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MODEL FUNDING AND
LIQUIDITY RISK POLICY
This Policy addresses Funding and Liquidity Risk issues.  It is intended to be used with other policies which address Interest Rate Risk (IRR), concentration risk, operations risk, and credit risk.
The contents of this Policy are offered free of charge by Mark H. Smith, Inc. (MHSI) with no assurance or warranty as to their adequacy or suitability for any individual credit union.  Credit unions using this model Policy should carefully review each aspect of the Policy and determine if the contents of that section are suitable, appropriate and reflect the intentions of the Board of Directors. In almost all cases, this model Policy will require modifications to make it fit the needs of a specific credit union.
The contents of this sample policy are very subjective in nature. They reflect the business outlook and philosophy of MHSI. Read the suggested policy very carefully and edit to match the outlook of your credit union.
Additionally the contents of this sample policy have not been reviewed for legal or compliance issues. We strongly recommend that prior to adoption the proposed Policy be reviewed by the credit union’s legal counsel for conformance to all legal and compliance issues.
SECTION 1

ADOPTION
This Policy was adopted and approved by the Board of Directors of the ___________ Credit Union as of ________________.  This Policy should be reviewed and approved at least annually by the Board of Directors and the ALCO.

SECTION 2

POLICY OBJECTIVES
Establish a Funding and Liquidity Risk Policy Framework (Section 3)
Establish the Management Structure for Funding and Liquidity Risk (Section 4)
Provide the Framework to Measure, Quantify, and Analyze Funding and Liquidity Risk (Section 5)
Set Criteria for Reporting of Test Results (Section 6)

Establish Funding and Liquidity Risk Guidelines (Section 7)
Identify Funding and Liquidity Risk Management Activities (Section 8)
Establish the Framework for a Contingency Funding Plan (CFP) to be Adopted (Section 9)
Provide Definitions of Common Terms (Section 10)

SECTION 3
FUNDING AND LIQUIDITY RISK 
POLICY FRAMEWORK
A.
Primary Goal:  The primary goal of this Policy is to provide a framework which will allow the credit union to maintain normal operations and service to members in the event of a prolonged liquidity event which may occur for any reason.
B.
Laws and Regulations:  It is the intention of the Board of Directors that the activities of all employees, officers, and officials of the credit union will at all times be in accordance with all federal and/or state laws and regulations applicable to the credit union and its activities.
C.
Coordination of Policies:  It is the intention of the Board of Directors that this Policy be implemented in a way in which will not conflict with the other stated goals and policies of the credit union.  In the case of such conflicts, the chief executive officer will arbitrate the issue until such time at the matter can be addressed by the Board of Directors and the conflicts are resolved. 
D.
Exceptions to Policy:  At times, exceptions to this Policy may occur in the operations of the credit union.  If exceptions occur they should be brought to the timely attention of the Board of Directors who will resolve with them in an appropriate manner. Policy exceptions and their resolutions should be noted in the minutes of the board.
SECTION 4

MANAGEMENT STRUCTURE FOR 
FUNDING AND LIQUIDITY RISK
A.
Board of Directors:  The Board of Directors retains the final authority and responsibility for Funding and Liquidity Risk management.

1.
At least quarterly, the Board will 



a.
receive and review summary analyses on Funding and Liquidity Risk;



b.
review the designated static liquidity ratios;



c.
review the forecasted cash-flow analyses; [delete if not applicable]


d.
review the stress testing of the credit union’s Funding and Liquidity Risk position; and [delete if not applicable]


e.
review the minutes and the recommendations of the ALCO. [delete if not applicable]
2.
At least annually, the Board will:



a.
review this Funding and Liquidity Risk Policy, make adjustments as determined necessary, and approve by vote of the Board with notation in the minutes of that meeting;



b.
(re)appoint an Asset and Liability Committee (ALCO) and define its duties and responsibilities; and [delete if not applicable]


c.
review the establishment, maintenance, and compliance with those internal controls designed to insure that Funding and Liquidity Risk exposure and Funding and Liquidity Risk management activities are in place and functioning in accordance with this Policy.

B.
CEO:  

1.
Has responsibility for implementing this Policy and overall Funding and Liquidity Risk management;

2.
Oversees the activities of the ALCO; and

3.
Implements decisions and directives issued by the Board of Directors and ALCO with respect to Funding and Liquidity Risk.

C.
Asset and Liability Committee (ALCO): [Delete if not applicable]  With respect to funding and liquidity risk, the purpose of the ALCO is to provide a resource to the credit union CEO and the Board of Directors and assist them in making management decisions.  The responsibilities of the ALCO with respect to Funding and Liquidity Risk are as follows:

1.
Meet once per ________ or more often as economic conditions dictate;

2.
Be aware of local, regional, and national economic conditions, which might affect the credit union’s Funding and Liquidity Risk exposure;

3.
Be knowledgeable with respect to Funding and Liquidity Risk;

4.
Review and measure the credit union’s Funding and Liquidity Risk exposure; and

5.
Provide and recommend Funding and Liquidity Risk strategies to the CEO and Board of Directors.
SECTION 5
FRAMEWORK TO MEASURE, QUANTIFY, 
AND ANALYZE FUNDING AND LIQUIDITY RISK
The credit union may choose whatever methodologies it prefers to measure and quantify Funding and Liquidity Risk.  The following is an example. 
 [Delete or add to based upon your needs and circumstances.]
A.
The Estimating of Funding and Liquidity Risk and Stress-Testing of Risk will be accomplished using at least the following methodologies:  

1.
Static Balance Sheet Liquidity Analyses:  The credit union will estimate Funding and Liquidity Risk utilizing the static balance sheet ratios described in Part B of this Section. 
2.
Forecasted Cash Flow Analyses and Stress Testing. [delete if not applicable]
B.
Methodology of Testing:  

1.
Static Balance Sheet Analyses.  The credit union will perform timely static balance sheet analyses using the following ratios:  [Add to or delete from based on your circumstances]


a.
Overnight cash liquidity ratio.


b.
One-year liquidity ratio.


c.
Loan portfolio turnover speed expressed in months.


c.
Total undisbursed lines of credit and off-balance-sheet commitment in dollars ($).


d.
Total loans to total assets ratio.


e.
Total shares and deposits to total loans ratio.

2.
Forecasted Cash Flow Analyses and Stress Testing. [delete if not applicable] The credit union will perform forecasted cash flow analyses and stress testing in the following scenarios: [Note:  credit union regulators have not defined stress testing for liquidity.  If/when they do so; you may need to modify this Policy and your practices]


a.
A likely 12-month forecast.



b.
A moderate stress test under which only the credit union is under stress, but capital markets remain functioning.



c.
A severe stress test where the capital markets do not function and the credit union relies solely on its own internal resources.

C.
Frequency of Testing:  The credit union will perform liquidity analyses at least quarterly.  More frequent testing may occur as circumstances warrant.
D.
Assumptions:  The CEO, with concurrence of the ALCO, is responsible for determining the assumptions, estimates, and projections used in the forecasted cash flow analyses and stress-testing including the LCR.

1.
Assumptions should be documented in writing;
2.
Assumptions, estimates, and projections should be reviewed periodically, especially when economic circumstances change;
3. 
Assumptions should be based on supportable data such as the credit union’s own experience to documented industry experience;
3.
Changes to material assumptions should be approved in writing.

SECTION 6
REPORTING OF TEST RESULTS
The CEO will provide written reports of Funding and Liquidity Risk testing outcomes to the ALCO and the Board of Directors on a timely basis.

A. 
Board of Directors:  Typically will receive summarized or synoptic reports at least quarterly.
B.
ALCO:  Will receive detailed reports and supplemental information including changes to assumptions and all other information deemed necessary to the management of Funding and Liquidity Risk as determined by the CEO, no less often than quarterly.
C.
Management Team:  Will receive information as deemed appropriate by the CEO.
D.
The Cycle of Reporting will be quarterly but may be accelerated as circumstances warrant.

SECTION 7
FUNDING AND LIQUIDITY RISK GUIDELINES
The following Risk guidelines are established by the Board of Directors in order to optimize and manage the credit union’s exposure to Funding and Liquidity Risk.  They are intended to be guidelines and from time to time may be exceeded on a temporary basis.  Ongoing testing resulting in forecasted exposures outside the established guidelines should be considered serious by the Board of Directors and corrective action should be taken.
A.
Static Balance Sheet Analyses: 
	
	Acceptable

Greater Than

(Green)

	Overnight cash ratio* 
	%

	One-year liquidity ratio*
	%


	
	Acceptable

Less Than

(Green)

	Loan portfolio turnover  speed in months*
	

	Total Undisbursed LOC & OBS ($000)*
	$

	Total loans to total assets ratio*
	%

	Total loans to total shares ratio*
	%



*Defined in the Definitions.
B.
Forecasted Cash Flow Analyses and Stress Testing:
· This is a difficult area to define a guideline. Give it some thought. If you come up with something that works for you please let us know.
	12-Month Net Forecasted Cash Flow*
	Acceptable

Greater Than

(Green)

	Likely scenario
	$

	Moderate stress
	$

	Severe stress
	$


SECTION 8
FUNDING AND LIQUIDITY RISK MANAGEMENT ACTIVITIES
You should read the section very carefully and give it a lot of thought. We wrote it and it reflects our outlook. Your’s may very well be much different.
Management is authorized to manage the components of the credit union’s balance sheet in such a way as to achieve the goals of this Funding and Liquidity Risk Policy.  All actions with regard to the steps taken must be in accordance with the other pertinent written policies and procedures of the credit union including, but not limited to, investment policy, Interest Rate Risk (IRR) policy, and lending or credit policies.  Management may implement the following activities in managing Funding and Liquidity Risk:
A.
Investment Portfolio:  The investment portfolio is the primary tool for managing and mitigating the impact of funding and liquidity risk. In the investment portfolio, credit risk should be nonexistent or extremely low.  Market/price risk should also be low. Yield is secondary to liquidity needs. Scheduled maturities of investments should be structured in anticipation of funds outflows and to provide reliable and predictable cash flows. Investments should readily be marketable or suitable as collateral for borrowing or a repurchase agreement. 
B.
Core Funding:  The credit union is highly reliant on retail shares and deposits to maintain its funding position. Management will develop a core funding plan, a major component of which will be provisions to meet the credit union’s needs for both short-term and long-term funding.  [delete the reference to a core funding plan if you don’t have one]
C.
Wholesale Funds:  It is the intent of the credit union to avoid relying on wholesale funding in the normal course of business except for short term temporary events.   Wholesale funding relationships will be established with at least ___ solvent financial institutions to provide short-term temporary funding. 
D.
Loans:  

1.
As Funding Demand—The loan portfolio represents a potential funding demand in the form of undrawn lines of credit available for draw down by borrowers  and  requests for new loans. The credit union will closely monitor the level of undrawn lines of credit. In a liquidity event, it is the policy of the credit union to fund existing line of credit requests and to continue funding new loans when prudent and able to do so. 

2.
As a Funding Resource— 



a.
Scheduled loan repayments on non-delinquent installment loans may be considered as a reliable funding resource based on past experience and reasonable expectations. 



b.
The sale of first mortgage loans may be considered a funding resource if the credit union has acquired suitable experience and expertise in this area, and has established capital markets relationships which would allow it to sell first mortgage loans at favorable prices and in a timely manner.


c.
With the exception of First Mortgage Loans, the secondary market for credit union consumer loans is considered unorganized and unreliable. Consumer loan sales will not be considered as a reliable funding resource. 



d.
The credit union’s loan portfolio may be used as collateral in a borrowing or a repurchase agreement if so authorized by the board.
E.
Off-Balance Sheet:  

In addition to unfunded lines of credit, the credit union will identify, quantify and include in its liquidity analyses all off-balance-sheet commitments which may require future funding.
SECTION 9
CONTINGENCY FUNDING PLAN (CFP)
Letter 10-Aug-14 requires that the credit union have a written and tested Contingency Funding Plan.  [Delete this Section if you do not have one and do not plan to have one]
Management will present to the Board of Directors a proposed Contingency Funding Plan (CFP) suitable for the needs and complexity of the credit union.  The Plan should be reviewed, updated, and tested at least annually.
SECTION 10
DEFINITIONS
ALCO:  Asset and Liability Committee
Balance Sheet:  Formal name is Statement of Financial Condition, lists the credit union’s assets, liabilities (including shares and deposits), and net worth, using GAAP at a specific point in time.
Benchmark:  An amount or quantity formulated to be a standard against which alternatives are measured.
Book Value:  The stated value of financial instruments and other assets, liabilities, and capital accounts on the credit union’s books, using GAAP.
Capital:  See Net Worth.
Funding and Liquidity Risk:  The risk that a credit union will not have funds available to meet legitimate and contractual demands of creditors, depositors, and counterparties.
GAAP:  Generally Accepted Accounting Principles.  Conventions and standards used to provide consistency in reporting values of income, expense, assets, and liabilities, are the primary basis for defining the credit union’s financial condition and results of operations.
Income Simulation:  A modeling methodology that forecasts interest income and interest expense in various scenarios for future periods.
IRR:  Interest Rate Risk.  A comprehensive term for the risks on a credit union’s balance sheet due to funding intermediate- and long-term assets with short-term liabilities, such as shares and deposits.  See also Mismatch Risk and Market Risk.

Loan Portfolio Turnover Speed (Months):  Total loans divided by loans paid off during the month.
Market Risk:  The risk associated in holding long-term, fixed-rate financial instruments.  As interest rates change (either up or down), the market value of financial instruments will change.  The impact of market risk may be positive or negative, depending on the makeup of the balance sheet.  However, for almost all credit unions, when interest rates increase, the impact will be negative.
Market Value:  The theoretical value established in an auction environment.  For credit union assets and liabilities traded in an organized market valuations will be at the price set by the market.  For assets and liabilities not traded in an organized market, market values will be estimated using a discounted cash flow methodology.
Mismatch Risk:  The risk associated with funding the purchase of assets with liabilities whose duration and repricing characteristics are inconsistent with the duration and repricing characteristics of the assets purchased.
Net Worth:  Net worth equals total assets minus total liabilities.  In the credit union environment, net worth consists of all retained earnings and reserves accumulated in the current and previous periods.  It does not include the allowance for loan losses.  In credit union nomenclature, net worth is often referred to as capital or net capital.
NEV:  Net Economic Value.  Economic value is synonymous with market value.  In credit union terminology, net economic value equals the current market value of assets minus the current market value of all liabilities and shares.  Depending on the level and movement of interest rates, the NEV may be significantly greater or less than the book value of the credit union’s net worth.

One-Year Liquidity Ratio:  Overnight cash plus investments maturing within one year (does not include pledged securities) divided by total assets. 
Overnight Cash Ratio:  Equals overnight cash and deposits divided by total.

Parallel Yield Curve Shift:  Interest rates move by equal amounts along the length of the yield curve.  This is a stress testing technique and is not a likely scenario.
Risk Guideline:  An amount defined in a risk area which provides guidance to management as to the acceptable level of risk.
Spread Analyses:  Each component of the income statement for a period is divided by average assets for the period and multiplied by 100, giving a yield in basis points (bp).  The most common component of a spread analysis is return on average assets (ROA), which equals net income divided by average assets, times 100.
Stress Test:  A scenario of events designed solely to test the strength of the balance sheet.  Not a likely scenario.
Timely:  In this context, timely refers to a punctual or reasonable notification period and is greatly impacted by the magnitude of what is to be reported.
Total Loans to Total Assets:  Total loans divided by total assets.
Total Loans to Total Shares:  Total loans divided by total shares and deposits. 
Undisbursed LOC & OBS:  Undisbursed lines of credit and off-balance-sheet commitments which can be drawn down at the counterparties’ sole discretion.  Stated in total dollars.
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