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Liquidity and Funding Policy

Sample Policy and Procedures
** The example risk limits in this policy are intended as an illustration only. Institutions can and do successfully operate with vastly different liquidity limits and approaches. The approach, monitoring, management, and contingency plans should be commensurate with the level of liquidity risk at the institution. Please review and customize the limits to your bank.  Items in red represent verbiage taken directly from the 2010 Inter-Agency Guidance on Funding and Liquidity Risk Management.  
This policy is designed to provide access to liquidity sufficient to meet our daily funding needs, and cover both expected and unexpected deviations from normal operations. Liquidity will be defined as the capacity to meet the bank’s cash and collateral obligations at a reasonable cost. Liquidity (and funding) risk arises when the bank’s financial condition or overall safety and soundness is adversely affected by an inability or a perceived inability to meet our obligations, either normal or unanticipated. Effective management of the bank’s liquidity and funding risk requires regular monitoring of current as well as future cash flow, balance sheet mix, and borrowing capacity.  In accordance with industry best practice, the bank recognizes the importance of:
· cash flow projections                               
· diversified funding sources                      
· stress testing the liquidity position
· a cushion of liquid assets

· a contingency funding plan
· an early warning system
These components form the primary tools for measuring and managing liquidity risk.   As such, this policy will prescribe and set forth certain procedures and ratios which together institute sound liquidity risk management.
I. Corporate Governance
The Board of Directors, or a committee of Board members, is ultimately responsible for the liquidity risk assumed by the bank.  As such, the Board will be responsible for maintaining this policy as well as insuring the bank’s management team is following it.  It is the objective of the board through this policy to ensure all levels of management clearly understand the bank’s approach to managing the trade-off between liquidity risk and profits. 

The responsibility for compliance with this policy rests with the bank’s Asset/Liability Committee, whose membership and governance is defined in the Interest Rate Risk and Asset Liability Policy.   Through the ALCO, management will actively monitor the bank’s liquidity risk profile, and ensure compliance with board approved strategies, policies, and procedures (including day to day and long term).   Senior Management will be responsible for overseeing the development and implementation of appropriate risk measurement and reporting systems, liquid buffers, Contingency Funding Plans (“CFPs”), and adequate internal control infrastructures.
Senior management will ensure the procedures and guidelines in this policy are reviewed annually during the internal audit function, with the results, key issues requiring attention and instances of non-compliance reported.  The audit process will assess the extent to which the liquidity risk management complies with both supervisory guidance and industry sound practices, taking into account the level of sophistication and complexity of the bank’s liquidity risk profile.  Management responses will be reviewed, notated, and submitted to the board.  
** the review is required by regulatory guidance.  Should internal audit review not be possible, guidance does allow for other “qualified individuals independent of the risk management process” to conduct it.  For more complex institutions, an independent 3rd party could be used. 
II. Liquidity and Funding Strategy
The bank will strive to optimize the funding of the balance sheet, continually balancing the stability and cost factors of our various funding sources.  To achieve this goal, the bank will embrace a funding strategy that provides effective diversification in the sources and tenor of funding.  The bank will consistently strive to utilize retail deposits as the primary funding source for the balance sheet, supplemented by alternative and wholesale funding sources.  The objective is a funding mix diversified across a full range of retail as well as secured and unsecured wholesales sources of funds. In general, funding concentrations (including specific retail products) will be avoided to prevent over-reliance on any one source, maintaining an appropriately diverse mix of existing and potential future funding sources. The bank may use this variety of funding sources to manage the funding cost or balance the interest rate risk position.  
These sources will include, but not be limited to retail deposit growth, Fed Funds purchased, brokered deposits, internet deposits, wholesale funding, dealer repos, and other short-term alternatives.  Management will ensure access to these sources is being actively managed, monitored and tested.  Alternatively, if necessary the bank may liquidate assets or take other measures consistent with the Contingency Funding Plan. 
III. Measurement Ratios for Liquidity and Funding Risk
A: Operating Liquidity

The basis for the bank’s liquidity management process rests on the availability of funding, referred to as Operating Liquidity.   This calculation measures the net of sources of liquidity routinely used by the bank against the expected uses for time frames for a 30 day period.  The bank will utilize operating liquidity to policy levels without restriction.
Operating liquidity consists of three components:

· Cash on hand, including federal funds sold and equivalents, and net securities cash flows. (** may also include loan reductions)

Uncollateralized borrowing lines, including Federal Funds Purchased and similar.  While these lines are likely to be a primary source of day to day funding, we recognize that in times of stress, these lines may not be available.  As such, these sources will not be included in any stressed ratios compliance ratios.

· Total unused collateralized lines of credit (with the FHLB, Federal Discount Window, and other borrowing sources) which will be routinely used as funding sources, net of any outstanding uncollateralized borrowings due.
The total operating liquidity available for any forecast time period should be at least 10% of the bank’s assets, with compliance reflected in Exhibit 2 – Sources & Uses.  The bank will calculate 30 day operating liquidity monthly.
** The calculated operating liquidity should include whatever sources the bank will routinely use.  
B: Liquidity Cushion
As a complement to operating liquidity, the bank will maintain a cushion of highly liquid assets without legal, regulatory, or operational impediments, or “liquidity cushion” that can be sold or pledged to obtain funds in a range of stress scenarios.  Management will ensure that this cushion is readily available, and unencumbered.  The cushion will be composed of excess cash reserves at the Federal Reserve Bank and the market value of certain high-quality unpledged securities which can be immediately pledged.  
The banks liquidity cushion will be maintained at 5% of assets.  Compliance is reflected in Exhibit 3 – Borrowing Capacity, and will be calculated and reported monthly.

C. Contingent and Total Liquidity

While the bank will routinely utilize operating liquidity for daily funding needs, the bank will also maintain secondary or contingent sources of liquidity.  The calculation for secondary sources estimates the amount of funds the bank can raise in the allocated time frames, subject to policy allocation limitations.  The sources are designated as contingent due to the amount of time needed to access, or an inconsistency with the banks desired strategic funding mix.  As such, the contingent sources will be utilized at the direction of the ALCO.
Contingent liquidity consists of these components:

· Brokered timed deposits, subject to allocation limitations of this policy.

· Total unused collateralized lines of credit (with the FHLB, Federal Discount Window, and other borrowing sources) which would not be routinely used as funding sources.  This includes any over-collateralized balances on current borrowings, and additional FHLB capacity available by purchase of additional stock. 
· The market value of securities designated as available for sale, not included in operating liquidity, and other assets available for sale.

In combination, the operating liquidity position, liquidity cushion, and secondary liquidity positions of the bank represent the Total Liquidity position for the time frame specified.  The banks total liquidity position will maintained at 20% of assets. Compliance is reflected in Exhibit 2 – Sources & Uses.  The bank will calculate 30 day Total Liquidity monthly.
**It is important that the bank include any known sources as either contingent or operating.  For example, FHLB borrowing capacity may be an operating source for one bank, and a secondary for another.
D. Investment Portfolio Liquidity
Although collateral status provides liquidity for most unpledged securities, a lack of cash flow may inhibit the bank’s ability to re-structure the balance sheet as circumstances warrant.  To promote financial flexibility, the bank will strive to maintain a minimum cash flow profile generated from the investment portfolio under all interest rate scenarios.  Investment Portfolio Liquidity is defined as overnight funds plus all anticipated investment principal cash flows (maturities, calls, paydowns, etc.) to be received over a two-year time frame. This ratio is already calculated in the investment policy and monitored along with the investment portfolio, and should fall within the following ranges.

Investment Portfolio Liquidity


-200bp Scenario
<=20% of assets


-100 Scenario
10-15% of assets


Base Case
10-15% of assets


+100bp Scenario
10-15% of assets


+200bp Scenario
>=5% of assets
Investment portfolio liquidity will be measured at least quarterly.
E. Sources and Uses

The bank recognizes that pro-forma cash flow statements are a critical tool for adequately managing liquidity risk.  On a quarterly basis, the bank will project funding needs and sources for the next three, six and twelve-month time horizons.  The bank will use the template in Exhibit 2 – Sources & Uses to produce the measures, which will be used as the basis for dynamic liquidity measures, and will serve as the base scenario for the Contingency Funding Plan and other ratios or measures defined by this policy.

**This pro-forma cash flow requirement is the cornerstone of regulatory requirements.  This policy includes a sample, your bank may embrace different methods or different time periods, depending on your complexity and the availability of the information. 

This policy is written using net growth language, the sum of expected sources and uses, which can then be stressed in aggregate.  An alternative method would encompass expected sources, expected uses from separate data such as a loan pipeline report, CD maturities, etc, and stressed methodology for each.  It is important that the bank incorporate methodology that can be produced quickly, and is understood by the users.
F. Funding Mix:
The bank will continually monitor its total funding sources and the mix between core deposits and alternative sources. Core deposits are defined in the Uniform Bank Performance Report (UBPR) User Guide as the sum of demand deposits, NOW accounts, MMDA savings, other savings deposits, and time deposits under $100,000.  For the purpose of this policy, retail originated time deposits over $100,000 and deposits acquired through the internet (internet deposits) will be included in the calculation of core deposits.   Core deposits may be utilized without restriction.
Alternative funding sources will be defined as items not classified as core deposits according to this policy, including but not limited to the following: public funds, brokered deposits, internet deposits, FHLB advances, and other wholesale borrowings.

Alternative funding sources excluding retail originated time deposits over $100,000 should not be less than 5% of the bank’s assets and not exceed 40% of the bank’s assets.  The exposure to any single alternative funding source is limited by this policy, and will be monitored for each reporting period in the projected sources and uses report. Individual limitations of alternative funding are:
· Total Term Wholesale Funds

30% of assets

· Brokered deposits



15% of assets

· FHLB advances



15% of assets

· Public Funds




10% of assets

· Internet Deposits 


 
  5% of assets

· Etc…

In times of stressed liquidity, management decision or activities outlined in the CFP may produce ratios that are in violation of these limits.  In such an event, management will address the funding mix and evaluate opportunities to return to compliance at each meeting of the ALCO.
Compliance is outlined in Exhibit 4 – Concentration.
**While the term “core” deposits is used here, many bankers have moved from this arbitrary term, and instead focus on retail vs. wholesale funding.  If “core” terminology is used, it is important to define core in terms that are meaningful to your operations.  “Core” ratios used in CAMELS and similar should also be tracked in the early warning systems, as a decline in regulatory liquidity measures may result in increased regulatory pressure or restrictions.  
G. Funding Gaps:
Quarterly, bank will produce cash flow projections that include discrete and cumulative cash flow mismatches or gaps over the above horizon.  The miss-match, or “funding gap” is the difference between funding needs and funding sources in a specific horizon.  The expected cash flows for the balance sheet will serve as the basis for compliance with this section of policy  Additionally an up 200 scenario and down 200 scenario consistent with the bank’s ALM policy will be calculated to capture the effects of embedded options on our liquidity.
Funding Needs will include loans to be funded as well as commitments to purchase other assets such as investments or fixed assets and anticipated reductions in core and wholesale funding sources.  Funding sources will include the use of cash and cash equivalents, such as overnight funds, scheduled maturities and expected cashflows from investments, loan pay-downs and any planned borrowings or funding sources not included in the base liquidity calculation.  The net miss-match in funding is reflected in the Cash Position in Exhibit 2 – Sources & Uses
While total funding sources and uses include the bank’s retail activities, stress on the funding position arises in a miss-match in the timing of wholesale funding sources compared to the bank’s ability to refund these sources as they come due.  This ability is best represented by the bank’s wholesale assets, the securities portfolio and cash position.  The Wholesale Funding Gap is intended to highlight the timing of expected funding excess, or highlight the dependence on wholesale funding.  When considering the wholesale funding sources for this purpose, the bank may choose to include certain funding sources traditionally considered retail or “core” that management believes may be subject to large reductions as they come due, such as existing CD specials or large single depositors.

Discrete or Cumulative wholesale funding gaps in excess of 5% of assets in any time horizon will require a brief, written plan of action. If the funding gap is positive, the bank will consider possible uses for the excess funds. If the funding gap is negative, a plan is needed to provide funds to meet the funding need.
 Compliance with funding gap guidelines is reflected in Exhibit 5 – Funding Gaps
IV. Reporting Procedures and Corrective Action
On a quarterly basis, the computed ratios described will be reported to the Board of Directors in conjunction with the board’s review of interest rate risk.  Such reporting will include, but is not limited to calculation of operating liquidity, availability of secondary liquidity, forecast sources and uses, funding gaps, and other ratios as defined in this policy.  A sample of such reporting is included as Exhibit 1.
H. Early Warning Systems.

Management will monitor for potential liquidity stress events by using early-warning indicators and event triggers.  The early recognition of potential events allows the bank to position itself into progressive states of readiness as an event evolves.  These indicators include both subjective measures such as negative publicity or decreased credit quality and financial condition, and other objective measures and ratios deemed to be key indications of stress.  Quarterly, management will combine the subjective and objective measures to produce the Early Warning System (EWS) outlined in Exhibit 6.  While no liquidity measurement system can address all possibilities, the measures included in the EWS are well understood by the bank, and are tailored to our specific liquidity risk profile.  Together, they provide a framework to report and communicate within the bank and to outside parties.
In the event that any of the liquidity ratios in the EWS are outside policy limits, management will asses the severity of the variance and possible plans for returning to compliance.  Depending on the severity and immediacy of the exception, and the likelihood of the exception becoming an actual liquidity problem, the plan may include, but is not limited to, one or more of the following:
a. Secure additional sources of collateral for alternative funds.

b. Reduce the need for funding by curtailing lending to a level that can be met by liquidity availability. This could be accomplished in a variety of ways including increasing rates or fees, tightening credit criteria, or changes to the Bank’s loan offerings.

c. Re-structure cash flows of term assets or term liabilities to reduce concentration and timing risks.
d. Generate additional retail deposits or other funds that do not require collateralization.

In conjunction with (a) through (d) above, or should the exception to policy be deemed low risk, the Board at is discretion may instruct management to closely monitor the ratios and report back to the Board within a specified period with updated ratios and, if necessary, a recommended plan of action to address the risk and return the ratio(s) to compliance.  Conversely, certain measures calculated to be out of compliance with policy will require activation of the bank’s Contingency Funding Plan.
V. Contingency Funding Plan

Unexpected situations or business conditions may increase liquidity risk.  These events may be institution specific, or arise from external factors, including an inability to fund asset growth, an inability to replace maturing funding, customers unexpectedly withdrawing deposits or drawing off-balance-sheet commitments, changes in market values of various asset types, changes in economic conditions, market perception or dislocation in financial markets, or disturbances from local disasters.  To insure the banks sources of liquidity are sufficient to fund normal operations under contingent events, the bank will continually maintain a Contingency Funding Plan (CFP).
Although these contingent liquidity events range from high probability / low impact events to low probability / high impact events, the CFP will focus on possible events that, while relatively infrequent, could significantly impact the bank’s operations.  The bank’s early warning system will serve as a monitoring framework for contingent events.  In conjunction with the early warning system and the framework of this policy, the CFP will:

· Identify possible stress events

· Assess levels of severity and timing

· Assess funding sources and needs.

· Identify potential funding sources 

· Establish a liquidity event management process

Non-compliance with policy limits, the result of the stress tests, or the banks’ Early Warning System may indicate a level of illiquidity prompting the execution of this (CFP).  
VI. Other Matters

It is the intention of the bank to maintain a process of liquidity risk management sufficient to measure, monitor and control the risk to the bank’s funding and liquidity over a variety of possible scenarios and conditions.  We believe this policy addresses the nature of our bank’s activities, and that we have no material exposure to other activities such as securitization, derivatives, trading, transaction processing or financial market events.  Although no process can provide for all possible scenarios or risks, we believe the processes and systems outlined in this policy and related documents are commensurate with the bank’s complexity, risk profile and scope of operations.
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