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Liquidity Introduction

This booklet provides guidance to examiners and bankers on assessing the
quantity of liquidity risk exposure and the quality of liquidity risk
management. The sophistication of a bank’s liquidity management process
depends on its business activities and appetite for risk, as well as the overall
level of liquidity risk. A well-managed bank, regardless of size and
complexity, must be able to identify, measure, monitor, and control its
exposure to liquidity risk in a timely and comprehensive manner. Liquidity
core procedures can be found in the Community Bank Supervision Handbook
(January 2010) and in Examiner View (EV). This handbook provides
examiners with supplemental procedures for further analyzing the quantity
and quality of liquidity risk. Examiners should refer to the Bank Supervision
Process Handbook for further guidance on CAMELS Rating System. Additional
guidance, particularly for those examiners responsible for examining large
and internationally active banks, is provided in the September 2008
“Principles for Sound Liquidity Risk Management and Supervision,” issued by
the Basel Committee on Banking Supervision (BCBS)' and formally adopted
by the OCC and other U.S. banking regulatory agencies in that same year.

Background

Traditionally, banks have relied on local retail deposits (transaction and
savings accounts) to support asset growth. Most retail deposit balances are
federally insured, stable, and relatively inexpensive. Funding dynamics at
community, midsize, and large banks, however, have evolved over time.
Technological advances in the delivery of financial products and services, the
removal of interstate banking restrictions, and the deregulation of interest
rates paid on deposit accounts changed both depositor and banker behavior.
Legislative reforms were intended to give depository institutions the tools to
compete with other market participants for deposits, but they also increased
competition among the banks themselves. The combination of these reforms
and technological advances also made it easier for depositors, looking for

' The Basel Committee on Banking Supervision consists of senior representatives of bank
supervisory authorities and central banks in Argentina, Australia, Belgium, Brazil, Canada,
China, France, Germany, Hong Kong Special Administrative Region, India, Indonesia, Italy,
Japan, Luxembourg, Mexico, the Netherlands, Russia, Saudi Arabia, Singapore, South
Africa, South Korea, Spain, Sweden, Switzerland, Turkey, the United Kingdom, and the
United States. It usually meets at the Bank for International Settlements (BIS) in Basel,
Switzerland, where its permanent Secretariat is located.
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better returns on their money, to leave their local markets. Consequently, in
some cases, retail bank deposit growth did not keep pace with asset growth.
Some banks became reliant on alternative deposit, nondeposit, and off-
balance-sheet funding sources to cover the shortfall in traditional retail
deposit funding.

Changes in technology, product innovation, and funding dynamics create
new challenges for liquidity managers. Intense competition and declining
customer loyalty increase the rate sensitivity of traditional retail deposits. As
banking customers are now using deposit accounts more as transaction
vehicles than savings vehicles, thereby maintaining lower average excess
balances, bankers can no longer rely upon historically inelastic depositor
behavior. Thus, the reliance on alternative sources of funding from the
wholesale and brokered markets exposes banks to more rate and liquidity
sensitivity than the reliance on traditional retail deposits did. Moreover, many
banks have increased their use of products with embedded optionality on
both sides of the balance sheet, which makes it more challenging to manage
the corresponding cash flows. Liquidity risk management systems and
controls must keep pace with these changes and added complexities.

Given these changes in funding dynamics, liquidity management is more
complex and requires a more robust risk management process. To effectively
identify, measure, monitor, and control liquidity risk exposure, well-managed
banks supplement traditional liquidity risk measures like static-balance-sheet
ratios with more prospective analyses. Bankers and examiners should have, at
a minimum, a sound understanding of a bank’s

e projected funding sources and needs under a variety of market
conditions.

e net cash flow and liquid asset positions given planned and unplanned
balance sheet changes.

e projected borrowing capacity under stable conditions and under adverse
scenarios of varying severity and duration.

e highly liquid asset? and collateral position, including the eligibility and
marketability of such assets under a variety of market environments.

e vulnerability to rollover risk.?

2 Defined as the sum U.S. Treasury and Agency securities and excess reserves at the Federal Reserve

3 Rollover risk is the risk that a bank is unable to renew or replace funds at reasonable costs
when they mature or otherwise come due.
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e funding requirements for unfunded commitments over various time
horizons.

e projected funding costs, as well as earnings and capital positions under
varying rate scenarios and market conditions.

Definition

Liquidity is a financial institution’s capacity to readily meet its cash and
collateral obligations at a reasonable cost. Maintaining an adequate level of
liquidity depends on the institution’s ability to efficiently meet both expected
and unexpected cash flows and collateral needs without adversely affecting
either daily operations or the financial condition of the institution. A bank’s
liquidity exists in its assets readily convertible to cash, net operating cash
flows, and its ability to acquire funding through deposits, borrowings, and
capital injections.

By definition, liquidity risk is the risk that an institution’s financial condition or
overall safety and soundness is adversely affected by an inability (or perceived
inability) to meet its obligations. An institution’s obligations, and the funding
sources used to meet them, depend significantly on its business mix, its balance
sheet structure, and the cash flow profiles of its on- and off-balance sheet
obligations. In managing its cash flows, an institution confronts various
situations that can give rise to increased liquidity risk. These include funding
mismatches, market constraints on the ability to convert assets into cash or in
accessing sources of funds (i.e., market liquidity), and contingent liquidity
events. Changes in economic conditions or exposure to credit, market,
operational, legal, and reputation risks also can affect an institution’s liquidity
risk profile and should be considered in the assessment of liquidity and asset or
liability management.

In assessing a bank’s liquidity position, examiners should consider a bank’s
access to funds as well as its cost of funding. Depending on the current interest
rate and competitive environments, undue reliance on wholesale or market-
based funding may increase a bank’s cost structure. The cost of acquiring or
renewing such funding is purely market driven, as opposed to rates paid on
retail deposits, which may be set at management’s discretion within the
parameters of local and national market conditions. Rising or high funding
costs, especially in comparison to peer and market rates, is a sign of potential
liquidity problems.
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Importance of Liquidity Management

Liquidity is the lifeblood of any institution, but it is particularly crucial to
highly leveraged entities such as banks. More broadly, the financial crisis
beginning in 2008 demonstrated how liquidity problems and risks can be
transmitted throughout the entire financial system. For all banks, the
immediate and dire repercussions of insufficient liquidity makes liquidity risk
management a key element in a bank’s overall risk management structure.

The OCC expects all banks to manage liquidity risk with sophistication equal
to the risks undertaken and complexity of exposures. Critical elements of a
sound liquidity risk management process established by the board include

e appropriate corporate governance and active involvement by management.

e appropriate strategies, policies, procedures, and limits used to manage and
control liquidity risk, even in stressed conditions.

e appropriate liquidity risk measurement and monitoring systems.

e active management of intraday liquidity and collateral.

e maintaining an appropriately diverse mix of existing and potential future
funding sources.

e adequate levels of highly liquid marketable securities, with no legal,
regulatory, or operational impediments, that can be used to meet
liquidity needs in stressful situations.

e comprehensive contingency funding plans (CFP) sufficient to address
potential adverse liquidity events and emergency cash flow needs.

e adequate internal controls surrounding all aspects of liquidity risk
management.

Sources of Liquidity

Structural changes in banks’ deposit bases have prompted banks to take
advantage of improved access to wholesale and market-based funding
sources. Examples of alternative funding sources include federal funds lines,
repurchase agreements (repos), correspondent bank lines, Federal Home Loan
Bank (FHLB) advances, Internet deposits, deposit-sharing arrangements, and
brokered deposits. Access to these funds providers enables banks to meet
funding requirements while still maintaining adequate funding diversification.
Funds from the wholesale markets can be accessed at a variety of tenors that
provide bankers with greater flexibility to manage their cash flows and
liquidity needs.
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On the other hand, too much reliance on wholesale and market-based
funding sources elevates a bank’s liquidity risk profile. Bankers who are
unfamiliar with wholesale funding markets may become overly complacent
during stable economic times. Funding through alternative sources exposes
banks to the heightened interest-rate and credit sensitivity of these funds
providers. Providers of wholesale funding often require a bank’s more liquid
assets as collateral, which may impair the overall liquidity of a bank’s asset
base. Further, if that collateral becomes less liquid, or its value becomes
uncertain, wholesale funds providers may be unwilling to extend or roll over
funding at maturity. A bank’s financial condition as well as market or systemic
events unrelated to the institution may adversely affect the cost to a bank to
acquire funds or its ability to access the wholesale markets. As a bank’s
reliance on wholesale and market-based funding increases, so should the
quality of liquidity risk-management processes. These processes should
include periodic assessments of a bank’s exposure to changes in market
conditions, and a bank should develop corresponding risk control systems to
accompany these assessments.

Asset sales and securitization are also important sources of bank liquidity.
Banks of all sizes have increased the use of asset sales and securitization to
access alternative funding sources, manage concentrations, improve financial
performance ratios, and more efficiently meet customer needs. Some of these
transactions, however, carry explicit recourse* provisions within contractual
documents, as well as the potential implied recourse associated with a bank’s
desire to maintain access to future funding by repurchasing or otherwise
supporting securitizations that exhibit performance problems. As a result,
examiners should be aware of situations in which banks might overestimate
the risk transfer of sales and securitization or may underestimate the
commitment and resources required to manage this process effectively. Such
mistakes may lead to highly visible problems during the life of a transaction
that could impair future access to the secondary markets. A bank’s role and
level of involvement in asset sales and securitization activities determine the
degree of risk to which it is exposed.

Off-balance-sheet positions can serve as both a source of liquidity and a
potential, sometimes unexpected, drain on liquidity. Banks with a substantial
amount of unfunded loan commitments may be required to fund such
obligations unexpectedly and on short notice. Other off-balance-sheet
commitments, such as legally binding and nonlegally binding support for

* Recourse represents the right of the investor to seek payment from the originator.
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securitizations, asset-backed commercial paper conduits, and other market-
based funding vehicles, can affect a bank’s liquidity position. In addition,
collateral required for covering adverse mark-to-market changes in derivative
hedging and trading activities may reduce the stock of liquid assets. Often,
the fulfillment of nonlegally binding off-balance-sheet commitments is
necessary to preserve the reputation of the institution, as well as to allow a
bank continued access to that segment of the financial markets. On the other
hand, off-balance-sheet activities may provide additional sources for liquidity.
Banks can supplement their liquidity position by maintaining lines of credit
with correspondent banks or their respective FHLB. Sound liquidity
management includes the analysis of and planning for the operational and
contingent sources and uses of funds associated with off-balance-sheet
activities.

Relationship of Liquidity Risk to Other Banking Risks

Bankers and examiners must understand and assess how a bank’s exposure to
other risks may affect its liquidity. The OCC defines and assesses eight
categories of risk. In addition to liquidity, these risk types include credit,
interest rate, price, operational, compliance, strategic, and reputation. These
categories are not mutually exclusive—any product or service may expose a
bank to multiple risks—and a real or perceived problem in any area can erode
a bank’s liquidity position or affect its funding costs, thereby increasing its
liquidity risk. If a bank does not properly manage these exposures, the risks
eventually undermine the institution’s liquidity position. Both the
“Community Bank Supervision” and the “Large Bank Supervision” booklets of
the Comptroller’s Handbook discuss in detail the OCC's risk definitions and
risk assessment process.
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Liquidity Fundamentals

Managing liquidity involves estimating present and future cash needs and
providing for those needs in the most cost-effective way possible. Banks
obtain liquidity from both sides of the balance sheet, as well as from off-
balance-sheet activities. A manager who attempts to control liquidity solely
by adjustments on the asset side is potentially ignoring less costly sources of
liquidity. Conversely, focusing solely on the liability side or depending too
heavily on purchased wholesale funds can leave a bank vulnerable to market
conditions and influences beyond its control. Effective liquidity managers
consider the array of available sources when establishing and implementing
their liquidity plans.

Bank management must understand the sensitivities of their funds providers,
the funding instruments they use, the relationship of funding costs to asset
yields, and any market or regulatory constraints on funding. In order to
accomplish this, management must understand the volume, mix, pricing, cash
flows, and risk exposures stemming from its bank’s assets and liabilities, as
well as other available sources of funds and potential uses of excess cash
flow. Management must also be alert to the risks arising from concentrations
in funding sources.

Liquidity managers must also understand that a bank’s liquidity and liquidity
risk profile can change quickly, and these changes may occur outside of
management’s control. In fact, the adequacy of a bank’s liquidity position can
be affected by a bank’s operating environment or by the market’s perception
of that institution. A bank’s liquidity position may be adequate under certain
operating environments yet be insufficient under adverse environments. This
is particularly true for a bank that is heavily reliant on wholesale or market-
based funding sources. During some adverse operating environments, a bank
may see a considerable decline in the availability of funding, an increased
need for funds, or a dramatic change in the timing of fund inflows or
outflows. Therefore, it is critical for managers to determine the adequacy of
liquidity under numerous adverse environments.

Key factors that increase an institution’s liquidity risk include poor asset
quality, high cash-flow volatility, low levels of liquid assets, high or rising
funding costs when compared to the assets they fund, concentrations in
funding sources, and dependence on credit- and rate-sensitive providers.
Effective liquidity management entails the following elements:
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¢ Management of operating liquidity: On an ongoing basis, assessing a
bank’s current and expected future needs for funds, and ensuring that
sufficient funds or access to funds exists to meet those needs at the
appropriate time.

e Management of contingent liquidity: Providing for an adequate cushion
to meet unanticipated cash flow needs that may range from high-
probability and low-impact events that could occur in daily operations to
low-probability and high-impact events that occur less frequently but may
significantly affect an institution’s safety and soundness.

A financial institution’s liquidity needs depend significantly on the balance-
sheet structure, product mix, and cash flow profiles of both on- and off-
balance-sheet obligations. External events and internal financial and operating
risks (interest rate, credit, operational, legal, and reputation risks) can
influence the liquidity profile of an institution.

Bank-specific factors include

e deterioration in asset quality,

e events that affect public reputation or market perception (e.g., accounting
scandals, adverse consumer or market events),

e deteriorating earnings performance,

e downgrade in a credit rating,

e aggressive balance-sheet growth, and

e breakdowns in internal systems or controls (fraud).

External factors or events include

e geographical—deteriorating local economic conditions,

e systemic—major changes in national or global economic conditions or
dislocations in financial markets,

e financial sector - financial scandal or failure of major firms affecting
public confidence,

e market-oriented—price volatility of certain types of assets in response to
market events, and

e operational—disturbances to payment and settlement systems or local
natural disasters.
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Contribution of Balance Sheet Structure to Liquidity Risk

Banks should evaluate the cash flow characteristics, structure, and stability of
each major asset and liability category to determine the effect on operating
and contingent liquidity risk. This assessment, combined with an evaluation
of the interrelationship of these asset and liability accounts, provides the basis
for determining the quantity of liquidity risk in the institution.

The cash flow volatility of assets and how quickly they can be converted to
cash without incurring unacceptable loss form the basis for evaluating the
liquidity contained in a bank’s asset base. Several factors influence this
evaluation, including the credit, interest rate, and price risk profiles of the
asset, as well as the accounting treatment. Exhibit 1 (following page)
illustrates the primary assets found on a bank’s balance sheet and their
relative contribution to meeting a bank’s liquidity needs.
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Exhibit 1.
Asset Contribution to Meeting Liquidity Needs
(Sell or Pledge)

Money Market Portfolic Loans
Assets

Held for Sale—
Active Bank Program

U.S. Govt. and GSE-Guaranteed Bank-Owned
GSE Securities Loans Real Estate

Most Liquid Least Liquid
Private Label, Portfolio Loans—
Fed Funds Sold AAA Securities Lower-Rated No Active
Securities Program
Banks Repos Secondary
or Commercial Market Loans BOLI
Paper Held for Sale

Funding stability of liabilities and the ability to renew or replace them at
favorable terms form the basis for assessing the liquidity risk in a bank’s
liabilities. The stability of a bank’s liabilities depends on many factors,
including the level of deposit insurance, the degree of credit-risk sensitivity to
the institution, and the level of market interest-rate sensitivity. Exhibit 2
(following page) illustrates the primary liabilities on a bank’s balance sheet
and the relative sensitivity of those funding sources to both interest-rate and
credit risk.
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Exhibit 2.
Liability Sensitivity

Increasing Credit Sensitivity

Insured Retail Deposits Uninsured Retail Deposits
:‘E‘ Retail Demand Deposits Retail Demand Deposits
= Retail Savings Retail Savings
2
[
n
2
g Insured Retail Deposits & Uninsured Interest-Bearing Deposits
o Borrowings & Unsecured Borrowings
=
D
P Money Market Demand Accounts
E NOW Accounts Unsecured Borrowings
= Certificates of Deposit Commercial Paper
Collateralized Borrowings Eurodollar Deposits
Commercial Demand Deposits Brokered Deposits

Secured Public Funds
Internet Deposits

\J

Banks with large mismatches between liability maturities and asset maturities
have greater earnings exposure to changes in interest rates. Changes in market
conditions are often unpredictable and sometimes severe. These changes can
make it difficult for a bank to secure funds, retain additional funding, and
manage the maturity of its funding structure.

Banks that manage liquidity predominantly with liabilities, particularly
volatile funding sources, require managers to plan strategies more fully and
execute them more carefully than if a bank managed liquidity by relying
principally on assets. In these institutions, the interrelationship between
liabilities and the assets they fund is critical for sound liquidity risk
management. For example, institutions that depend heavily on volatile
liabilities with high rollover risk require a higher level of support from liquid
assets. Banks that rely on volatile liabilities to fund assets that are less liquid
exhibit lower credit quality, or produce less predictable cash flows and
possess higher liquidity risk profiles. These banks require well-established
funding strategies, such as back-up liquidity lines, contingent calls on equity
capital, or a countervailing large, high quality securities portfolio. These
banks face the risk that asset cash flows decline at the same time as liabilities
mature and roll out of a bank. In addition, if assets with higher credit risk lead
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to credit quality deterioration and impair a bank’s financial condition, some
credit-sensitive funding providers may reduce or eliminate their funding to a
bank.

Operating Liquidity

A key building block in managing liquidity risk is the estimation of cash
inflows (sources of funds) and outflows (uses of funds) for each significant
balance-sheet account, given a specific time period. For any given time
period, assets and liabilities can have either a net positive or negative impact
on cash flows. Specific period aggregate funding mismatches can result in the
institution lacking sufficient capacity to fund obligations in the normal course
of business (funding gap). Effective management and control of the liquidity
risk stemming from funding gaps depends heavily on the use of operational
cash flow projections and the reasonableness and accuracy of the
assumptions that are applied. Institution-specific factors that affect the
development of cash flow assumptions include the following:

e Deteriorating asset quality

e Highly volatile or unpredictable asset amortization (prepayments), non-
maturity deposits, off-balance-sheet commitments (lines or letters of
credit), and other estimated cash flows

e Unexpected fluctuations in loan demand or deposit balances

e Unanticipated new business due to poor internal management
information systems (MIS) reporting and communication

e The inability of permanent takeout lenders to perform as expected.

In order to assess fully the impact of these factors on funding gaps and cash
flow projections, management should develop multiple scenarios. These
scenarios should include institution-specific risk (i.e., the risk of a credit rating
downgrade), market risks such as a market-driven liquidity crisis, and a
combination of the two.

Funding mismatches can expose an institution to significant liquidity risk that
can be exacerbated by unexpected fluctuations in cash flows under both
normal business conditions and stressful contingent events, including swings
in collateral required to support off balance sheet derivative contracts. By
estimating and reporting future balance-sheet cash flows, management can
identify periodic funding mismatches and cash flow shortfalls and excesses.
This allows bank management to take steps to generate funds from a bank’s
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asset base or to obtain or attract additional liabilities before actual cash flow
mismatches occur.

Asset-Based Liquidity Sources

Liquidity managers may look toward a bank’s assets as a source for primary
(operating liquidity) and secondary (contingent liquidity) funding. Asset-based
liquidity sources include cash flows stemming from a bank’s various asset
classes, the use of assets as collateral for a variety of funding alternatives, or
the securitization or liquidation of assets for cash.

Cash Flows

The primary source of funding stemming from a bank’s asset base is the
periodic principal and interest cash flows produced by the loan and
investment securities portfolios. The cash flow schedules of a bank’s assets
can be based on their contractual maturity and are predictable and expected,
or they may be adjusted by contractual options afforded to the counterparty
and occur unexpectedly. A significant impact on a bank’s liquidity position
typically occurs when counterparties do not pay according to their
contractual requirements because of credit problems or other issues.

Pledging of Assets

Financial institutions routinely pledge various types of assets to secure
borrowings or line commitments. Secured or collateralized borrowings
generally are more reliable sources of liquidity and are generally lower cost
when compared with unsecured funding sources. Secured stand-by
commitments are also a common form of liquidity provided by the pledging
of assets. Common providers of secured funding are the Federal Home Loan
Banks, the Federal Reserve discount window, and broker-dealers (repurchase
agreements).

While pledging provides a lower cost and a more stable alternative to
unsecured borrowings, banks must carefully manage the amount of assets
available for pledging. A bank should have the ability to calculate all of its
collateral positions, including assets currently pledged relative to the amount
of security required and unencumbered assets available to be pledged. A
bank’s level of available collateral should be monitored by legal entity, by
jurisdiction, and by currency exposure. Furthermore, systems should be
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capable of monitoring shifts between intraday and overnight, or term
collateral usage.

Although secured funding providers are less sensitive to a bank’s condition
and performance than unsecured creditors, credit risk exposure has a
significant impact on the ultimate liquidity provided by pledged bank assets.
In addition, changes in the following factors may affect counterparty collateral
requirements and may force a bank to increase the amount of assets required
to secure funding:

e The credit quality, underwriting, or performance of pledged loans

The liquidity or market value of pledged assets

The bank’s financial condition

Collateral margin requirements

The counterparty advance rates on various types of collateral

e The amount of borrowings or collateral pledged when compared with the
overall size of the bank (e.g., total assets, total loans)

e Regulatory actions against the bank.

Liquidation of Assets

Banks obtain funds by reducing or liquidating assets. Most institutions
incorporate asset liquidation into their ongoing management of operating
liquidity. They also use the potential liquidation of a portion of their assets
(generally, a portion of their loan or investment portfolio) as a contingent
liquidity source under adverse liquidity circumstances. Assets must be
unencumbered, be marketable, and have a low interest-rate and price-risk
profile to be effective as a contingent liquidity source. The sale of less liquid
assets usually requires a bank to engage in an active and ongoing sales
program to achieve efficient transactions and favorable market pricing, which
limits availability during times of stress.

Securitization of Assets

Asset securitization is another method that some banks use to fund their
activities. Securitization involves the transformation of on-balance-sheet loans
(e.g., auto, credit card, commercial, student, home equity, and mortgage) into
packaged groups of loans in various forms that are subsequently sold to
investors. Depending on the business model employed, securitization
proceeds can be a material source of ongoing funding and a significant tool
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for meeting future funding needs. However, for banks that have not
previously used securitization as a funding tool, the administrative
requirements for securitization may mean significant delays in obtaining
funds. In addition, a bank without experience in using securitization may find
that its underwriting and administrative policies and procedures do not meet
market requirements or expectations. In addition, banks must ensure that their
securitization structures and activities comply with all applicable accounting
and regulatory guidelines, including those that may be affected by the Dodd-
Frank Wall Street Reform and Consumer Protection Act. These activities are
sometimes complex and require strong risk management processes. If an
institution relies significantly on securitization as a liquidity source, refer to
the “Asset Securitization” booklet of the Comptroller’s Handbook for more
information on how to examine these activities. The examination of
securitization activities should be closely coordinated with the assessment of
liquidity risk.

Liability-Based Liquidity Sources

Liability funding sources are typically characterized as retail or wholesale.
Banks distinguish between retail and wholesale funding, because the two
sources of funding have different sensitivities to credit risk and interest rates
and react differently to changes in economic conditions and the financial
condition of a bank.

Retail Deposits

Retail deposits from consumers and small businesses are often important and
relatively stable sources of funds for banks. In many instances, the decision
made by consumers and business owners to deposit funds in a bank is driven
by service and relationship factors, and not merely by the rate of return.
Banks focusing on retail deposit generation can build a more diversified and
stable funding base, one that is less sensitive to changes in market interest
rates and a bank’s financial condition. The protection afforded by Federal
Deposit Insurance Corporation (FDIC) deposit insurance also provides insured
banks with an advantage over other money market participants. During times
of bank stress, insured depositors have proven to be a bank’s most reliable
funding source and, therefore, play an integral role in mitigating liquidity risk
during crisis scenarios. Banks can generate interest-bearing retail deposits
more quickly by offering interest rates significantly higher than local and
national market levels. However, they risk substantially increasing their
funding costs if existing customers switch their relationships to the new,
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higher-cost deposit products. In addition, any new funds generated by high
interest rate deposits may prove highly rate sensitive, requiring a bank to
match market rates to retain the funding. Noninterest costs can also be
substantial. Costs from generating a large volume of new accounts can
include personnel, advertising, and operating costs, as well as the costs
associated with branch expansion.

Public or municipal deposits are another source for bank funding. Although
similar to retail deposits, public deposits are usually in larger denominations,
often placed by a professional money manager or through a bidding process
and may require collateral in the form of high-quality investment securities. A
bank may have existing financial relationships with local municipalities that
give the bank a competitive advantage in attracting deposit accounts.
Nonetheless, public funds are generally more sensitive to interest rates than
retail deposits and often require competitive rates at placement and
subsequent rollover dates. Municipalities have a fiduciary responsibility for
the safe placement of funds and typically are mandated to place funds only in
banks that are sufficiently capitalized and in otherwise sound financial
condition. Therefore, public funds are also more sensitive to the financial
condition of the depository and may react to a bank’s negative press or
deteriorating financial condition more rapidly than retail depositors. Liquidity
managers must consider these sensitivities of public-funds providers in their
operational and contingency planning activities. These products have become
more complex over time.

Borrowed Funds

A bank can also generate funds through borrowings from various
counterparties. Borrowed funds include secured and unsecured debt
obligations across the maturity spectrum. In the short term, borrowed funds
include purchased Federal Funds (Fed funds) and securities sold under
agreements to repurchase (repos). Longer-term borrowed funds include
various types of collateralized loans and the issuance of corporate debt.
Depending on their contractual characteristics and the behavior of fund
providers, borrowed funds vary in maturity and availability because of their
sensitivity to the perceived risk of the institution, general trends in interest
rates, and other market factors.

A bank that relies on borrowed funds for ongoing or contingent funding must
understand the credit standards of the entities lending to it. Some funds
providers may be less sensitive to the financial condition of a bank, since the
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lenders are primarily focused on the quality and liquidity of collateral, and are
looking to the pledged assets to ensure repayment. However, other funds
providers, including sellers of overnight funds and the Federal Home Loan
Banks, usually have credit policies that lead them to require alternative or
additional collateral if the actual or perceived condition of the institution
begins to deteriorate. They might also freeze or reduce funding provided to a
bank that is experiencing a deteriorating financial condition. Bank
management should determine the credit policies of key funds providers and
use that information to estimate the amount of funding that would be
available to a bank as its financial condition changes. This is an integral part
of planning for funding contingencies.

Deposit Listing Services

A bank may use a national deposit listing service to raise both time and
money market deposits. This source of funding can be convenient and usually
involves minimal noninterest costs. A bank can also tailor the tenor of listed
deposits to meet its funding needs. However, it is sometimes difficult to
control the volume of funds generated from listing services. Further, funds
generated from these sources tend to be more rate sensitive than deposits
raised locally, because the relationship with the depositor is based principally
on the offering rate. Funding strategies that incorporate deposit listing services
should include management systems designed to control these risks. Because
the depositor relationship with a bank is motivated primarily through rates
paid, deposits obtained through the use of a listing service have behavioral
characteristics similar to deposits gathered through a broker. However, they
generally do not meet the formal definition of a brokered deposit, because the
service merely involves the listing of offering rates and does not employ the
use of a third party to communicate with the customer.

Brokered Deposits

Brokered deposits® are deposits that are obtained or placed through the use of
or relationship with a third party (deposit broker). Banks obtain brokered
deposits typically through arrangements with securities brokerage firms.
However, brokered deposits can be gathered through other means as well,
including a deposit listing service. Brokered deposits can also be obtained
through a sweep arrangement with an affiliated broker dealer. While sweep
accounts pay a market rate, these accounts are established to maximize

> See Appendix A, “Brokered Deposit Use and Restrictions,” for additional guidance.
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insurance coverage. The use of brokered deposits provides a means for banks
to raise large amounts of funds quickly with a predetermined maturity
structure. However, similar to deposits gathered via a listing service, the
primary motivation for placing or depositing funds is the offering rate. These
funds are highly rate sensitive. Thus, at maturity, a bank will need to match
prevailing market rates to successfully roll over or renew the deposit.
Brokered deposits with short-term or immediate (e.g., money market deposit
accounts) maturities are particularly at risk to rollover risk and should be
closely monitored and managed. For institutions with material reliance on
brokered deposits, management must identify and maintain committed
alternative funding sources for short-term deposit maturities as conditions
warrant. Funding strategies should also address the potential higher costs
associated with renewing or replacing funds garnered through a deposit
broker. In addition, banks that do not meet regulatory requirements to be
“well capitalized” (under Prompt Corrective Action 12 CFR 6) will find their
ability to access or renew brokered funds restricted or eliminated, and both
primary and contingent funding plans should incorporate this potential loss of
funding.

Funding From the Financial Markets

Some banks, particularly larger domestic and multinational institutions, turn
to the financial markets for funding. Today, financial markets provide funding
to banks in a variety of ways, including asset purchases, repurchase
agreements, and equity and debt issuances. These sources provide a broader
and more diversified funding base to larger banks. Often these market-based
funding programs, when conducted on a broad scale, can allow banks to
access funds at costs below those associated with more traditional retail
deposit gathering.

A bank’s reliance on the financial markets for funding, however, can also
increase the level, uncertainty, and complexity of a bank’s liquidity risk
profile. The acceptance of bank products and services by the financial
markets can be affected by a multitude of factors not usually associated with
more traditional bank funding strategies. In addition to the customary
institution-specific liquidity risks associated with most wholesale funding
regimes, funding from financial markets also exposes a bank to heightened
systemic liquidity risk. Increased liquidity risks can arise from the volatility of
global and domestic funds supply and demand, unexpected disruptions in
normal market trading and pricing, settlement and operational interruptions,
and pronounced adjustments in a market’s risk pricing and acceptance.
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Many financial market funding vehicles that remove assets from a bank’s
balance sheet sometimes carry with them both contractual and
noncontractual funding commitments. These noncontractual or implied
commitments are usually not exercised during normal market conditions.
However, during market disruptions or times of stress, these commitments to
financial investors and other market participants may necessitate substantial
and unexpected use of funds or require a bank to repurchase underlying
assets. Often, the fulfillment of these nonlegally binding commitments is
necessary to preserve the reputation of the institution and allow a bank
continued access to that segment of the financial markets. When the quality
and performance of these assets has deteriorated, this condition may elevate
the issuing bank’s liquidity risk profile.

When a bank relies on funding from the financial markets, both operating and
contingent liquidity management and planning programs must incorporate
strategies designed to mitigate these unique and sometimes complex liquidity
risks.
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Liquidity Risk Management

Sound liquidity risk management involves the board and senior
management’s development and oversight of a comprehensive process that
identifies, measures, monitors, and controls a bank’s liquidity risk exposure.
Well-managed banks have their liquidity risk management process integrated
into the bank’s overall risk management framework.

The key components of a sound liquidity risk management process include

e corporate governance and accountability.

e policies, procedures, and limits.

risk measurement, monitoring, and reporting systems.
intraday liquidity management.

funding diversification.

maintenance of a cushion of highly liquid assets.

e comprehensive contingency funding plans.

e internal controls.

Corporate Governance

Boards of directors and bank management have the responsibility to
implement an effective liquidity risk management process. Both work to
ensure that the staffing and structure are commensurate with a bank’s level of
liquidity risk. A bank should have a reliable management information system
designed to provide the board of directors, senior management, and other
appropriate personnel with timely and forward-looking information on the
liquidity position of the bank.

The board’s responsibility centers on setting the strategic direction for the
bank. Part of this process includes an assessment of the board’s liquidity risk
appetite as well as the liquidity required to fulfill strategic initiatives. The
board implements policies that govern liquidity risk management under both
business-as-usual and stressed conditions. These policies should clearly define
the roles and responsibilities of board committees, senior management, and
senior management committees with appropriate segregation of duties
between execution and oversight of liquidity risk. It is also appropriate for
bank policies to define the board’s desired risk tolerance by establishing key
liquidity risk limits. To ensure that senior management implements the
board’s stated direction, the board should regularly receive reports that detail
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a bank’s liquidity position and be immediately informed of any material
changes in a bank’s liquidity risk profile. In multibank holding companies, the
board should also understand the liquidity profile of important affiliates and
their impact on a bank.

Policies, Procedures, and Limits

Banks should have policies and procedures for identifying, measuring, and
controlling liquidity risk exposures. These should translate the board’s goals,
objectives, and risk tolerances into operating standards. Formal policies and
procedures approved by the board should provide a consistent approach to
identifying, measuring, and controlling liquidity risk.

Policies should assign responsibility for managing liquidity throughout the
bank, including separate legal entities, relevant operating subsidiaries, and
affiliates, when appropriate. Policies should also discuss the approach for
managing liquidity, set liquidity risk tolerances, and discuss to what extent
liquidity risk management will be centralized or decentralized.

Policies communicate how much emphasis a bank places on asset liquidity,
liability gathering, and operating cash flows to meet its day-to-day and
contingent funding needs. Policies include both quantitative and qualitative
targets. Examples include

e definition and minimum level of highly liquid assets.

e elative reliance on both short-term and long-term funding sources, both
on an ongoing basis and under contingent liquidity scenarios.

e guidelines or limits on the composition of assets and liabilities.

e level of cash flow mismatches.

e controls over funding costs.

e convertibility of assets into cash to be used as contingent sources of
liquidity.

Policies should also identify the primary objectives and methods to use in
meeting daily operating cash outflows, provid