reducing the gap between rate sensitive assets and rate sensitive liabilities, gives a 

certain level of risk. 

• Reducing the maturity mismatches so as to avoid liquidity problems. 

• Managing funds with respect to crucial factors like size and duration. 

Conclusion 

          Banks should have an effective organization structure for management of risks which is 

the major concern of top management of the bank.  ALM is a part of the overall risk 

management in banks.   It examines the assets and liabilities simultaneously on a continuous base 

with a view to ensuring a proper balance between funds mobilization and their deployment with 

respect to their maturity profiles, cost, yields and risk exposure.  ALCO should be responsible for 

ensuring adherence to the limits set by the Board as well as for deciding the business strategy of 

the bank in line with banks budget and decided risk management objectives and also it should be 

according to the norms prescribed by RBI.  

          Asset Liability Management eventually becomes the foundation for comprehensive 

Balance Sheet Planning.  It is possibly not an exaggeration to state that the practices on ALM.  

FTP and Profitability planning all ultimately reflect in Balance Sheet Planning and this could 

potential change the way businesses approach planning, thereby leading to pro-active and 

profitability management of the balance sheet. 

Key Takeaways 

• Asset/liability management reduces the risk that a company may not meet its obligations 

in the future. 

• The success of bank loan portfolios and pension plans depend on asset/liability 

management processes. 

• Banks track the difference between the interest paid on deposits and interest earned on 

loans to ensure that they can pay interest on deposits and to determine what a rate of 

interest to charge on loans. 
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