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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 wi plemental procedures for further analyzing the quantity
and quality, ity risk. Examiners should refer to the Bank Supervision
Process Handbf§o rther guidance on CAMELS Rating System. Additional
guidance, part fo®those examiners responsible for examining large
and internationalNgacttv ks, is provided in the September 2008
“Principles for Soun i Risk Management and Supervision,” issued by
the Basel Committee o pervision (BCBS)' and formally adopted
by the OCC and other U.S. lfanking regulatory agencies in that same year.

Background

ding dynamics at
aved over time.

federally insured, stable, and relatively ineXy8
community, midsize, and large banks, howev

removal of interstate banking restrictions, and the d4 gfon of interest
rates paid on deposit accounts changed both depositoramd 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, bankegs can no longer rely upon historically inelastic depositor
behavior. Th reliance on alternative sources of funding from the
wholesale ered markets exposes banks to more rate and liquidity

sensitivity tha ce on traditional retail deposits did. Moreover, many
banks have inc helr use of products with embedded optionality on
both sides of the t, which makes it more challenging to manage
the corresponding caslf flOWsY Liquidity risk management systems and

controls must keep pac esNchanges and added complexities.

Given these changes in fundi %
complex and requires a more rol#s

identify, measure, monitor, and cofl

, liquidity management is more
management process. To effectively

i daty risk exposure, well-managed
banks supplement traditional liquidity res like static-balance-sheet
ratios with more prospective analyses. B&

xaminers should have, at
a minimum, a sound understanding of a ba

e projected funding sources and needs under Mvay arket
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 opegations or the financial condition of the institution. A bank’s
liquidity exi s assets readily convertible to cash, net operating cash
flows, and#s a acquire funding through deposits, borrowings, and
capital injectioffs.

By definition, liquiy gisRis e risk that an institution’s financial condition or
overall safety and sou ' ersely affected by an inability (or perceived
inability) to meet its obli . Anynstitution’s obligations, and the funding

of its on- and off-balance sheet
igptitution confronts various

sources used to meet them, peyificantly on its business mix, its balance
i

situations that can give rise to increase
mismatches, market constraints on the

risk profile and should be considered in the assess
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 gisk management process established by the board include

e appropriatgst policies, procedures, and limits used to manage and
n in stressed conditions.

e appropriate liqWdi k Weasurement and monitoring systems.

e active manageme liquidity and collateral.

e maintaining an approprj erse mix of existing and potential future

etable securities, with no legal,
hat can be used to meet

e adequate levels of highly Tiqug
regulatory, or operational imp
liquidity needs in stressful situatio

e comprehensive contingency funding

P) sufficient to address

potential adverse liquidity events and sh flow needs.
e adequate internal controls surrounding all o ljquidity 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 ale and market-based funding increases, so should the
quality of I§ isk-management processes. These processes should
include period ¥ as ents of a bank’s exposure to changes in market
conditions, an
accompany these

Asset sales and securitiZui e Ngo important sources of bank liquidity.
Banks of all sizes have increfgsed t e of asset sales and securitization to
access alternative funding so } e concentrations, improve financial
performance ratios, and more efféie t customer needs. Some of these
transactions, however, carry explicf re provisions within contractual
documents, as well as the potential im Qirse associated with a bank’s
desire to maintain access to future fundi asing or otherwise
supporting securitizations that exhibit perfo lems. As a result,
examiners should be aware of situations in w gight overestimate

commitment and resources required to manage this effectively. Such
mistakes may lead to highly visible problems during th&Tite 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 sourges and uses of funds associated with off-balance-sheet
activities.

Relationship of Lifui isk to Other Banking Risks

Bankers and examMer stynderstand and assess how a bank’s exposure to
other risks may affect g liQuidity, The OCC defines and assesses eight
categories of risk. In ad o ligyidity, these risk types include credit,

categories are not mutually e y product or service may expose a

bank to multiple risks—and a reafogfegeiyed problem in any area can erode

sts, thereby increasing its

these exposures, the risks

eventually undermine the institution’s liq&ditygfogon. Both the

pervision” booklets of
Nk definitions and

interest rate, price, operatiofal, cyance, strategic, and reputation. These
i

the Comptroller’s Handbook discuss in detail
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 S.

Bank manage understand the sensitivities of their funds providers,
the funding infr ts ey use, the relationship of funding costs to asset
yields, and any kePor, latory constraints on funding. In order to
accomplish this, ma must understand the volume, mix, pricing, cash
flows, and risk exposu from its bank’s assets and liabilities, as
well as other available sourg@®s of f§nds and potential uses of excess cash
flow. Management must als leglo the risks arising from concentrations

in funding sources.

Liquidity managers must also understa
risk profile can change quickly, and thesg ay occur outside of

's liquidity position can
of that institution. A bank’s liquidity position m e

ate under certain

operating environments yet be insufficient under ad¢€ ironments. This
is particularly true for a bank that is heavily reliant onwi#lesale 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, groduct mix, and cash flow profiles of both on- and off-
ations. External events and internal financial and operating
it, operational, legal, and reputation risks) can
influence the |j@luidg ofile of an institution.

Bank-specific factOwg incl@e€
e deterioration in ass Y,

e events that affect publi ep'utaxw or market perception (e.g., accounting
u

scandals, adverse cons t events),
e deteriorating earnings perfo
e downgrade in a credit rating,
e aggressive balance-sheet growth,
¥

e breakdowns in internal systems or co

External factors or events include

e geographical—deteriorating local economic con f

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, inclgding the credit, interest rate, and price risk profiles of the

accounting treatment. Exhibit 1 (following page)

ryaassets found on a bank’s balance sheet and their
oNgeeting a bank’s liquidity needs.

Q
//I/O
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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 Lower-Rated No Active
Securities Program
Banks Repos Secondary
Market Loans BOLI

Held for Sale

or Commercial
Paper

Funding stability of liabilities and the
favorable terms form the basis for assessi
liabilities. The stability of a bank’s liabilities de
including the level of deposit insurance, the dé N
the institution, and the level of market interest-rat r@ . Exhibit 2
(following page) illustrates the primary liabilities on NQap#fs balance sheet
and the relative sensitivity of those funding sources to both interest-rate and
credit risk.

Comptroller’s Handbook 10 Liquidity



Exhibit 2.
Liability Sensitivity

Increasing Credit Sensitivity

Insured Retail Deposits

Retail Demand Deposits
Retail Savings

Uninsured Retail Deposits

Retail Demand Deposits
Retail Savings

etail Deposits &
rrowings

Uninsured Interest-Bearing Deposits
& Unsecured Borrowings

Monej

Increasing Rate Sensitivity

Unsecured Borrowings
Commercial Paper
Eurodollar Deposits
Brokered Deposits

CollaterawzeghB
Commercial D&gand®ep
Secured Pu
Internet Deposi

\J

pty maturities and asset maturities
erest rates. Changes in market
s severe. These changes can
itional funding, and

Banks with large mismatches bet®e
have greater earnings exposure to cha
conditions are often unpredictable an

articularly

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 lackigg sufficient capacity to fund obligations in the normal course
of business gap). Effective management and control of the liquidity
risk stemmdhg funding gaps depends heavily on the use of operational
cash flow proj the reasonableness and accuracy of the

. Institution-specific factors that affect the
development of ca asimptions include the following:

e Deteriorating asset
e Highly volatile or unpre{i set amortization (prepayments), non-
maturity deposits, off-bala % ommitments (lines or letters of

credit), and other estimated &s
e Unexpected fluctuations in loan d
e Unanticipated new business due t rnal management

information systems (MIS) reporting aNg.cg ication
e The inability of permanent takeout lenders rfdm as expected.

In order to assess fully the impact of these factors @ ) gaps and cash
flow projections, management should develop multiJggg#narios. 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

unding stemming from a bank’s asset base is the

rest cash flows produced by the loan and

rif@ios. The cash flow schedules of a bank’s assets
agual maturity and are predictable and expected,

or they may be adjusteq by§cq tual options afforded to the counterparty

and occur unexpectedly. nificgnt impact on a bank’s liquidity position

typically occurs when count§partiesglo not pay according to their
contractual requirements because it problems or other issues.

Pledging of Assets

The primai% so
periodic princial
investment secuf§
can be based on th&

Financial institutions routinely pledge vari assets to secure

borrowings or line commitments. Secured or d borrowings
generally are more reliable sources of liquidity
when compared with unsecured funding sources.
commitments are also a common form of liquidity prOwis#d 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

e The liquidiy or market value of pledged assets

e The ban ncial condition

e Collatefal ingrequirements

e The countgp aWance rates on various types of collateral

e The amount@t b&rovgngs or collateral pledged when compared with the
overall size of e pa .g., total assets, total loans)

e Regulatory actionqagnst bank.

Liquidation of Assets

Banks obtain funds by reducing or ¥
incorporate asset liquidation into their
liquidity. They also use the potential li

nanagement of operating
bf a portion of their assets

R and price-risk
profile to be effective as a contingent liquidity sour hle of less liquid
assets usually requires a bank to engage in an active hgoing 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 to examine these activities. The examination of
securitizati ies should be closely coordinated with the assessment of
liquidity risk.

Liability-Based Liquity SQuryes

Liability funding sources®eglpicMy characterized as retail or wholesale.

Banks distinguish between [ holesale funding, because the two
sources of funding have differ % ities to credit risk and interest rates
i# conditions and the financial

and react differently to changes i
condition of a bank.

Retail Deposits

relatively stable sources of funds for banks. In marlyd g#s, the decision
made by consumers and business owners to deposit n 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,

Retail deposits from consumers and small busin®gses a a en important and
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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 gxisting financial relationships with local municipalities that
give the ban petitive advantage in attracting deposit accounts.

funds are generally more sensitive to interest rates than
equire competitive rates at placement and
subsequent rol teS. Municipalities have a fiduciary responsibility for
the safe placemen un@s qgd typically are mandated to place funds only in
banks that are sufficierly talized and in otherwise sound financial
condition. Therefore, p re also more sensitive to the financial

condition of the depository dyact to a bank’s negative press or

retail deposits

deteriorating financial condit idly than retail depositors. Liquidity
managers must consider these sedSitj public-funds providers in their

operational and contingency plannfhg gcigitigs. These products have become
more complex over time.

Borrowed Funds

A bank can also generate funds through borrowin ious
counterparties. Borrowed funds include secured an red 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 es

A bank may usglf a

| deposit listing service to raise both time and
money market d€Qo '

source of funding can be convenient and usually
osts. A bank can also tailor the tenor of listed
deposits to meet its fugi . However, it is sometimes difficult to

ith the depositor is based principally
grcorporate deposit listing services
should include management systems dfiy o control these risks. Because
the depositor relationship with a bank ‘ d primarily through rates
vice have behavioral
characteristics similar to deposits gathered thro ker. However, they

a N\

regNJeposit, because the
r@ not employ the

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

service merely involves the listing of offering rate
use of a third party to communicate with the custom

Brokered Deposits

> 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 wij ewing or replacing funds garnered through a deposit
broker. In banks that do not meet regulatory requirements to be
“well capitaliz Prompt Corrective Action 12 CFR 6) will find their
ability to acces brokered funds restricted or eliminated, and both
primary and conti g plans should incorporate this potential loss of
funding.

Funding From the Financial ar:y
Some banks, particularly larger '
to the financial markets for funding. T
to banks in a variety of ways, includin

ent f

multinational institutions, turn
i cial markets provide funding
hases, repurchase
rces provide a broader
these market-based
allow banks to
tional retail

funding programs, when conducted on a broa
access funds at costs below those associated with
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 performancg of these assets has deteriorated, this condition may elevate
iquidity risk profile.

When a bank riflie nding from the financial markets, both operating and
contingent liqu ndgement and planning programs must incorporate
strategies designe®o migaN these unique and sometimes complex liquidity

%
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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, dures, and limits.

e riskm nt, monitoring, and reporting systems.
intraday i nagement.

funding di :
e maintenance Iy of highly liquid assets.
e comprehensive cditirgeMcy funding plans.

e internal controls.

Corporate Governance /

Boards of directors and bank manage N\ the responsibility to
implement an effective liquidity risk @ process. Both work to
ensure that the staffing and structure are & te with a bank’s level of
liquidity risk. A bank should have a reliable m t information system
designed to provide the board of directors, sen ent, and other

appropriate personnel with timely and forward-lo ation 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, megsuring, and controlling liquidity risk.

y risk tolerances, and discuss to what extent
centralized or decentralized.

Policies communicate how udfasis a bank places on asset liquidity,
C

liability gathering, and opera s to meet its day-to-day and
contingent funding needs. Policid i th quantitative and qualitative
targets. Examples include

e definition and minimum level of hig
e elative reliance on both short-term and lon

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, providing for seasonal and cyclical
cash flow fluctuations, and addressing various adverse liquidity scenarios.
This includes formulating plans and courses of actions for dealing with
potential temporary, intermediate-term, and long-term liquidity disruptions.

Formal written policies and procedures should define management
responsibilities. These should address the lines of authority for the following:
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e Developing liquidity risk management policies, procedures, and limits.

e Developing and implementing strategies and tactics used in managing
liquidity risk.

e Conducting day-to-day liquidity management.

e Establishing and maintaining liquidity risk measurement and monitoring
systems.

e Authorizing exceptions to policies and limits.

e Identifying potential liquidity risk and related issues arising from the
introduction of new products and activities.

Policies and procedures should identify the individuals or committees
responsible for gquidity risk management decisions. Less-complex banks
asponsibilities to the chief financial officer or an
igr management official. Other institutions assign
responsibility fifr | g risk management to a committee of senior
managers, some a finance committee or asset/liability committee
(ALCO). Policies s aly identify the individual or the committee’s
ent of their decision-making authority, and
eports to senior management and the

n ALCO or other senior management
K' r the liquidity profile of the bank

|

siness lines that can affect

gfzathering, funding,
' senior managers who have
NQSag at affect liquidity. The
ent system identifies
uld also ensure

d relevant

the form and frequency

board of directors. When a
committee, the committee sh
and include representation from
liquidity risk (e.g., lending, investment
operations). Committee members sho

that the reporting process communicates accuratePtj
information about the level and sources of risk expo

Liquidity risk tolerances or limits should be consistent with a bank’s
complexity and liquidity risk profile. Risk tolerances should reflect both
quantitative targets and qualitative guidelines. These limits, tolerances,
and guidelines may include the following:

e Limits on projected net cash flow positions (sources and uses of funds)
over specified time horizons. Projected sources and uses statements are
dynamic statements of cash flow and should include on- and off-balance-
sheet change projections (e.g., loan growth, deposit outflows). Limits may
be placed on liquidity projection ratios (e.g., total projected sources/ total
projected uses), or on the capacity coverage ratio (total available
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secondary funding/net projected cash flow) over various time frames
(e.g., daily, weekly, monthly, semiannually, annually).®

e Limits on discrete or cumulative funding mismatches or gaps over
specified short- and long-term time horizons (e.g., next day, one week,
two weeks, one month, six months).”

e Target amounts of highly liquid asset reserves expressed as aggregate
amounts or as ratios calculated in relation to, for example, coverage of
net cash outflows, or expected liquidity needs under stress scenarios.

e Limits or triggers on the structure of short-term and longer-term funding of
the asset base, under both normal and stressed conditions.

e Limits or triggers on funding concentrations or guidelines that promote

funding divgrsification such as limits on large liability and borrowed

cy, limits on single funds providers, limits on exposure to

fands providers, and limits on specific types of brokered

lesale funding.

tingent liabilities such as unfunded loan

credit supporting asset sales or securitizations.

d maximum average maturity of different

cifying limits: loans-to-deposit (LTD)
s-to-total assets; and other

Banks may use other risk indi
ratios; loans-to-equity capital; pu
common balance sheet measures and
however, banks should be fully aware ight not address the time

profile. Static balance-sheet measures may hic iffant liquidity risk that
can occur in the future under normal and adve ingconditions.
Therefore, they should not be the exclusive meas @o inks use to
monitor and manage liquidity.

Well-managed banks develop policies governing the creation and
maintenance of a written, comprehensive, and up-to-date liquidity
contingency funding plan. Policies should also ensure that, as part of ongoing

liquidity risk management, senior management identifies early warning
indicators of potential liquidity problems.

® See appendixes B, F, G, and H for examples of these types of reports.

7 See appendix C, “Liquidity Gap Report,” for an example.
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Banks should ensure that their policies and procedures take into account
compliance with appropriate laws and regulations that can have an impact on
an institution’s liquidity risk management and liquidity risk profile. These
laws and regulations include the Dodd-Frank Act, Federal Deposit Insurance
Corporation Improvement Act (FDICIA), the Federal Reserve Act, and certain
regulations issued thereunder. Procedures for determining a bank’s
compliance with certain laws and regulations are included in “Supplemental
Procedures: Quality of Risk Management” at the end of this booklet, but this
section does not address all laws and regulations that may be applicable.

Liquidity Risk Measurement, Monitoring, and
Reporting Sygtems

A bank’s li®ui siameasurement process should be commensurate with its
size, complexiy, [ Qyidity risk profile. Similar to a bank’s policy limits
and targets, the Mgas t of liquidity should be comprehensive and
prospective. To be helsive, the measurement of liquidity must
incorporate all of the Qsh Jo d liquidity implications from all material

assets, liabilities, off-balalcegfheet Yositions and other activities, including the
potential optionality embed&ed in thgpinstitution’s assets and liabilities. In
order for measurement to be pros i the measurement must be forward-
looking by attempting to identify ture funding mismatches, as well
i should include both

at a minimum, should

guantitative and qualitative factors. Th
address the following:

e Pro-forma cash flow statements and funding nii aps over different
time horizons.

e New products and their affect on liquidity.

e Trends and expectations in the volume and pricing of assets, liabilities,
and off-balance-sheet items that may significantly affect the bank’s
liquidity.

e Trends in the relative cost of funds required by existing and alternative
funds providers and the impact on net interest income and margin.

e The diversification of funding sources and trends in funding
concentrations.

e Asset quality trends.

e The sensitivity of funds providers to both financial market and
institutional trends and events.

e The bank’s sources and uses of cash and th& rele EH rends.
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e The bank’s exposure to both broad-based market and institution-specific
contingent liquidity events.

e Adiscussion of highly liquid assets, trends in those assets, and the market
dynamics that could affect their conversion to cash.

e The market’s perception of the bank as indicated by excess spread paid
relative to similar banks.

e If applicable, the impact of cash flows related to the repricing, exercise,
or maturity of financial derivatives contracts, including the potential for
counterparties to demand additional collateral in the case of a weakening
of the market’s perception of the bank.

e If applicable, the impact on cash flows by providing correspondent,
custodian, gnd settlement activities.

currency as h estic currency.

In addition to a reviewgof Re 's specific sources and uses of funds,

measurement of liquidit d al§o take into consideration relevant national

and local trends. These sho®d i 7the following:

e Economic and financial marRe loggments, such as trends in interest
rates and funding costs.

e General credit conditions in the b

institution’s cash flows under alternative scenarios. bjections include
business-as-usual scenarios that incorporate relevant Sngggfality, growth
assumptions, or alternative business plans and various adverse stress
scenarios. Management’s analysis of the trends in the bank’s funding sources
and balance-sheet structure should be used to develop these cash flow
projections. The level of sophistication can range from simple spreadsheets to
very detailed analytical reports; these projections should be consistent with
the bank’s complexity and its liquidity risk profile.

Assumptions play a critical role in the construction of liquidity measures and
the development of cash flow projections. Liquidity risk managers need to
ensure that all assumptions used are reasonable and appropriate. Key
assumptions should be reviewed, documented, and approved annually.
Assumptions used in assessing the liquidity risk of assets, liabilities, and off-
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balance-sheet positions with uncertain cash flows, market values, or
maturities should be subject to documentation and review. Banks with
material amounts of complex or uncertain cash flows should perform stress
tests to determine what effect changes to their material assumptions have on
their liquidity profile.

Assumptions surrounding the stability of retail deposits and brokered deposits
as well as secondary market borrowings are important, particularly when
evaluating the availability of alternative sources under adverse contingent
scenarios. Analysis of these assumptions should consider, at a minimum

e historic behavior of deposit customers and other funds providers.

e current ure business conditions that may change the historic
stomer and funds providers’ behavior.

e general cofditj d characteristics of the institution’s market for
s _including the degree of competition.
b&aYor of funds providers under each scenario.

e anticipated pr

Banks that rely significa seCWred financing should have strong
processes in place to evaluag asselliguidity under a variety of business-as-
usual and stress conditions. M [ i
whether the asset is free to be us

e central bank borrowings,
concentrations in collateral, potential fic concerns, and the ability

to complete the transaction.

be sufficiently
robust and flexible to allow for timely computatio ptrics used in
ongoing liquidity risk management. Risk monitoringX orting should be
able to provide information for day-to-day risk management and control.
Additionally, the frequency and scope of risk monitoring systems should be
developed so they are easily expandable during times of stress.

The complexity and sophistication of management reporting and management
information systems (MIS) should be consistent with the bank’s liquidity risk
profile. Liquidity MIS should be sufficiently detailed to allow management to
assess the sensitivity of the bank to changes in market conditions, its own
financial performance, and other risk factors. Reports may include
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e cash flow projections that assess both “business-as-usual” and contingent
liquidity scenarios. These may be both static (to identify recent trends)
and forward looking (to identify prospective needs).

e funding concentration reports that highlight the dependence on sources
of funds that may be highly sensitive to bank-specific contingent liquidity
risk.®

e critical assumptions employed in cash flow projections and other
measures as well as their implications.

e the status of key early warning signals or risk indicators.

e the status of contingent funding sources or collateral usage.

e aselected set of appropriate liquidity ratios that highlight the liquidity risk
profile of tg bank and trends in these ratios.

e the impg ew product and investment activities.

e meas W alges tailored to the institution’s primary liquidity
managemeght ing strategies, liquidity risk profile, and significant
activities.’

e

e  When appropr b¥h Ponsolidated and unconsolidated liquidity risk
reports for banks Wth Jrulggmle offices, international branches, and
subsidiaries.

Intraday Liquidity Managemen

Intraday liquidity monitoring is an imp
management process for institutions, parig
significant payment, settlement, and clear
to manage intraday liquidity effectively, under d stressed

ment obligations
in a timely manner, adversely affecting its own liqui tion and that of
its counterparties. Among large, complex organizatior
interdependencies that exist among payment systems and the inability to
meet certain critical payments have the potential to lead to systemic

K ponent of the liquidity risk
or those engaged in

8 Examples of reports on funding concentrations include information on the types and
amounts of negotiable certificates of deposit stratified by size and origin (e.g., community or
market area; brokered, deposit-splitting networks; Internet-rate listed) and other obligations,
as well as the collateral and credit triggers or policies of major wholesale funds providers.

?Examples include reports on the quality, pledging status, and maturity distribution of the
investment securities portfolio in those banks that are heavily reliant on those assets as a
primary source of contingent liquidity. Alternatively, a bank reliant on securitizations or
loan sales as a primary source of funding should develop reports that target the liquidity
risks inherent in those activities.
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disruptions that can prevent the smooth functioning of all payment systems
and money markets. Therefore, institutions with material payment, settlement,
and clearing activities should actively manage their intraday liquidity
positions and risks to meet payment and settlement obligations on a timely
basis under both normal and stressed conditions. Senior management should
develop and adopt an intraday liquidity strategy that allows the institution to
do the following:

e Monitor and measure expected daily gross liquidity inflows and outflows.

e Manage and mobilize collateral when necessary to obtain intraday credit.

e Identify and prioritize time-specific and other critical obligations in order
to meet thegy when expected.

e Settle ot critical obligations as soon as possible.

e Controfcr stomers when necessary.

Small institution€nu%galsgmaintain an appropriate intraday liquidity
management proceNg. esY institutions, management must focus on the
adequacy of funds andcreQit within their Federal Reserve (Fed) or
correspondent settleme g account. Sound intraday liquidity

e Active monitoring of significIhigfitlldye settlement and clearing activity.
e Maintenance of sufficient cash bal S daylight overdraft capacity,

when necessary.

e Adequacy of collateral pledged to the t to cover both
expected and unexpected intraday fundin
e Incorporation of intraday liquidity maintenge Tn tingency funding

planning and scenarios.
Funding Diversification

An institution should establish a funding strategy that provides effective
diversification in the sources and tenor of funding. An institution should
diversify available funding sources in the short-, medium- and long-term.
Diversification targets should be part of medium- to long-term funding plans
and should be aligned with the budgeting and business planning process.
Funding plans should take into account correlations between sources of funds
and market conditions. Management should also consider the funding
implications of any government programs or guarantees that a bank uses. The
desired diversification should include limits by counterparty, secured versus
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unsecured market funding, instrument type, securitization vehicle, and
geographic market.

Institutions that rely on market-based funding sources should maintain an
ongoing presence in their chosen funding markets and strong relationships
with funds providers to promote effective diversification of funding sources.
An institution should regularly gauge its capacity to raise funds quickly from
each source. The institution should identify the main factors that affect its
ability to raise funds and monitor those factors closely to ensure that estimates
of fund-raising capacity remain valid.

An essential coqpponent of ensuring funding diversity is maintaining market
access. Mark ss is critical for effective liquidity risk management, as this
access aff ility to both raise new funds and liquidate assets. A bank
should identifyhn strong relationships with current and potential
investors, even'i ing markets facilitated by brokers or other third parties.

Building strong reWgions ith various key providers of funding can give a
bank insight into provigler havior in times of bank-specific or market-wide
shocks. Senior manage uMensure that market access is being

actively managed, monitorey, and/d by the appropriate staff.

An institution should identify divéfsijg
strengthen its capacity to withstand®a v
market-wide liquidity shocks. Depend
duration of the liquidity shock, potential
not limited to, the following actions:

altgrnative sources of funding that
] K.severe institution-specific and
ature, severity, and

nding include, but are

O

Tactical actions @

e Sale (either outright or through repurchase agref$g or pledging of
liquid assets.

e Drawing-down committed facilities.

e  Wholesale deposit growth.

e Lengthening maturities of new liabilities.

Strategic actions

e Retail deposit growth.

e Raising capital.

e Issuance of debt instruments.

e Sale of subsidiaries or lines of business.
e Asset securitization.

Comptroller’s Handbook 29 Liquidity



Cushion of Highly Liquid Assets

Liquid assets are an important source of both primary (operating liquidity) and
secondary (contingent liquidity) funding at many institutions. Indeed, a
critical component of an institution’s ability to effectively respond to potential
liquidity stress is the availability of a cushion of unencumbered highly liquid
assets without legal, regulatory, or operational impediments that can be sold
or pledged to obtain funds in a range of stress scenarios. These assets should
be held to protect against a range of liquidity stress scenarios, including those
that involve the loss or impairment of typically available unsecured or
secured funding sources. The size of the cushion of such high-quality liquid
assets should basupported by estimates of liquidity needs revealed by an
institution’s sting, as well as being aligned with the risk tolerance and
risk profileddt t stigution. Management estimates of liquidity needs during
periods of stregl s \acorporate both contractual and noncontractual cash
flows, including€Qe ility of funds being withdrawn. Such estimates
should also assum '
impairment of access
liquid assets.

Management should ensure t M
are not pledged to payment syst
time of most need. For example, an in Quld use its holdings of high-

quality U.S. Treasury securities or simila and enter into
repurchase agreements in response to the most reNptress scenarios.

secured by assets other than the safest, most

uid assets are readily available and
ynghouses. The quality of
igsures accessibility during the

Contingency Funding Plans

A contingency funding plan (CFP) includes policies, procedures, projection
reports, and action plans designed to ensure a bank’s sources of liquidity are
sufficient to fund normal operating requirements under contingent liquidity
events. The objectives of the CFP are to do the following:

e Provide a plan for responding to various and increasing levels of a bank’s
liquidity stress.

e Designate management responsibilities, crisis communication methods
and channels, and reporting requirements.

e Identify a menu of contingent liquidity sources that a bank can use under
various and increasing adverse liquidity circumstances.
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e Describe steps that should be taken to ensure that the bank’s sources of
liquidity are sufficient to fund scheduled operating requirements and
meet the institution’s commitments with minimal costs and disruption.

Contingent events arise from both unexpected circumstances and ongoing
adverse business conditions. They increase the risk that a bank will not have
sufficient funds to meet its liquidity needs. These conditions are caused by
bank-specific events or by external occurrences or circumstances. Bank-
specific events are usually the result of the unique credit, market, operational,
or strategic risks that occur because of a bank’s business activities. They can
arise from the inability to fund asset growth, the inability to renew or replace
maturing liabilitjes, the exercise of options by customers to withdraw deposits

rities, changes in economic conditions, or

the price volatiity
i arkets.

dislocations in

e from high-probability and low-impact
course of business to low-probability but

Igp from liquidity pressures that are
f may also present longer-term or
implications. The duration of an id&nti event is a primary factor
when developing contingency plans.

Contingent liquidity eentqyr
events that occur durin

high-impact events. These
immediate and short term in

ability and low-

impact liquidity risks into the day-to-day mana$gm @ cir sources and
uses of funds. Banks generally accomplish this b possible
variations around expected cash flow projections an® lling for adequate
liquidity reserves and other means of raising funds in th€ normal course of
business.

The CFP primarily addresses low-probability and high-impact events. It
addresses both the severity and the duration of negative liquidity events. The
CFP should accomplish the following:

e Identify plausible stress events.'®
e Evaluate those stress events under different levels of severity.

19 See appendix D, “Examples of Liquidity Stress Events, Triggers, and Monitoring Items or
Reports,” for additional guidance.
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e Make a quantitative assessment of funding needs under stress events."'

e Identify potential and viable funding sources in response to a stress event.

e Provide for management processes, reporting, and internal as well as
external communication throughout the stress event.

Within the CFP, management should identify the stress events that threaten a
bank’s ability to fund both short-term (e.g., intraday, daily, weekly, monthly)
and long-term operating and strategic needs. These events include those
situations that have a significant negative impact on the bank’s liquidity,
earnings, or capital because of its balance-sheet composition, business
activities, or management structure. Possible stress events include the

following
e Deteri atl edlt quality.
e Declinei CAMELS composite rating.

A prompt c ion capital downgrade.
Negative press

Rising reputation

Material changes in CUs latlons and perceptions.

mer
Actual or threatened ad¥grs ac related to the institution’s external
credit rating.
e Actual or anticipated changes i
e Rapid asset growth, particularly w

nd short-term debt ratings.
with potentially volatile

liabilities.

e Deterioration in financial condition th ' rdize access to market,
wholesale, and central bank funding.

e External events such as natural disasters anONisr in the markets

from which the bank obtains funds.

The CFP scenarios should delineate the various levels of stress severity that
could occur during a liquidity crisis. The events, stages, and severity levels
should be tailored to the bank’s specific funding structure.

A critical element of the CFP is the quantitative projection and evaluation of
expected cash flows and the ability of the institution to meet any shortfalls
during a stress event. The bank should identify a series of actions it will take
during a stress event and commit sources of funds for contingent needs in
advance of those stress events. To evaluate a potential stress event, the bank
must evaluate the potential erosion in funding as well as the cash flow

" See appendix E, “Liquidity Contingency Funding Scenarios,” for an example.
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mismatches at alternative stages of the stress event. As an event worsens,
banks must assume that funding sources could further erode or become cost
prohibitive. This evaluation should be based on realistic estimates of funds
providers’ behavior and collateral expectations and should include both on-
balance- and material off-balance-sheet cash flows.

Because a high potential exists for liquidity pressures to spread from one
source to another during a significant event, banks should identify alternative
sources of liquidity and ensure access to emergency standby funding sources.
Banks should conduct advanced planning to ensure that these sources would
be readily available. If a bank intends to use asset securitization to meet
standby liquidity needs, this planning and analysis should include an
assessment o arket’s depth and the implications for those markets if the
liquidity cig result of a broader market stress event rather than a

bble crisiss-management team and administrative
tion plans for given levels of stress. It should
niygent planning activities such as the
g. It $hqgld provide for frequent communication
% tors, management, and other
ti ptignizes the effectiveness of the
ggisions are coordinated to
ffective crisis management
iguidity reports as well as

ts that are generally
ollowing:

also be integrated with
continuity of business plan
among the crisis team, the b
interested parties. This communi

contingency plan by ensuring that Susi
reduce the impact on a bank’s liquidit
may also require increased preparation d
additional reports that are not normally prep®
prepared during a crisis include but are not i

e Levels and trends in uninsured deposit relation

e Cash flow projections and run-off reports.

e Reports on performance in relation to liquidity limits and benchmarks

e Funding capacity reports by funding type.

e Certificate of deposit (CD) breakage or early redemption reports.

e Funding source concentration reports.

e Reports on alternative funding sources of incremental liquidity, including
standby emergency sources of liquidity.

e Vault cash management reports.

e Intraday settlement and clearing activity reports.

e Daylight overdraft reports.

e  Wire transfer activity.
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e Information and reports on the stability, pricing, and performance of the
markets from which funds would be obtained.

To ensure the effective and timely implementation of the CFP, banks should
develop a process for identifying a potential liquidity event before it becomes
a crisis. This can be accomplished through the use of early warning indicators
and event triggers that are readily observable during the bank’s normal
reporting process. These should be tailored to the bank’s specific liquidity risk
profile. For example, a bank should have early warning indicators that signal
whether embedded triggers in certain products (i.e., callable public debt,
over-the-counter derivatives transactions) are about to be breached, or
whether contingent risks are likely to materialize, such as backup lines to off-

balance-shee uits (i.e., ABCP), which would force a bank to provide
additional port for the product or bring assets back onto the
balance sheet. nition of a potential event allows bank management

to enhance a b ness as the event actually evolves. Early warning

signals may includWthe f ing:

e Rapid asset growth wiNy volatile liabilities.

e A reluctance of traditiofgl fund pgoviders to continue funding at historic
levels. /

e Rating agency credit watche

e Pending regulatory action (both fo
component or composite rating d

e Reluctance of trust managers, money managers, public entities, and
credit-sensitive funds providers to place funds.

e Reluctance of broker-dealers to show the institution’s name in the market.

e  Market rumors or concerns that customers have discussed with the
institution’s staff.

e Rising funding costs in an otherwise-stable market.

e Increased redemptions of CDs over $250,000 before maturity.

e Counterparty resistance to off-balance-sheet products or increased margin
requirements.

e  Market reluctance to carry out planned loan sales.

e The elimination of committed credit lines by counterparties.
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e Impending triggers in debt issuance and securitization documentation
e Rapidly rising credit spreads or disruptions in the markets from which a
bank obtains its funds.

Banks that issue public debt, use warehouse financing, securitize assets, or
engage in material over-the-counter derivatives transactions have material
exposure to conditions embedded in the contracts. These triggers should also
be included in the event-trigger monitoring processes.

Sound CFP planning includes methods for revising both stress scenarios and
contingent funding availability to reflect current market conditions and
institution-specific circumstances. Often, the reaction of significant funds
providers ca widely and may reflect the institution’s unique crisis

ops and circumstances change, CFP plans should be

: st accurately project the amount of funding needs
and availability' prigary and contingent sources.

Institutions should testo nents of their contingency funding plan in order
to assess their reliabilit ImYs of stress. Identified actions such as loan
sales, repurchasing securitieg and ®epggral bank borrowing should be
periodically tested to ensure M ction as envisioned. Larger more
complex institutions can benefit ing simulations to test

a2 king processes. For example,
late-day simulations can point out spe s, such as difficulties in
selling assets or borrowing new funds wf ets are winding down or
staff may become inefficient. In the event a Ban riencing stress, it is

important to know that a CFP not only exists b%is Bei cted on.

Internal Controls

An institution’s internal controls consist of procedures, approval processes,
reconciliations, reviews, and other mechanisms designed to provide
reasonable assurance that the institution achieves its objectives for liquidity
risk management. Appropriate controls address all aspects of liquidity risk
management, including policy adherence, the adequacy of risk identification,
the accuracy and appropriateness of risk measurement and reporting, and
compliance with applicable laws and regulations. Controls over assumptions
and changes to assumptions are critical. Therefore, internal controls should
require that assumptions are not changed without clear justification consistent
with approved strategies. Documentation for cash flow assumptions should
be readily accessible, understandable, and in an auditable format.
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Independent reviews of various components of an institution’s liquidity risk
management processes should be conducted regularly. These reviews should
test and document the current measurement processes, evaluate the system’s
accuracy, and recommend solutions for identified weaknesses. Independent
reviews should also assess compliance with policies and procedures.
Noncompliance should be reported to the appropriate level of management
to ensure that corrective action is taken.

Q
//I/O
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Supplemental Examination Procedures

These examination procedures supplement the core assessment liquidity
objectives in the “Community Bank Supervision” booklet and the liquidity
standards in the “Large Bank Supervision” booklet. Examiners should begin
their liquidity reviews with those core assessment or minimum objectives
and steps. The examiners’ assessments of risk, the supervisory strategy
objectives, and any examination scope memorandums should determine
which of this booklet’s procedural and validation steps to perform in order
to meet examination objectives. Seldom will every objective or step of this
booklet’s procedures be required to satisfy examination objectives.

These pro®du regintended to provide additional guidance in determining
the aggregate | [ Qyidity risk with the goal of determining whether risk
is low, moderat&gor W e procedures are not meant to be performed
strictly in the orderyyr but should be fit to the bank’s or examination’s
particular circumstanc igaiidity review should be closely coordinated
with the reviews of exa

capital, earnings, credit, sen 'tiviyarket risk, compliance, fiduciary, and
gt

information systems). Such co can reduce burden on the bank,
prevent duplication of examinatidn d be an effective crosscheck of
compliance and process integrity.

Expanded Quantity of Risk Procedures

Objective: To determine the impact of a troubled institu erall financial
condition on the liquidity risk profile.

1. Review factors that influence credit-sensitive funds providers at the
bank level. Consider

e current asset quality and potential deterioration.

e poor earnings performance.

e negative media attention.

e rating agency “watch” or downgrade announcements.

e legal restrictions, such as those on brokered deposits, interbank
liabilities, pass-through deposit insurance, Federal Reserve discount
window borrowing, and prompt corrective action by regulators.
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e whether a waiver from the FDIC for accepting brokered deposits is
required, and, if it is, whether it has been obtained and that other
legal requirements have been met, including any restrictions on
aggregate brokered deposit use.

e characteristics of the bank’s customers, such as whether the bank is
oriented toward wholesale or retail, the duration of banking
relationships, the proportion of customers using more than one
product, the customer funds flow cycle, and demographics.

e other economic circumstances in the bank’s market or trade area.

Objective: To determine the impact of the bank’s organizational structure on the
quantity of liquglity risk.

l@ngs to a multibank holding company, the primary

review difzand funding should be on a consolidated basis.

o Apply thwpgpr&rige core and supplemental procedures included
in this book|§ toyo view of the consolidated multi-bank
liquidity mana t sy§em.

2. Review the parent comp r%

e whether there are short-term
difficulty funding.

e the strength of the parent comp d liquid asset positions.

e legal restrictions, such as loans to affj (3¥10), dividend
restrictions (12 USC 56 and 60), etc.

e capital needs of affiliate banks that may @ e resources of
the parent or, conversely, affiliate banks wi high capital
levels.

cial condition. Determine

i aps that the parent may have

3. Determine the level of risk posed by affiliates. Consider

e any trends in the consolidated liquidity management of cash flows
between banks or other affiliates.

e short-term liquidity gaps or other funding or capital needs at an
affiliate.

e any surplus liquidity at affiliates.

Comptroller’s Handbook 38 Liquidity



4, Review the following indicators that the parent bank or any affiliates
are viewed adversely in the market:
e Paying premiums over market (peer) rates on liabilities and capital
e Reduced volume of traditional liability sources
e Reductions in available liability maturities
e Significant liability restructuring, for example, a shift from domestic
to foreign funding that is not consistent with strategic plans or
objectives
e Political divisiveness (within the bank or holding company) that
impedes prudent liquidity practices
. Ratln watch or downgrade
. debt spreads relative to bonds of similar credit risk and
or
Objective: To deter i ct of the use of public funds on the quantity of
liquidity risk.
1.

Review public funds ghd th ank s method of acquiring such funds to
determine the profita lt , and rate sensitivity of these

accounts. Consider

reasons for the acquisition a
provider’s credit and rate sensijg
potential for purchasing public
interest rate the bank will pay relativgfo
asset yields.

e pledging requirements and management’s

availability.

e pricing policies.
e any interest-sensitive deposit products (those with variable rates,
floors, or ceilings on interest paid, for example).

Objective: To determine the impact of nontraditional deposit sources on the
bank’s liquidity profile.

1.

Review deposits gathered by nontraditional means (e.g., broker,
Internet listing service, or other deposit-gathering or splitting network).
Determine
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e the bank’s level of reliance on this funding source.

e the stability and rate sensitivity of these deposits.

e management’s ability to monitor and control both the inflow and
outflow of funds generated via nontraditional methods

e the use of these funds and the bank’s ability to deploy them
profitably and without undue risk.

e the effectiveness of management reporting and controls over
concentrations, collateral requirements, and rollover risk.

e compliance with third-party requirements, including maintaining
minimum external and regulatory ratings, and capital adequacy.

e any competitive pressures, economic conditions, or other factors
that affect the gathering and retention of these deposits.

Objective: To feter
liquidity risk.

impact of securitization activities on the quantity of

1. Review the D securitization activities. Examine

e the role of securitiffation, Bf any, in funding activities and plans.

e securitization perf; nc

e securitization trigger re @ determine risk of funding early
amortization or terminatigh.

e the impact of general marke
acceptance of the bank’s securig ) in the marketplace.

e contingencies, early amortizatior® ragase risk by reviewing

securitization agreements.
@/ uncollected

1. Cross-reference overdraft and uncollected funds reports to credit line
slips of the various loan departments. Examine credit files on significant
overdrafts and depositors who frequently draw significant amounts
against uncollected funds that were not included in the sample
reviewed by the loan portfolio management examiner. Ask
management to charge uncollectible overdrafts to the reserve for
possible loan losses. Submit a list of overdrafts considered “loss” and
the total amounts overdrawn 30 days or more to the examiner assigned
loan portfolio management.

Objective: As applicable, determine the impact of overd
funds on the bank’s liquidity risk exposure.
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Determine whether formal overdraft agreements exist. Obtain the trial
balance, or list of agreements, and reconcile it to credit line slips of
various loan departments. When formal overdraft agreements are not
included in the loan portfolio management examiner’s sample, review
credit files on significant formal agreements.

Objective: To determine the impact of possible contingent risk related to loan
sales and participations on the bank’s liquidity risk profile.

1.

Objective: To determine the teli

Determine, from consultation with the examiners assigned loan
portfolio management, that the following schedules were reviewed in
the lendigg departments and that there was no endorsement,

guaragffe, N repurchase agreement that would constitute a borrowing.

e partici@gtioNy sQ
e |oans sol&nJuR sifce the preceding examination.

ce ol financial market-based funding sources

Determine the bank’s relian ucts and programs whose funds
are obtained from financial mar rs or whose underlying
collateral is traded through primar; gdndary financial market
channels (e.g., corporate debt, trus curities, asset-backed

tured investment
vehicles, and other market-based asset sa ibution programs).

Review

e recent issuance volume trends.

e the performance and quality of underlying assets.

e changes in the market’s acceptance of specific bank issues or issues
originated by other market participants and management’s efforts to
mitigate or address any concerns.

e changes in the market’s appetite for the collateral underlying these
programs.

e trends in interest rates and comparison of spreads to other similar
market issuances.

e management’s assessment of the degree of contractual or
noncontractual funding support for these facilities that may be

Comptroller’s Handbook 41 Liquidity



required by the bank under a variety of market and economic
conditions.

e the adequacy of the bank’s contingency funding and planning for
liquidity needs during significant market disruptions or times of
stress.

Expanded Quality of Risk Management Procedures

Objective: To determine if the contingency funding plan is commensurate with
the risk profile of the institution.

ity contingency funding plan (CFP) and the minutes of
board meetings, and discuss with management the
#Nion’s contingent planning processes for liquidity.
anning process incorporates

Review the lig
ALCO meeigy
adequacy of th
Determine wh&

e customiza CFP to fit the bank’s liquidity risk profile.

e identification sources and uses of liquidity under stress
events, including @1 matdgial on- and off-balance-sheet cash flows
and their related e

e regular use of stress tesgfg
market-wide events acrosm it

e Dbreadth of potential stress tri
various levels of stress to liquid
scenarios.

e quantitative assessment of short-term@ndSgtery
needs in stress events.

e the reasonableness of the assumptions usé§ bcasting potential
contingent liquidity needs and the frequency"®" management’s
review of these assumptions to ensure they remain valid.

e comprehensiveness in forecasting cash flows under stress
conditions, including the incorporation of off-balance-sheet cash
flows.

e use of contingent liquidity risk triggers to monitor, on an ongoing
basis, the potential for contingent liquidity events.

e assessment of the level of severity, timing, and duration of the stress
event.

e consideration of the limitations of payment systems and their
operational implications to the bank’s ability to access contingent
funding.

range of institution-specific and
e gime horizons.

rgngvents and the analyses of
- ag occur under defined

ediate-term funding
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operating policies and procedures to be implemented in stress
events, including assignment of responsibilities for communicating
with various stakeholders.

prioritization of actions for responding to stress situations.

Objective: To determine whether management’s deposit development and
retention program is adequate and whether this program is consistent with the
overall strategic plan and budget.

1.

Determine whether the bank’s deposit-marketing strategy is reasonable.
Consider

\dications are that the bank’s product offerings are
customer needs.

the bank’s antiCipgfed delosit structure and interest costs of such a

structure.
a periodic comparison mance with projections, including
periodic formal or infor r 0 management on results and

Objective: To assess the adequacy of liquidity risk fargemgnt information

systems.

1.

Review liquidity risk management policies, pro res, and reports.
Then discuss with management the frequency and comprehensiveness
of liquidity risk reporting for various levels of management responsible
for monitoring and managing liquidity risk. Considerations should
include the following:

Management's need to receive reports that

— determine compliance with limits and controls.

— evaluate the results of past strategies.

— assess the potential risks and returns of proposed strategies.
— identify the major changes in a bank's liquidity risk profile.

Comptroller’s Handbook 43 Liquidity



— consolidate the liquidity position for the bank and all significant
subsidiaries.

The need for the reporting system to be flexible enough to

— quickly collect and edit data, summarize results, and adapt to
changing circumstances or issues.

— increase the frequency of preparation as conditions deteriorate
or the need arises.

The need for reports to focus properly on monitoring liquidity and
supporting decision making. Such reports often help bank
management to monitor

- s and uses of funds, facilitating the evaluation of trends

a ugfural balance-sheet changes.

- C funding plans.

— pro low or maturity gaps, identifying potential future
liqui eports should show projections using both

customers).

contractu turidgs (original maturity dates) and behavioral

maturities ities Qtributable to the expected behaviors of

— consolidated large % viders, identifying customer
concentrations. RepoOr ulgpidentify and aggregate major

liability instruments used ustomers in the consolidated
bank.
— the cost of funds from all sig ing sources, enabling

management to do a quick cost ¢

Objective: To assess the adequacy of internal controls s @ g the liquidity

risk management process.

1.

Determine whether the board and senior management have established
clear lines of authority and responsibility for monitoring adherence to
policies, procedures, and limits. Review policies, procedures, and
reports to ascertain whether the institution’s

measurement system adequately captures and quantifies risk.
limits are appropriately defined, communicated to management,
and routinely compared to actual liquidity measures.
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Determine whether internal controls and information systems are
adequately tested and reviewed by ascertaining whether the
institution’s

e risk measurement tools are accurate, independent, and reliable.

e frequency of testing of controls is adequate given the level of risk
and sophistication of risk management decisions.

e reports provide relevant information, including comments on major
changes in risk profiles.

Determine whether the liquidity management function is audited
internallyy or externally, or whether it is evaluated by the risk

mana function. Also ascertain whether the audit or evaluation is
indedfen ad of sufficient scope by determining

and tracked for adequate follow-up.
nt is held accountable for unsatisfactory or

appropriate and tim
e whether actions taken
weaknesses have been verifi ng
adequacy by senior manage r@ board.
e that the board and senior manad\gg established adequate
procedures for ensuring compliance pticable laws and
regulations.

gegnent to deal with material
iewed for objectivity and

Objective: To determine the adequacy of procedures an ols over wholesale
funding activities.

1.

Determine whether the bank maintains subsidiary records for each type
of borrowing, including proper identification of the obligee.

Determine whether corporate borrowing resolutions are properly
prepared as required by creditors and whether copies are on file for

reviewing personnel.

Determine whether any area has inadequate supervision or poses risk.
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4. Determine whether subsidiary records are reconciled with the general
ledger accounts at an interval consistent with borrowing activity, and
that reconciling items are investigated by persons who do not also

e handle cash.
e prepare or post to the subsidiary records.

5. Determine whether individual interest computations are checked by
persons who do not have access to cash.

6. Determine whether an overall test of the total interest paid is made by
persons vgho do not have access to cash.

7. Det )
records

Objective: To determi liace with the terms of wholesale funding
agreements.

1. If the bank engages i nyfo/of wholesale funding that requires

written agreement(s)

e determine whether the bank e

e review terms of past and pre @
W /

indications of a deteriorating cré

— recent substantive changes in bor
— increases in collateral to support b
— a general shortening of maturities.
— interest rates exceeding prevailing mark S.
— frequent changes in lenders.

— large fees paid to money brokers.

hether payees on the checks are matched to related
te, or debenture owners.

liance with those terms.
ing agreements for
PRy noting
reements.
nsactions.

Objective: To assess the adequacy of controls over liquidity exposure associated
with foreign currency.

1. Determine whether the bank has a measurement, monitoring, and
control system for its liquidity positions in the major currencies in
which it is active.
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2. Determine whether the bank has undertaken a separate analysis of its
strategy for each currency individually.

3. Determine whether the bank has appropriately defined and regularly
reviewed limits on the size of its cash flow mismatches over specified
time horizons for foreign currencies in aggregate and for each
significant individual currency in which the bank operates.

Objective: To determine whether the bank’s public disclosure (e.g., quarterly or
annual public financial statements) practices are adequate and do not
adversely affect the bank’s liquidity position.

1. hether the bank has a process in place that ensures there
edevel of disclosure of information about the bank in
eNublic perception of the organization and its
2 Determine whefgerYtierfactors have a material effect on liquidity risk

exposure. Consi
asset growth, asset q Iityyngs trends, and market risk exposures

g book and trading book
inggoperational considerations and

Objective: To determine whether processes f
correspondents and processes for complying wj gMation F (12 CFR 206,

“Limitations on Interbank Liabilities”)'> and O 010-16,
“Correspondent Concentration Risks” are adequat@.
1. Review OCC and internal bank reports to identify any undue

concentration of risk created by interbank credit exposure. Consider

e exposures greater than 25 percent of capital.
e liability funding concentrations with significant counterparties.
e exposures as a percentage of total assets.

> The purpose of this regulation is to limit the risks that the failure of a depository
institution (foreign or domestic) would pose to insured depository institutions. “Exposure”
includes all types of banking transactions that create a risk of nonpayment or delayed
payment between institutions. “Correspondent” excludes commonly controlled institutions.
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e interbank assets placed with correspondents whose financial
condition is deteriorating.

2. Request bank files relating to exposures to correspondents, as defined
in the “Prudential Standards” section of Regulation F (Section 206.3),
and evaluate
e documentation demonstrating that the bank has periodically

reviewed the financial condition of all correspondents to which it
has significant exposure. The documentation should address the
levels of the correspondent’s capital, nonaccrual and past-due loans
and leases, earnings, and other matters pertinent to its financial
condigjon.
xon from the bank indicating the levels of exposures to
dants as measured by its internal control systems. (For

smal jg#r is information may include correspondent
statem¢@its Ngd alist of securities held in safekeeping for the bank
by the cO%es t.)

3. Review the infor obtAned in the preceding step for

reasonableness base

n dis€®ugions with examiners of other banking
activities and review o % gs. Consider
e asset management

computer services
payment systems and funds tra W
private placements

international department activities
e off-balance-sheet products (including dehi @
4. Request a list of all correspondents to which the bank regularly has
credit exposure, as defined in the “Credit Exposure” section of
Regulation F (Section 206.4), equal to more than 25 percent of capital

for a specified length of time. Review the bank’s files to determine
whether

e the capital levels of correspondents are monitored quarterly.

e those institutions are adequately capitalized as defined by
Regulation F.

e credit exposure to correspondents at risk of dropping below the
adequately capitalized level could be reduced to an amount equal
to 25 percent of capital or less in a timely manner.
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5. Determine whether the bank maintains accounts at foreign institutions
or whether foreign institutions maintain accounts at the bank. If so,
determine whether the compliance examination tested for compliance
with 12 CFR 21.21 (Bank Secrecy Act), 31 CFR 103 (Financial Record
Keeping and Reporting of Currency and Foreign Transactions), and
policies that address the collection of customer background
information.

6. Determine whether the bank has significant exposure to a
correspondent because of transaction risks, such as extensive reliance
on a correspondent for data processing. If so, determine whether the
bank has addressed those risks.

7. he bank’s process for monitoring significant exposure
espondents that are less than adequately capitalized
or finandi teriorating) is appropriate. Consider
e type and volftili exposure.
e extent to whi re approaches the bank’s internal limits.
e condition of the c resp t. Also consider
— capital.
— nonaccrual and pasfd nd leases.
— earnings.
— other relevant factors.
8. For credit exposure to correspondents t a¥equately capitalized,
review the bank’s monitoring process to Wgtermni hether
e management obtains quarterly information rmine its
correspondent’s capital levels.
e management monitors overnight credit exposure.
e the monitoring frequency is adequate.
9. Determine how often the bank reviews the financial condition of

institutions to which it has very large or long-term exposure and how
often it reviews institutions whose financial condition is deteriorating.

10.  Determine whether the frequency of these reviews is adequate for the
level of exposure and financial condition of the correspondent.
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11.

Determine whether the bank

e relies on another party (such as its holding company, a bank rating

agency, or another correspondent) to provide financial analysis of a
correspondent. If so, verify that the bank’s board of directors
reviewed and approved the assessment criteria used by that party.

e relies on another party to select or monitor its correspondents. If so,
verify that the bank’s board of directors reviewed and approved the
selection criteria used.

e relies on a correspondent to choose other correspondents to whom
the bank lends federal funds. If so, verify that the bank’s board of
directgrs reviewed and approved the selection criteria used.

edevel of exposure to a correspondent whose financial

eriorating.
Objective: To determin iafce with applicable laws and regulations
regarding deposit accagntsg (It e is a concurrent consumer compliance

examination, coordinate
deposit regulations when ¢

1.

aminer assigned compliance with
procedures.)

Government. Select several pu
pledging records and determine

o hecks. Select several
certification to
s to determine

12 USC 501 and 18 USC 1004, Certific
certified checks and compare the date a
similarly dated uncollected funds and over

12 CFR 7.4002, Charges by Banks. Determine whether the bank’s
service charges and fees are reasonable.

12 CFR 7.4002, Service Charges on Dormant Accounts. Determine
whether any complaints relating to the bank’s dormant account
practices have been filed, whether the complaints reflect a pattern of
practices inconsistent with the bank’s deposit contracts, whether
service charges on several additional dormant accounts selected are
consistent with deposit contracts, and whether the board has reviewed
the bank’s service charges on dormant accounts and has confirmed for
the record that the charges are reasonable.
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5. 12 CFR 337.6, Brokered Deposits. If the bank is below the “well-
capitalized” capital category, review the bank’s policies and practices
to ensure compliance.

6. Review the bank for compliance with the regulation on treasury tax
and loan (TT&L) accounts (31 CFR 203.9 and 203.10).

e Do transfers from the remittance option account to the Federal
Reserve Bank occur the next business day after deposit?

¢ Is the remittance option included in the computation of reserve
requirements?

e Whengthe note option is used, do transfers from the TT&L demand
de count occur the next business day after deposit?

7. 31 CFR 10 feNal Recurring Payments Through Financial
Institution@ DNermine that for federal recurring payments other than
by check, aMgcted @mNoyees are familiar with the regulation’s
requirements. gtepihe that the bank executes the “standard
authorization for ustqmer accounts that will receive recurring

payments (deposits) ffgm yeral government. Determine that
i

deposits are credited t ted account and that funds are
made available for withdr la
on the deposit date. Verify tHat
returned promptly to the gover

r than the opening of business
ighhat cannot be posted are

8. Uniform Commercial Code (UCC) 4- 12, 301, and 302,
Banking Hours and Processing of Dem Retermine the
bank’s established cutoff hour for processim i the next banking
day." If the established cutoff is before 2 p.m? ine whether

items received after the cutoff but before 2 p.m. are processed as
having been received on the same banking day, as required by UCC 4-
107. Failure to process items received before 2 p.m. may result in civil
liability for items subsequently dishonored. If the bank is open for
business on Saturday, determine the established cutoff hour for
processing items on the next banking day. If the established cutoff is
before 2 p.m., determine whether items received after the cutoff but
before 2 p.m. are processed as having been received on Saturday, as

> A “banking day” is defined as a day during which a bank is open to the public for
carrying on substantially all of its banking functions. A day on which the bank did no more
than receive deposits and cash checks is not a banking day. To be a banking day, the
bookkeeping and loan departments must be operating, as well as a teller’s window.
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required by UCC 4-107. Failure to process them as of Saturday may
expose the bank to civil liability under UCC 4-211, 212, 301, and 302
for demand items that are subsequently dishonored.

9. Local escheat laws. Determine that the bank adheres to the local
escheat laws on any form of dormant deposits.

Conclude the Liquidity Review

Objective: To prepare written conclusions and supporting comments and to
communicate findings to management. Review findings with the EIC before

discussing the ith management.
1. Det®mi AMELS component rating for liquidity.'* Consider
e wheth a nt is able to properly measure, monitor, and
control the ipstRuti@n’s liquidity position, including whether funds

managemen®gtr iquidity policies, management information
systems, and contigfgencygfunding plans are effective.

e the adequacy of li&idity sgfrces in light of present and future
needs and the ability of g itution to remain liquid without
compromising its operati dition. Capital adequacy, asset
quality, earnings stability, an ent stability are primary
considerations.

e whether sufficient assets are rea gole to cash without
undue loss.

e access to money markets and other soNgces g

e the level of diversification of funding sour. @
balance sheet.

e how much the bank relies on short-term, credit-sensitive sources of
funds, including borrowings and brokered deposits, to fund longer-
term assets.

e the trend and stability of deposits.

e the ability to securitize and sell certain pools of assets.

ding.
on and off

2 Determine assessments of the quantity of liquidity risk, quality of risk
management, and the aggregate level and direction of risk.

" Examiner should refer to the “Bank Supervision Process” booklet for the CAMELS
component rating definition for liquidity.
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e Determine the quantity of liquidity risk (low, moderate, high).
Consider
— availability and cost effectiveness of funding sources.
— diversification of funding sources.
— availability and cost effectiveness of market alternatives for
funding.
— capacity to augment liquidity through asset sales or
securitizations, including market accessibility.
— level of and trends in reliance on wholesale funding sources.
— volume of wholesale liabilities with embedded options.
— vulnerability to funding difficulties arising from material adverse
ges to market perception.
- @ t provided by the parent company.

¥ e nd capital exposure to liquidity risk.
e Deternfge ity of liquidity risk management (strong,
satisfactowy, ) BConsider

— approprid S ffectiveness of policies, procedures, and
limits.
— effectiveness o d CO supervision.

— effectiveness of the [gfui risk management process in
identifying, measurin ' , and controlling risk.

— level of sophistication ne ffectively manage liquidity.

— management’s knowledge rstanding of the bank’s
liquidity risk exposure.

— adequacy of contingency fundin

ding whether it is

es, and provides
an adequate level of detail and breadt dhario analyses.

— adequacy, accuracy, and timeliness of M ncluding whether its
focus is on significant liquidity risk exposures.

e Determine the aggregate level of liquidity risk (low, moderate,
high). Consider
— the assessment of the quality of risk management in relation to
the level of liquidity risk exposure.

e Determine the direction of risk (decreasing, stable, increasing).
Consider
— potential for changes in the risk profile due to new or planned
activities.
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— trends in reliance on or changes in wholesale funding.

— potential impact of local, regional, and national markets on
future liquidity levels.

— ability of management to effectively and efficiently resolve a
potential adverse liquidity scenario.

3. Determine whether performing the foregoing procedures has changed
assessments of any associated risks. Consider the quantity of risk, the
quality of management, the direction of risk, and the amount of
supervisory concern (aggregate risk). Examiners should consult the
OCC'’s guidance on assessing risks, either the guidance for large banks
or that fogcommunity banks, as appropriate. Consider the risk

compliance, credit, interest rate, liquidity, price,

rategic, and operational.

i idWjdity component rating of 1 or 2:
4, Provide the E|C@O clusion supporting the following:
o CAMELS compon@g
e Risk assessments /
For a bank with a liquidity componen 3 or worse:
5. Provide a detailed conclusion com C that
e addresses deficiencies.
identifies the root causes of deficiencies v@
discusses the reasons for the less-than-satisTSgigyf performance.

addresses management’s ability to correct the deficiencies noted.
addresses risk assessments.

6. Develop, in consultation with the EIC, a supervisory strategy to address
the bank’s weaknesses and discuss the strategy with the appropriate
supervisory office or manager.

For all banks, regardless of rating:

7. Determine, in consultation with the EIC, whether any issues identified
are significant enough to merit bringing them to the board’s attention in
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10.

11.

12.

the report of examination (ROE). If so, prepare items for inclusion in
the section of the ROE on matter(s) requiring attention (MRA).

e MRAs should cover practices that

— Deviate from sound governance, internal controls, and risk
management principles which may adversely impact the bank’s
earnings or capital, risk profile, or reputation, if not addressed; or

— Result in substantive noncompliance with laws and regulations,
internal policies or processes, OCC supervisory guidance, or
conditions imposed in writing in connection with the approval
of any application or other request by a bank

e M uld discuss

he problem.

- Co of inaction.
— corre
— commit rame and person(s) responsible for

Discuss findings with ma , including conclusions regarding
applicable risks. Consider

e adequacy of liquidity sources ig present and future needs.

e ability of the institution to meet ds without adversely
affecting its operations or condition.

e compliance with policy.
e degree of reliance on credit-sensitive fundg es.

e ability of management to identify, measure, itor, and control
the institution’s liquidity position.

Prepare a liquidity comment for inclusion in the report of examination.

Prepare a memorandum or update the work program with any
information that will facilitate future examinations.

Update the OCC database and any applicable risk profile, report-of-
examination schedules or tables.

Organize and reference work papers in accordance with OCC policy.
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Appendixes

Appendix A: Brokered Deposit Use and Restrictions
(Law: 12 USC 183 1f; Regulation: 12 CFR 337.6)

= May hold brokered

deposits.
Yes # Rate restrictions
do not apply.

I= bank adequatei

capitalized with a
waiver from FDIC?*

I= bank well

capitalized?

» May hold brokered
deposits.
Rate restrictions

Iz bank adequately =

capitalized without
a waiver from Yes .
FDIC?*

s May not hold
Is bank brokered deposits.
undercapitalized or L
worse? » Rate restrictions
apply.

A

Rate restnictions:

* |ocal deposits rates must
not excead the “national
rate cap” unless the bank
obtains an annual FOIC
detemmination, in wnting, that
the bank is operating in a
“high rate area.”

» |ocal deposit rates offered
by banks operating in a
“high rate area”™ must not
excesd the local prevailing
rate + 75 basiz points.

» Regardless of FDIC
detemmination, nonlocal

posit rates must not
d the “national rate

ational rate cap” is the
ble average of national
rates offered for each major
deposit type, as calculated
by the FDIC and posted on:
www. fdic.gow/regulations/
resourcesrates/index.html.

* Includes banks that are reclassified “adequately capitalized” for being subject to a capital

maintenance provision within a Formal Agreement, Cease and Desist Order, Capital Directive,
Prompt Corrective Action Directive, or other formal agreement issued by a federal regulator. A Board
Resolution, Memorandum of Understanding, Individual Minimum Capital Ratio, or other informal

agreement does not reclassify a well-capitalized bank.
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Appendix B: Example—National Bank
Projected Sources and Uses Statement

As of September 30, 20XX

Scenario 1
Actual Six months projected

Primary quUidity position P(r)irc\)trh mj):th mzonn(ih m?)rr?th mit:th m?)t:th mit:th
:::;ipfz:(;sF ;))osmon (purchased or sold) : 8 5 4 9 ) @)
Sources of funds

Loans reductions 1 3 5 13 7 8 3

Nonmaturity deposit growth 1 1 2 1 0 2

Time deposit growth 1 2 0 0 3 2

Borrowing growth 0 0 0 0 0 0 0

Investment maturities 2 2 3 2 0 0 4

Change in equity 0 0 0 1 0 0 1

Other (including off-balance-sheet) 0 0 0 0 0 0
A. Total sources of funds 16 15 22 10 10 8
Uses of funds

Loan growth/funded commitments 2 9 10

Nonmaturity deposit reductions 1 2 0 1 1 0 0

Time deposit reduction 2 1 1 0 1 1

Brokered CDs maturing 1 0 1 0 0 0

Investment purchases 2 2 2 0 1 3

Borrowing reduction 0 2 2 1 2 0

Other (including off-balance-sheet) 0 0 0 0 0 0
B. Total uses of funds 8 10 12 20 11 14 9
C. Projected cash flow* (A — B) 8 5 4 2 (1) 4) 1
Liquidity coverage ratio (B/C) 2.00 1.50 1.33 1.10 0.91 0.71 0.89
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Actual Six months projected
S ndarv liquidit r Prior 1st 2nd 3rd 4th 5th 6th
econaary liquiarty sources month month month month month month month
Unpledged investments 30 30 30 30 30 30 30
(Available for repo / FHLB advance collateral)
Unsecured Fed funds lines 5 5 5 5 5 5
Brokered CD subject to policy limits 10 10 11 12 12 12 12
FHLB and other borrowing lines 2 20 20 20 20 20 20
Loans available to securitize/sell 10 10 10 10 10 10
D. Total secondary sources 75 75 76 77 77 77 77
Capacity coverage ratio (C./ D) (secondary N/A N/A N/A 77 19 77
sources to projected negative cash flow)
Total llqundlty before Fed discount window 83 80 79 76 73 76
borrowing (C + D)
Policy limit** XX XX XX XX XX XX
Within policy limits Yes Yes Yes Yes No Yes

Note: This is a simple example. Banks should tailor the format, level of detail, scenarios, and time period
business strategies, rate environments, local and national economic conditions, or cash flow uncertainties.

* This report assumes that monthly projected cash flows roll into FFS or are funded by FFP.
ok Policy limits should be tailored to the nature and extent of the bank's liquidity risk exposure (e.g., volati

eeds. Multiple scenarios may be generated for projected

ce, acceptable coverage of potential volatile funding,

sured deposits.
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Appendix C: Example—National Bank

Liquidity Gap Report

12 Months Projected

As of September 30, 20XX

Balance sheet Beg Over- | Month | Month | Month | Month | Month | Month | Month | Month | Month | Month | Month | Month | 0-12 > 12
B/S night 1 2 3 4 5 6 7 8 9 10 11 12 mos. mos.
Assets
Fed funds sold (FFS) 10 10 0 0 0 0 0 0 0 0 0 0 10 0
Investment portfolio
MBS 20 0 0 1 0 0 1 0 1 1 0 0 0 5 15
Agency callable 10 0 0 1 0 0 0 1 0 2 0 0 0 4 6
CMOs 5 0 1 0 0 0 1 0 0 0 0 0 2 3
Corporate fixed 5 0 0 0 0 1 0 0 0 0 0 0 1 4
Municipal bonds fixed 10 0 0 0 1 0 1 0 0 0 0 0 1 3 7
Investment portfolio total 60 10 1 2 2 3 2 1 3 0 0 1 25 35
Loan portfolio
C&l 30 0 1 2 2 2 0 0 0 2 1 16 14
Commercial mortgage 40 0 1 1 1 2 2 0 0 3 1 1 13 27
Credit card loans 10 0 0 0 10 0 0 0 0 0 0 0 10 0
Residential 40 0 1 1 1 2 3 1 2 1 0 14 26
Home equity loans 20 0 0 0 3 0 0 1 0 1 0 0 0 5 15
Loan portfolio total 140 0 3 4 17 6 7 4 2 5 4 2 58 82
Total assets 200 10 4 6 19 6 7 7 5 5 5 4 3 83 117
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Balance sheet Beg Over- | Month | Month | Month | Month | Month | Month | Month | Month | Month | Month | Month | Month | 0-12 > 12
B/S night 1 2 3 4 5 6 7 8 9 10 11 12 mos. mos.
Liabilities
Retail funding
DDA 30 0 1 1 1 0 0 1 0 0 1 0 0 1 6 24
MMDA 40 5 0 17 0 0 0 0 0 0 0 0 0 22 18
NOW 20 0 2 2 0 0 2 0 0 2 0 0 2 11 9
CDs 40 0 2 3 3 0 1 2 3 1 3 1 22 18
Savings 20 0 1 0 0 0 0 0 1 1 1 0 6 14
Retail funding total 150 5 6 3 3 3 1 2 7 2 4 4 67 83
Wholesale funding
ngvfe”r:?gh‘g ‘;;C\t’aassgsl 10 10 0 0 0 0 0 0 0 0 0 0 0 0 10
Term advance 20 0 0 5 0 5 0 0 0 10 10
Wholesale funding total 30 10 0 5 0 5 0 0 0 20 10
Total liabilities 180 25 6 10 22 3 17 2 4 4 30 150
Equity 20 0 0 0 0 0 0 0 0 0 0 20
Total liabilities & equity 200 25 6 10 22 3 17 2 4 4 97 103
Net period gap (deficit) (15) (2) (€)] 3) 3 12) 3 0 M
Liquidity gap % assets (0.08) (0.20) (1.00) (0.50) 0.16 (6.00) 0.60 0.00 (0.25)
Cumulative gap (15) (17) (21) (24) 21 (21) (18) (18) (19)
Cumulative liquidity gap % assets | -7.5% -8.5% | -10.5% | -12.0% | -10.5% 0.5% | -9.0% -9.0% -9.5%
Policy limit XX XX XX XX XX XX XX XX
Policy limit compliance Yes Yes Yes No Yes Yes Yes Yes es Yes Yes Yes
Note: This is a simple example. Banks should tailor the format, level of account detail, scenarios, and extent of time periods included to best meet their needs.
. This report reflects maturities and expected nonmaturity deposit run-off.
. To improve accuracy, banks should adjust cash flows for repayment and prepayments and nonmaturity behavioral assumptions.
. This report should NOT reflect asset and liability repricing.
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Appendix D: Examples of Liquidity Stress Events, Triggers,
and Monitoring Items or Reports

Stress event

Warning trigger(s)

Possible monitoring items
or reports

Actual or threatened watch
or downgrade to an
external credit rating

Actual or anticipated
changes in senior or short-
term debt ratings

Significant asset quality
deterioration

Decline in the institutig,
composite CAMELS raffng

A prompt corrective action
capital downgrade

High and consistent
operating losses

Negative news coverage

Rising reputation risks

Adverse changes in the
costs of significant funding
vehicles

Inability to access long-
term debt

Loss of name acceptance in
the credit markets

Deposit run; rapid
redemption of CDs

Inability to access funding
lines

Rating agency credit watch for
potential downgrades; widening credit
spreads; rapid decline in stock price

Rating agency downgrades; widening
credit spreads; rapid decline in stock
price

Deteriorating trend in loan
performance, classified loans,
nonperforming, and past-due loans

line in one or more component
aadverse financial or operational
ce; noncompliance with law

tory capital levels;
corrective action

ine

ings
performance

Internal issues t I
negative news covera
rumors or concerns that
have discussed with sta

Increasing compliance, trans
violations of law that could res
reimbursement

Over-reliance on or concentration in
traditionally high-cost funding;
significant increases in funding costs

Difficulty in obtaining long-term debt;
widening spreads; increased collateral
requirements

Reluctance of broker-dealers to show
the institution’s name in the market

Increased early redemption of jumbo
CDs; significant declines in overall
deposits

Elimination of committed credit lines
by counterparties

Market watch or rating agency reports;
credit spreads stock performance

Debt spreads; stock performance

Problem loan trends report; volume
and trends in loan sales

Reports of Examination; violations of
law or regulation; trends in matters
requiring attention; risk assessments

Capital adequacy report; bank growth;
earnings performance

Overhead trends report; margin and
profitability trends

Local and regional press releases or
news articles; consumer advocacy
attention or complaints

ompliance audit reports; customer
laints file; consumer advocacy
or complaints

al liquidity including
standby emergency sources; credit
spreads; liquid assets to pledged assets
report

Market watch or rating agency reports;
credit spreads; stock performance

CD breakage or early redemption
report; cash flow projections and run-
off reports; vault cash management
reports

Collateral management reports; credit
spreads; daylight overdrafts and wire
transfer activity reports

Comptroller’s Handbook

61

Liquidity



Stress event

Warning trigger(s)

Possible monitoring items
or reports

Inability to securitize assets

Inability to sell assets

Public funds withdrawn;
Fed funds or FHLB lines
frozen

Significant uncontrolled
growth outstripping capital
and funding

Note: This is not a comprehensive Tis
reflect banks’ funding activities and st

that could create a liquidity crisis, inclu

Additional or more stringent
requirements for securitization
documentation or debt issuance;
counterparty resistance of off-balance
sheet products or increased margin
requirements

Increasing spreads on assets;
deterioration in asset market values

Reluctance of trust managers, money
managers, public entities and credit
sensitive funds providers to place funds

Rapid growth or acquisition; increasing
line draws or usage by large local or
ional company

Put back or exception reports;
securitization performance reports;
underwriting standards

Asset spreads; pricing trend analysis;
asset impairment reports

Contingent funding availability reports;
deposit trends; pledging and
safekeeping reports

Budget variance, operating plan,
strategic plan; loan growth analysis by
sector, office, officer, or industry;
unfunded commitments or draw
schedule

isas

stréss events, triggers, and monitoring items and reports should be developed that best
adgd 0 banks’ specific stress events, banks should identify potential external events
s and the affect of severe payment systems and capital markets disruption.

Q
//I/O
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Appendix E: Example—National Bank
Liquidity Contingency Funding Scenarios
Time Period: Three Months
As of September 30, 20XX

Primary liquidity position Actual Moderate Severe Crisis Comments on assumptions
Fed funds (purchased or sold) 10 1 14 10
Sources of funds
Loans reductions 0 0 0 Deterioration in local or national economic conditions
Nonmaturity deposit growth 5 2 0 Accelerated gathering until bank's condition affects efforts
Time deposit growth 0 0 Accelerated gathering until bank's condition affects efforts
Borrowing growth 0 5 20 5 Increased securitized borrowings as conditions deteriorate
Investment maturities 2 2 2
Change in equity 0 1 9 10 lmpgct of increasing funding costs and deteriorating
earnings performance
Other sources (including off bal. 0 ) 0
sheet)
A. Total sources of funds 16 22 7
Uses of funds
Loan growth ) ) 1 Loan fundl.ngs decline as financial condition or ability to
fund deteriorates
. . . Normal and customary; reaction to stress scenarios
Nonmaturity deposit reductions ! ! 2 ured in "Additional Funding Requirements"
Time deposit reduction 2 2 3 | maturity of insured CDs
Brokered CDs maturing 1 1 1 1 aturity of brokered CDs
Investment increases 2 0 0 0
Borrowing reduction 0 0 0 0
Other 0 0 0 0
B. Total uses of funds 8 6 7 6
C. Fed funds (period end) (A — B) 8 16 29 1 Initial bunld—up of liquidity, then resulting decline as
scenario worsens
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Secondary liquidity position Actual Moderate Severe Crisis | Comments on assumptions
Additional funding requirements
Reduction in DDA, NOW, MMDA, 0 3 10 2 Retail customer desire to withdraw funds because of
savings deteriorating financial condition or negative press
Reduction in gov't. NOW 0 5 4 5 Municipalities unwillingness to place funds or lack of
collateral
Reduction in time 3 10 20 Custqrper concern with bank
condition
Reduction in repos, TT&L 2 10 15 Customer or counterparty concern with bank condition
D. Total contingent uses 10 34 60
Additional funding sources
Unpledged investments 30 3 20 5 Sale or repo activity
Unsecured Fed funds lines 5 0 0 Initial build up then inability to attract unsecured funds
Brokered CDs potential within policy 10 10 10 0 FDIC or prompt corrective action restriction on brokered
and regulatory parameters deposits
FHLB and other borrowing lines 20 2 Rgflgct Ipss of collat.eral, lnpreased hair cuts, and
elimination or freezing of lines
Loans available to securitize or sell 2 20 Initial funding source, then lack of secondary market
acceptance
E. Total secondary sources 85 85
Determine access to Fed window depending on
Total liquidity before Fed discount 93 91 establishment of line, primary or secondary program
window borrowing (C — D + E) s, daylight overdraft status, and extent of pledgeable
Policy target * XX XX ablishpand tailor policy limit(s) based upon liquidity risk
Within policy parameters Yes Yes B ctors and senior management. should

egy to address out-of-policy situation

Note: This is a simple example. Banks should tailor the format, level of account detail, scenarios, and extent of time periods included to best meet their needs.
* Contingency scenarios and policy parameters should be developed and customized to reflect the bank’s liquidity risk exposure. Scenarios should reflect continuing deteriorating
liquidity position and employ meaningful assumptions regarding potential fund outflows.
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Reported in (000s)

Appendix F: Example—National Bank

Problem Bank—Balance Sheet Trend Report

September 30, 20XX

Time horizon

Period
-5

Period
-4

Period
-3

Period
-2

Period
-1

Current
period

Period
+1

Period
+2

Period
+3

Period
+4

Period
+5

Balance sheet

Cash & due from

FFS

Securities

Loans

ALLL

Other assets (detail)

(=]

Total assets

DDAs

O|Oo|Oo|O|O

MMDAs/NOW

(=} e

Savings

CDs

Other (detail)

O OOl |O|O|OC|O|O|O

Total deposits

FFPs & repos

Oo|lo|Oo|Co|O|@|O|O|O|O|OC|O

FHLB

Other (detail)

Total other liabilities

OC|lO|O|@|O|O|C|C|O|@|O|OC|O|OC|O|O

Total liabilities

C|IQC|IO|0O|O|Q@(O|C|OC|O|OCO|Q@|O|Q(OC|OC|O|O

o|Q|Oo|0O|O|Q|O|C|C|O|O|@|O|OC|O|O|O

S |QC|O|0O|O|@(O|O0|O|O|O

S |Q|O|0O|O|@|O|O

S|Q|O|0O|0O|Q|O|C|C|O|0O|@|O|OC|O|O|OC|O

S |Q|O|0|O|Q|O|CO|C|C|0O|@|O|OC|O|O|OC|O

S |Q|O|0|0O|Q|O|CO|C|C|0|@|O|OC|O|O|OC|O

C|IQ|IO|0O|O|Q@(O|C|O|O|OC|Q@|O|OQ|OC|OC|O|O

Comments and assumptions:
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Reported in (000s)

Appendix G: Example—National Bank

Problem Bank—Summary of Available Liquidity Report
September 30, 20XX

Time horizon Period Period Period Period Period Current Period Period Period Period Period
-5 -4 -3 -2 -1 period + 1 + 2 +3 +4 +5
Summary of available liquidity
Cash & dge from '(net of 0 d 0 0 0 0 0 0 0 0
operating requirements)
Fed funds sold 0 0 0 0 0 0 0 0 0 0 0
Repos (sold) 0 0 0 0 0 0 0 0 0 0
FHLB line (fully secured) 0 0 0 0 0 0 0 0 0 0
Less: outstanding 0 0 0 0 0 0 0 0 0 0
Other borrowing lines (fully 0 0 0 0 0 0 0 0 0 0
secured)
Less: outstanding 0 0 0 0 0 0 0 0 0
Available securities (market 0 0 0 0 0 0 0 0 0 0
value)
Other (detail) 0 0 0 0 0 0 0 0
Total 0 0 0 0 0 0 0 0
Less:
Reserve requirement 0 0 0 0 0 0 0 0
TT&L 0 0 0 0 0 0 0 0
Mlnlmu.m balance 0 0 0 0 0 0 0 0 0 0
requirements
Other (detail) 0 0 0 0 0 0 0 0 0 0
Total 0 0 0 0 0 0 0 0 0 0 0
Total available liquidity 0 0 0 0 0 0 0 0 0 0 0
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Time horizon Period Period Period Period Period | Current Period Period Period Period Period
-5 -4 -3 -2 -1 period + 1 + 2 +3 +4 +5

Sensitive funding

CDs > $250,000 0 0 0 0 0 0 0 0 0 0 0

DDAs > $250,000 0 0 0 0 0 0 0 0 0 0 0

Savings > $250,000 0 0 0 0 0 0 0 0 0 0

MMDAs > $250,000 0 0 0 0 0 0 0 0 0 0

Other sensitive depositors (detail) 0 0 0 0 0 0 0 0 0 0

Brokered deposits (including CDARS) 0 0 0 0 0 0 0 0 0 0 0

Deposits gathered via listing service 0 0 0 0 0 0 0 0 0

Public funds (secured) 0 0 0 0 0 0 0 0 0 0

Public funds (unsecured) 0 0 0 0 0 0 0 0 0 0 0

Other Iarge depositors (> x% of total 0 0 0 0 0 0 0 0 0 0
deposits)

Other unlnsur_ed deposits (> x% of 0 0 0 0 0 0 0
total deposits)

Other sensitive funds providers 0 0 0 0 0 0 0
(detail)

Total sensitive funding 0 0 0 0 0 0 0

Available liquidity as a % of deposits 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 0.00%

AV?L']'sgi'ﬁg"q“’d'ty asa % of sensitive | o 550, | 0.00% | 0.00% 0.00% | 0.00% | 0.00% | 0.00%

Available liquidity as a % of total 0.00% | 0.00% | 0.00% 0.00% | 0.00% | 0.00% | 0.00%
liabilities

Comments and assumptions:
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Reported in (000s)

Appendix H: Example—National Bank

Problem Bank—Cash Flow Trend Report

September 30, 20XX

Time horizon Period Period Period Period Period Current Period Period Period Period Period
-5 -4 -3 -2 -1 period + 1 + 2 +3 +4 +5
Source of funds from operations
Loan collections (P&l) 0 0 0 0 0 0 0 0 0 0
Loan sale activities 0 0 0 0 0 0 0 0 0 0
Investment collections (P&l) 0 0 0 0 0 0 0 0 0
Investment/asset sales : 0 0 0 0 0 0 0 0 0 0
Other operating source of funds 0 0 0 0 0 0 0 0 0 0
Use of funds from operations
Loan originations 0 0 0 0 0 0
Investment/asset purchases 0 0 0 0 0 0 0
Operating and interest expense 0 0 0 0 0 0 0
Other operating use of funds 0 0 0 0 0 0 0
Wire transfer activity (not 0 0 0 0 0 0 0
reported elsewhere)
Total net Fash flow from 0 0 0 0 0 0 0
operations
Net deposit activity
Net change in demand deposits 0 0 0 0 0 0 0
Net change in brokered deposits 0 0 0 0 0 0 0
Brokered deposit maturities 0 0 0 0 0 0 0
Net deposit activity 0 0 0 0 0 0 0
Net operations and deposit 0 0 0 0 0 0 0
funds
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Reported in (000s)

Time horizon

Period

-5

Period
-4

Period
-3

Period
-2

Period
-1

Current
period

Period
+ 1

Period
+ 2

Period
+3

Period
+4

Period
+ 5

Borrowing maturities

Federal funds purchased
maturities

Repurchase agreement
maturities

FHLB borrowing maturities

FRB discount window maturities

Other borrowing maturities

Total borrowing maturities

Cash needed from financing
activities

Estimated borrowing capacity

o OO O o

o OO O O

SO OO O O

o OO O o

o OO O o

o OO O O

SO OO O O

Available balances from federal
funds

Lines of credit

Brokered CDs

Available repurchase agreement
capacity

Available FHLB capacity

Available FRB discount window
capacity

Total estimated borrowing
capacity

Total change in cash
Beginning cash

Ending cash

Other unencumbered, readily
marketable assets

o © © O

S © © O

S O ©oO O

o ©O © O

o ©O © O

o ©O © O

o ©O © O

S © © O

S O ©o O

Comments and assumptions:
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Appendix I: Joint Agency Advisory on Brokered and Rate-Sensitive Deposits
(Released May 11, 2001, With OCC Advisory Letter AL 2001-5, Since Rescinded)

Office of the Comptroller of the Currency

Board of Governors of the Federal Reserve System
Federal Deposit Insurance Corporation

Office of Thrift Supervision

Joint Agency Advisory on Brokered and Rate-Sensitive Deposits

The Office’of thy g1 of the Currency, the Federal Reserve Board, the Federal Deposit
Insurance Corpogition % d the Office of Thrift Supervision (the Agencies) are
reminding banke LY S l:rf Ihf potenfial nisks associated with excessive reliance on

g M- e deposits, such as those obtained through the Internet,
ceﬂiﬂcate of deposit 11§ similar advertising programs. When prudently
i are beneficial fo banks. However, without proper
momtoring and managemenNghevhay table source of funding for an institution. This

issuance outlines prudent risk 109 {gftion anWmanagement for rate- senshmre deposits. Tt
applies to all FDIC insured commerdlial and safngginstiutions (“banks™)

Backsround

Deposit brokers have traditionally provided in rices for banks and investors.

Recent developments in Iechnotcgvprm ide baukers ess 10 3 broad range of
potential investors who have no relationship with th pctively seek the highest
returns offered within the financial mdustry. In particy t and other automated
service providers are effectively and efficiently matching cestors with potentially
high-vielding deposits. Tvpically, banks offer certificates o1 L D5 Qglored fo the
$100.000 FDIC deposit insurance limit to eliminate credit risk tq@fie iTgstor, bEt amounts may

exceed insurance coverage. Rates paid on these deposits are offen or g paid for
local market area retail CDs. but due to the FDIC insurance coverage - rbe lower
than for unsecured wholesale market funding.

Customers who focus exclusively on rates are highly rate-sensitive and provide less stable
funding than do those with local retail deposit relationships. These rate-sensitive customers have
easy access to, and are frequently well informed about. alternative markets and investments, and
may have no other relationship with or lovalty fo the bank. If market conditions change or more
aftractive retums become available, these customers may rapidly transfer their fiunds to new
imnstitufions or investments. Rate-sensifive customers with deposifs in excess of the insurance
limits also may be alert to and sensitive to changes in a bank’s financial condition Accordingly.
these rate-sensitive depositors, both under and over the $100.000 FDIC insurance limit, may
exhibit characteristics more typical of wholesale investors.

! This suidance supplements each agency’s emsting supervisory and examination gmdance on funding and Lqudity
1s5ues.
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Under 12 USC 1831f and 12CFR 337.6, determination of “brokered™ status is based initially on
whether a bank actually obtains a deposit directly or indirectly through a deposit broker. Banks
that are i]‘jmsidfred only “adequately capitalized” under the “Prompt Corrective Action”™ (PCA)
standard™ must receive a waiver from the FDIC before they can accept. renew, or roll over any
brokered deposit. They also are restricted in the rates they may offer on such deposits. Banks
falling below the adequately capitalized range may not accept, renew, or roll over any brokered
deposit nor solicit deposits with an effective yield more than 75 basis points above the prevailing
market rate. These restrictions will reduce the availability of funding alternatives as a bank’s
condition deteriorates. Bank managers who use brokered deposits should be familiar with the
regulation govermng brokered deposits and understand the requirements for requesting a waiver.

ghe Internet, through CD listing services, or through special advertising
1 rates to customers without another banking relationship. also require

special monitorin these deposits may not fall within the technical definition of
“brokered” in 12@0SC 12 CFR. 337 6. their inherent risk characteristics are similar to
brokered deposits ich deposits are typically aftractive to rate-sensifive customers who
may not have signi bank. Extensive reliance on finding products of this fype,

weaken a bank’s funding polgtion

Some banks have used brokered and JMemet-bied finding to support rapid growth in }oaﬂsﬁjmd
other assets. Bankers are reminded tiggt under . cies” safety and soundness standards ™, a
bank’s asset growth should be pruden ’ nt must consider the source, volatility,
and use of the funds generated to support ass

Risk Management Guidelines

The Agencies expect bank management to impl
in complexity with the liquidity and fimding risks unde
the following principles:

Pt systems commensurate
svgems should incorporate

o Proper funds management policies. A good policy shoul
planning, establish an appropriate cost structure, and set realis
strategies. It should clearly convey the board's risk tolerance and
about who holds responsibility for finds management decisions.

* See 12 CFR Part 325, Subpart B for FDIC insured mstitutions, 12 CFR 6.4 for national banks, 12 CFR. 208.40 for
state member banks, or 12 CFR Part 565 for thnft msttubons.

* Moreover, under 12 CFR 337 6(2)(5)(1ii), the restrictions on brokered deposits do apply to solicitations by a
depository insttution that 15 less than well-capitabzed whers the solhicitation offers rates of interest “sigmificantly
hizgher” than the prevailing rates of interest in the inshtubon’s “pormal market area.” This can be particularly
problematic for Internet solicitanions since determunation of the bank’s “nommal market area™ for such deposits 13
difficult.

#See 12 CFR. 564 for FDIC insured institutions, 12 CFR. 30 Appendix A for national banks. 12 CFR 208 Appendix
D-1 for state member banks, or 12 CFE Part 570 for thnft mstitutions.

bt
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s Adequate due diligence when assessing deposit brokers. Bank management should
implement adequate due diligence procedures before entering any business relationship with
a deposit broker. Deposit brokers are not regulated by the Agencies.

s Due diligence in assessing the potential risk to earnings and capital associated with
brolkered or other rate-sensitive deposits, and prudent strategies for their use. Bankers
should manage highly sensitive funding sources carefully. avoiding excessive reliance on
funds that may be only temporanly available or which may require prermium rates fo refain

« Reasonable control sttuctures to limit funding concentrarons. Limit structures should
consider typical behavioral patterns for depositors or investors and be designed to control
excessive rely on any significant source(s) or type of funding.  This includes brokered

funds. sensitive or credit-sensitive deposits obtained through Internef or other
types o

« DManagemen ystems (MIS) that clearly identify non-relatonship or
higher-cost f rams and allow management to track performance, manage
funding gaps. an ance with concentration and other risk limits. Ata
minimum MIS shoule: ligng of funds obtained through each significant program,

rates paid on each inst average per program. information on maturity of the
b monitoring and reporting. Management should

also ensure that brokered depositfifre pr v reported in Consolidated Reports of Condition

and provide a reasonable alternative 7
factor 1 the potential for changes i marketNacc
sensitive deposits. The potential for triggering le

Contingency funding plans should
@huced rates are offered on rate-
N at restrict the bank’s access

Examinaton Guidelines

Examiners should carefull v assess the lquidity risk management framevg
with meaningfil reliance on brokered or other rate-sensitive deposits shot
appropriate level of supervisory attenfion. Examuners should not wait for P provisions to be
triggered. or the viability of the mstitution to be in question. before raising relevant safety and
soundness issues with regard to the use of these funding sources. If a determination is made that
a bank s use of these funding sources is not safe and sound, or that these risks are excessive or
that they adversely affect the condition of the institution. then appropriate supervisory action
should be immediately taken The following represent potential red flags that may indicate the
need to take action fo ensure the risks associated with brokered or other rate-sensitive fonding
sources are managed appropriately:

* See Instructions for Consolidated Reports of Condition and Income. schedule BC-E - Deposits.

Comptroller’s Handbook 72 Liquidity



— Ineffective management or the absence of appropriate expertise,

— Newly chartered institution with few relationship deposits and an aggressive growth strategy,

= Inadequate internal audit coverage,

— Inadequate information systems or controls,

— Identified or suspected fraud,

— High on- or off-balance-sheet growth rates,

— Use of rate-sensifive funds not in keeping with the bank’s sirategy,

— Inadequate consideration of risk, with management focus exclusively on rates,

— Significant funding shifts from traditional fimding sources.

— The absepee of adequate policy limitations on these kinds of funding sources,
Rinquency rate or deterioration in other asset quality indicators,

the general financial condition of the institution. and

circumstances warranting the need for administrative action.

Q
//I/O

Comptroller’s Handbook 73 Liquidity



Liquidity References

Laws

12 USC 56, Prohibition on Withdrawal of Capital; Unearned Dividends

12 USC 60, Dividends

12 USC 90, Depositories of Public Moneys and Financial Agents of
Government

12 USC 371c (d)(1), Restrictions on Transactions With Affiliates

12 USC 501 and 18 USC 1004, Certification of Checks

12 USC 1821, Insurance Funds

12 US 1f Brokered Deposits

f-1, Deposit Broker Notification and Record Keeping

12 USC 83 ompt Corrective Action

15 USC 3 y Commercial Paper Definition Escheat Laws (Local)

Uniform COygmer ode (UCCQO) 4-107, 211, 212, 301, and 302,
Banklng o d Processing of Demand Items

Regulations

12 CFR 5, Rules, Polic edures for Corporate Activities

12 CFR 6, Prompt Correct

12 CFR 7.4002 (a Charges y

12 CFR 7.4002 (b), Service Cha e f

12 CFR 21.11, Known or Suspecte
Kiting Operatron Defalcation

12 CFR 31 Deposits Between Affiliated Sgnk

12 CFR 32.3(c)(1), Loans Not Subject to Le

12 CFR 201, Extensions of Credit by Federal ’§
(Regulation A)

12 CFR 204, Regulation D, Reserve Requirements of Depository
Institutions

12 CFR 206, Regulation F, Limitations on Interbank Liabilities

12 CFR 337.6, Brokered Deposits

12 CFR 935, Federal Housing Finance Board, Advances

31 CFR 203.9 and 203.10, Treasury Tax and Loan

31 CFR 210, Federal Recurring Payments Through Financial Institutions

% mant Accounts
ezzlement, Check-

Issuances
Comptroller’s Handbook, “Asset Securitization”
Comptroller’s Handbook, “Community Bank Supervision”
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Comptroller’s Handbook, “Federal Branches and Agencies”

Comptroller’s Handbook, “Interest Rate Risk”

Comptroller’s Handbook, “Investment Securities”

Comptroller’s Handbook, “Large Bank Supervision”

Comptroller’s Handbook, “Risk Management of Financial Derivatives

Consolidated Reports of Condition and Income (call reports) in
Debt and Equity Securities

“Joint Agency Advisory on Brokered and Rate-Sensitive Deposits”

OCC 2002-22, “Capital Treatment of Recourse, Direct Credit
Substitutes, and Residual Interests in Asset Securitization”

OCC 2003-36, “Interagency Advisory on the Use of Federal Reserve’s

ry Credit Program in Effective Liquidity Management”

OoC , “Banks/Thrifts Providing Financial Support to Funds

i the Banking Organization or its Affiliates:

uidance”

OCC 2005%g, "R ory Capital: Asset-Based Commercial Paper
Liquidity @acWjt®s: Interagency Guidance”

OCC 2007-21, oMpf National Trust Banks: Revised
Guidance: Capfgal andLiguidity”
OCC 2010-13, “Intera y JPligy Statement on Funding and Liquidity

Risk Management”
OCC 2010-16, “Correspond@nt eglration Risks”
OCC 2011-12, “Supervisory Gu odel Risk Management”

”

Other Guidance
Basel Committee on Banking Supervisio
Liquidity Risk Management and Sup®vig
Basel Committee on Banking Supervision, “B2
Framework for Liquidity Risk Measurement, Standards, and
Monitoring,” December 2010
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