
INTRODUCTION
Asset and liability management is a new concept in bank management. 
Previously, asset management and liability management of a bank were carried 
out on a separate basis. During the period from the end of World War II to the 
end of the 1960s, the management of financial institutions focused on asset 
management only because banks were able to procure deposit funds easily and 
also the interest rates were rather stable. Banks focused more on making 
investment decisions pertaining to the available funds then. 

Management of financial institutions was eventually compelled to put more focus 
on liability management due to the many changes that took place after the 1960s. 
When the growth rate of the demand for loans began to exceed the growth rate of 
deposits, banks had to seek alternative sources of fund to finance the increasing 
demand for loans. Banks were forced to borrow from the money market through 
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At the end of this chapter, you should be able to: 
1. identify the different categories of assets and liabilities for the purpose 

of the gap management; and 
2. use the gap management techniques in different scenarios of interest 

rates.

OBJECTIVES
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innovative financial instruments such as negotiable certificates of deposit, 
floating rate negotiable certificates of deposit and notes payable. As most of these 
financial instruments are short-term instruments, banks were also exposed to 
financial crisis when these funds became scarce. Such financial crisis could cause 
any bank to collapse, as experienced by Continental Illinois Bank in the USA in 
1984. 

Liability management became popular in the 1970s when many banks began to 
reduce their liquid assets and depend more on borrowed funds or funds 
purchased from the financial market. Due to the instability in interest rate, the 
emergence of financial problems and the increasing number of bank failures in 
the 1980s, most banks decided not to depend solely on liability management. 
Today, bank assets and liabilities are no longer managed separately but 
simultaneously.

7.1 BANK’S ASSET AND LIABILITY 
MANAGEMENT

We already know that asset management of a bank involves investment decisions 
regarding the allocation of funds among several categories of assets while 
liability management involves financing decisions in terms of procuring funds 
from depositors and other fund providers in the financial market, and 
determining the adequate mix of funds for the bank. The management must take 
into consideration the cost and rate of return of each source of fund when 
determining the right mix of funds. 

Even though asset management and liability management involve different 
decisions, the techniques engaged in asset management and liability management 
lead to the same objectives, i.e.: 

       
In Chapter 5 and 6, we have discussed asset management which involve 
investment decisions and liability management which involve financing 
decisions. 

How does a bank combine its asset and liability management? What will 
happen if bank assets are managed independently of bank liabilities? 

THINK
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(a) to ensure bank liquidity; 
(b) to ensure that all demands for deposit withdrawals can be fulfilled; 
(c) to ensure sufficiency of funds to fulfil loan applications; 
(d) to maintain the net interest margin and profitability of the bank. 

When interest rates were unstable during the 1980s, asset management and 
liability management were combined to facilitate effective management of profit 
margin through gap management. We will have more in-depth discussion on this 
topic in the following sections. 

7.2 FUND GAP MANAGEMENT 

There are two types of fund gap, i.e. positive fund gap and negative fund gap. 
Positive fund gap exists when variable rate assets are financed by fixed rate 
liabilities, while negative fund gap emerges when fixed rate assets are financed 
by variable rate liabilities. Positive fund gap is necessary to stabilise net interest 
margin.

The management of various assets and liabilities that can influence fund gap will 
be discussed in the following section. 

7.2.1 Types of Bank’s Asset and Liability 
Management 

There are three types of bank asset and liability management, i.e.: 

(a) Matching rate asset and liability 
(b) Variable rate asset and liability 
(c) Fixed rate asset and liability 

(a) MMatching Rate Asset and Liability 
 In matching rate asset and liability management, interest rates receivable 

from acquired assets exceeded the interest rates payable on the liabilities. 

Fund gap management means managing the interest rates of bank assets and 
liabilities in consideration of the maturity features of the same assets and 
liabilities. Fund gap indicates total variable rate assets financed by fixed rate 
liabilities.
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Below is an example of matching rate asset and liability: 

A loan or advance with three-year tenure is financed by a deposit with two-
year tenure. Although the tenure of the asset differs from the tenure of the 
liability (3 years vs. 2 years), the three-year loan can be financed by another 
two-year deposit. 

(b) VVariable Rate Asset and Liability 
Variable rate asset and liability management involves the bankÊs assets and 
liabilities with variable interest rates. This type of assets and liabilities 
usually have short maturity period and their interest rates change according 
to the prevailing situations. 

Examples of variable rate assets are: 

(i) Repurchase agreements (REPOS) 
(ii) Short-term loans and investments 
(iii)Variable rate term loans 

Examples of variable rate liabilities are: 

(i) Short-term deposits 
(ii) REPOS
(iii)Negotiable certificates of deposit 
(iv)Short-term financing 

If variable rate assets are matched against the variable rate liabilities, the net 
profit margin can be maintained. Net profit margin is defined as the net rate 
of return on acquired assets and can be calculated as follow: 

Net Profit Margin = 
Interest received - Interest paid

Acquired assets
Where:

Interest received =  Interest received from loans, advances and investments. 
Interest paid  =  Interest paid to depositors or paid on other liabilities that 

involve interest payment. 
Acquired assets   =  Loan assets and/or investment assets 

Acquired assets are loan assets and/or investment assets. Payable interest 
rates refer to interest rates payable to the depositors or on other liabilities 
that involve interest payments. 
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Obtain articles on the development of asset and liability management of 
banks in Malaysia from the 1960s to year 2000 from the digital collection 
in OUM Digital Library at http://www.oum.edu.my (you will have to 
log in and click on the Digital Library icon in order to access the digital 
collection). 

Based on the articles, describe the trend of asset and liability 
management in Malaysia. You can obtain additional information on 
asset and liability management of the banks in Malaysia from BNM web 
site at http://bnm.gov.my or the web sites of the respective banks, which 
are accessible through the hyperlinks at BNM web site. 

(c) FFixed Rate Assets and Liabilities
 Fixed rate asset and liability management involves the bankÊs assets and 

liabilities with fixed interest rates and with longer maturity periods. 

Examples of fixed rate assets are: 

(i) Mortgages
(ii) Fixed rate term loans 
(iii)Fixed rate instalment loans 
(iv)Leased assets 
(v) Long-term investments 

Examples of fixed rate liabilities are: 

(i) Long-term debts 
(ii) Long-term deposits 
(iii)Minimum balances in current accounts and savings accounts 
(iv)Capital funds 

If fixed rate assets are matched against fixed rate liabilities, the net profit 
margin will change gradually over time as the value of fixed rate assets and 
fixed rate liabilities change concurrently over time. 
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Test your comprehension level by answering the questions below. 

7.2.2 Fund Gap Management in Different Interest 
Rate Scenarios 

There are four fund gap management methods, based on different interest rate 
scenarios:

(a) Rising interest rates 
(b) Highest level of interest rates 
(c) Declining interest rates 
(d) Lowest levels of interest rates 

Below is the explanation on the management methods. 

(a) RRising Interest Rates 
 When interest rates are rising, we have to enlarge the fund gap, i.e. banks 

should have more variable rate assets which are financed by liabilities with 
fixed and low interest rates. 

 When interest rates are rising, it is difficult for banks to procure long-term 
funds at low rates. Therefore, they should make adjustments by shifting 
funds to short-term investments, and shifting from fixed rate loans to 
variable rate term loans. By doing this, banks can enjoy higher returns from 
rising interest rates. 

       
1. Why must bank asset management and bank liability management be 

performed simultaneously? Does this not inconvenience the 
management team of any bank? 

2. What are the similarities and differences between asset management 
decisions and liability management decisions of banks? 

3. By using appropriate examples, discuss the factors that may affect net 
profit margin. 

Exercise 7.1
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Example 7.1 is to help you understand how the gap management works when 
interest rates are rising. 

Example 7.1 

ABC Bank has the following assets and liabilities: 

RM Average Interest 
Rate (%) 

Assets

Variable rate assets 10,000 10 

Fixed rate assets 6,000 12 

Non-acquired assets  1,000  

Total assets 17,000 

   

Liabilities and Equity 

Variable rate liabilities 5,000 4 

Fixed rate liabilities 6,000 6 

Equity 6,000  

Total Liabilities and Equity 17,000 

Net Interest Income  =  (10,000 x 10%) + (6,000 x 12%) – (5,000 x 4%)     
– (6,000 x 6%) 

 =  RM1,160 

Net Interest Margin = 1,160
(10,000 + 6,000)

 = 7.3% 

Fund Gap = Variable rate assets – Fixed rate liabilities 
 = 10,000 – 6,000 
 = 4,000 
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Now, let’s assume that the interest rates have increased by 1%. That means the 
interest rate of variable rate assets becomes 11% and the interest rate of 
variable rate liabilities 5%. The interest rates of fixed rate assets and fixed rate 
liabilities do not change. 

In fund gap management, when interest rates are rising, banks should seize the 
opportunity to enlarge the fund gaps by increasing their investment in short-term 
assets and variable rate loans. Besides this, banks are also encouraged to 
acquire long-term liabilities with low interest rates. 

Let’s say ABC bank makes an additional investment of RM5,000 in variable rate 
assets, and acquires variable funds totalling RM5,000. What is the effect of such 
action?

RM Average Interest 
Rate (%) 

Assets

Variable rate assets 15,000 11 

Fixed rate assets 6,000 12 

Non-acquired assets  1,000  

Total assets 22,000 

   

Liabilities and Equity 

Variable rate liabilities 10,000 5 

Fixed rate liabilities 6,000 6 

Equity 6,000  

Total Liabilities and Equity 22,000 

Net Interest Income =  (15,000 x 11%) + (6,000 x 12%) – (10,000 x 4%)     
– (6,000 x 6%) 

 =  RM1,610 

Net Interest Margin = 1,160
(15,000 + 6,000)

 = 7.7% 
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(b) HHighest Level of Interest Rates 
 Fund gap is at its widest when interest rates is at peak. This means that 

before the interest rates decline, banks should move their funds to long term 
securities and fixed rate loans in order to attain the highest interest rates. 
Besides, banks should shorten the maturity periods of their liabilities in 
order to enjoy low cost of funds. 

(c) DDeclining Interest Rates
 When interest rates are declining, banks should narrow their fund gaps by 

reducing variable rate assets which are financed by fixed rate liabilities. This 
action is the reverse of that taken when interest rates are rising. 

(d) LLower Levels of Interest Rates
 Fund gap is at its narrowest when interest rates are at the lowest levels. 

During this time, the necessary asset and liability management measures 
are:

(i) extend the maturity periods of liabilities in order to enjoy the low 
interest rates; 

(ii) shorten the maturity periods of investments; 
(iii) limit fixed rate loans; 
(iv) encourage variable rate loans; and 
(v) procure short-term debts, if necessary. 

Fund Gap = Variable rate assets – Fixed rate liabilities 
 = 15,000 – 6,000 
 = 9,000 

Such action produces more net income and higher interest margin. That shows 
interest rate risk can be managed by expanding fund gap. 

Interest rate risk refers to the changes in the net interest income of a bank as a 
result of changing interest rates. For example, let’s just say a bank grants a loan 
at a fixed interest rate of 10% per annum and the loan is financed by a short-
term deposit bearing an interest rate of 6% per annum. This means the bank’s 
net interest income is 4% per annum. What will happen if interest rates rise by 
1%? The bank’s net interest income will decrease to 3% because the interest 
income will remain at 10% while the interest expenses will increase to 7%.
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7.2.3 Summary of Operation Action in Fund Gap 
Management 

(a) Fund gap must be maintained at all times. 

(b) Adjust fund gap size in accordance with the prevailing situation, i.e.: 

(i) widen the fund gap when interest rates are rising; 
(ii) fund gap is at its widest when interest rates are at their peak; 
(iii) narrow the fund gap when interest rates are declining; and  
(iv) fund gap is at its narrowest when interest rates are at rock-bottom 

levels.

Test your comprehension level by answering the question below. 

        
Explain how fund gap management can overcome the interest rate risks.

Exercise 7.2

        
By using Example 7.1, apply fund gap management in three other different 
scenarios of interest rates, i.e. peak interest rates, declining interest rates 
and rock-bottom levels interest rates. Make brief notes on your findings. You 
may also attach your examples for future reference. 

YOUR IDEA 
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The main challenge of asset and liability management of banks is interest rate 
risk. Interest rate risk can affect the performance of any commercial bank. One of 
the techniques used to manage this risk is through fund gap management which 
involves matching the interest rates and maturity periods of banks assets against 
the interest rates and maturity periods of bank liabilities in different interest rate 
environments.

Fund gap management technique is effective only when the bank management is 
able to accurately forecast the movement of interest rates, be it rising, peaking, 
declining or reducing to rock-bottom levels.  Nevertheless, fund gap management 
technique can at least motivate the management of commercial banks to 
quantitatively take into account the impact of interest rates changes on bank 
values.

SUMMARY


