Lecture # 13 Liquidity Risk

Liquidity risk is the current and prospective risk to earnings or capital arising from a bank’s inability to meet its obligations when they come due without incurring unacceptable losses.  Liquidity risk includes the inability to manage unplanned decreases or changes in funding sources.  Liquidity risk also arises from the failure to recognize or address changes in market conditions that affect the ability to liquidate assets quickly and with minimal loss in value.
The ability of a financial institution to meet demand for deposit withdrawals and other cash outflows is a visible indicator of its viability.  If a credit union cannot meet depositor withdrawal requirements, general creditor expenses, or if it is forced to significantly limit new lending, a lack of member confidence can develop.
The level of liquidity which is maintained must at a minimum meet regulatory requirements.  Liquidity must also be sufficient to satisfy demand for cash withdrawals, financing commitments for approved loans, and routine operating cash outflows.  Too much liquidity (excess liquidity), on the other hand, can be an inefficient use of funds, and can restrict the profitability of the credit union.

Liquid assets should be managed with due regard to principal safety, yield volatility, and, where liquid assets bear risk, investment diversification.  Credit unions should have access to supplemental lines of credit or segregated liquidity pools to satisfy liquidity requirements.

Quantity of Liquidity Risk Indicators

The following indicators, as appropriate, should be used when assessing the quantity of liquidity risk.  It is not necessary to exhibit every characteristic, or a majority of the characteristic, to be accorded the rating.

Low

· Funding sources are abundant and provide a competitive cost advantage.

· Funding is widely diversified.  There is little or no reliance on wholesale funding sources or other credit-sensitive funds providers.

· Market alternatives exceed demand for liquidity, with no adverse changes expected.

· Capacity to augment (increase) liquidity through asset sales and/or securitization is strong and the Bank has an established record in accessing these markets.

· The volume of wholesale liabilities with embedded options is low.

· The Bank is not vulnerable to funding difficulties should a material adverse change occur in market perception.

· Support provided by the parent company is strong.

· Earnings and capital exposure from the liquidity risk profile is negligible.

Moderate

· Sufficient funding sources are available which provide cost-effective liquidity.

· Funding is generally diversified, with a few providers that may share common objectives and economic influences, but no significant concentrations.  A modest reliance on wholesale funding may be evident.

· Market alternatives are available to meet demand for liquidity at reasonable terms, costs, and tenors.  The liquidity position is not expected to deteriorate in the near term.

· The Bank has the potential capacity to augment liquidity through asset sales and/or securitization, but has little experience in accessing these markets.

· Some wholesale funds contain embedded options, but potential impact is not significant.

· The Bank is not excessively vulnerable to funding difficulties should a material adverse change occur in market perception.

· The parent company provides adequate support.

· Earnings or capital exposure from the liquidity risk profile is manageable.

High

· Funding sources and liability structures suggest current or potential difficulty in maintaining log-term and cost-effective liquidity.

· Borrowing sources may be concentrated in a few providers or providers with common investment objectives or economic influences.  A significant reliance on wholesale funds is evident.

· Liquidity needs are increasing, but sources of market alternatives at reasonable terms, costs, and tenors are declining.

· The Bank exhibits little capacity or potential to augment liquidity through asset sales or securitization.  A lack of experience accessing these markets or unfavorable reputation may make this option questionable.

· Material volumes of wholesale funds contain embedded options.  The potential impact is significant.

· The Bank’s liquidity profile makes it vulnerable to funding difficulties should a material adverse change occur.

· There is little or unknown support provided by the parent company.

· Potential exposure to loss of earnings or capital due to high liability costs or unplanned asset reduction may be substantial.

Quality of Liquidity Risk Management

The following indicators, as appropriate, should be used when assessing the quality of liquidity risk management.

Strong

· Board approved policies effectively communicate guidelines for liquidity risk management and designate responsibility.

· The liquidity risk management process is effective in identifying, measuring, monitoring, and controlling liquidity risk. Reflects a sound culture that has proven effective over time.

· Management fully understands all aspects of liquidity risk. Management anticipates and responds well to changing market conditions.

· The contingency funding plan is well-developed, effective and useful.  The plan incorporates reasonable assumptions, scenarios, and crisis management planning, and is tailored to the needs of the institution.

· Management information systems focus on significant issues and produce timely, accurate, complete, and meaningful information to enable effective management of liquidity.

· Internal audit coverage is comprehensive and effective.  The scope and frequency are reasonable.

Satisfactory

· Board approved policies adequately communicate guidance for liquidity risk management and assign responsibility.  Minor weaknesses may be present.

· The liquidity risk management process is generally effective in identifying, measuring, monitoring, and controlling liquidity.  There may be minor weaknesses given the complexity of the risks undertaken, but these are easily corrected.

· Management reasonably understands the key aspects of liquidity risk.  Management adequately responds to changes in market conditions.

· The contingency funding plan is adequate.  The plan is current, reasonably addresses most relevant issues, and contains an adequate level of detail including multiple scenario analysis.  The plan may require minor refinement.

· Management information systems adequately capture concentrations and rollover risk, and are timely, accurate, and complete.  Recommendations are minor and do not impact effectiveness.

· Internal audit is satisfactory.  Any weaknesses are minor and do not impair effectiveness or reliance on audit findings.

Weak

· Board approved policies are inadequate or incomplete.  Policy is deficient in one or more material respects.

· The liquidity risk management process is ineffective in identifying, measuring, monitoring, and controlling liquidity risk.  This may be true in one or more material respects, given the complexity of the risks undertaken.

· Management does not fully understand, or chooses to ignore, key aspects of liquidity risk.  Management does not anticipate or take timely or appropriate actions in response to changes in market conditions.

· The contingency funding plan is inadequate or nonexistent.  Plan may exist, but is not tailored to the institution, is not realistic, or is not properly implemented.  The plan may not consider cost-effectiveness or availability of funds in a non-investment grade or CAMEL “3” environment.

· Management information systems are deficient.  Material information may be lacking or inaccurate, and reports are not meaningful.
· Internal audit coverage is nonexistent or ineffective due to one or more material deficiencies.

