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This guidance note is for use by Class 2 credit unions and will be used by DICO to assess whether a credit union is managing its liquidity in a prudent manner. Class 1 credit unions should refer to the Regulations for guidance in meeting the requirements for adequate liquidity. This guidance note indicates the primary elements that will be considered in assessing the adequacy of a credit union’s liquidity holdings. 
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Introduction       

Liquidity is the ability of a credit union to generate or obtain sufficient cash or its equivalents in a timely manner at a reasonable price to meet its commitments as they fall due.   

A liquidity management framework should include: 

· documented liquidity and funding policies and controls approved by the Board of Directors;

· ongoing monitoring of assets held for liquidity purposes and funding requirements;

· management information systems that are timely and sufficient in their content, format and frequency to adequately manage liquidity;

· an analysis of changes to funding requirements under alternative scenarios; and
· policies on the diversification of funding sources.
Liquidity Management Philosophy
Adopting a liquidity management philosophy is an important first step in drafting liquidity policy.  The philosophy sets out the broad goals and objectives of the credit union with regards to liquidity, as established by the Board of directors.  This philosophy governs all liquidity policy constraints and helps address new situations where policy does not yet exist.

While goals and objectives will differ depending upon the circumstances and environment of the credit union, important principles of liquidity management should always address the following key issues:

· ensuring enough liquidity to guarantee the orderly funding of members needs;

· providing a prudent cushion for unforeseen liquidity needs; and
· investing liquid funds in a manner which emphasizes the need for security and liquidity.

Liquidity Policy
Credit unions are required to establish and implement documented, sound and prudent liquidity and funding policies recommended by senior management, approved by the Board of Directors and reviewed at least annually by the Board.  Documented liquidity policies should articulate the importance senior management places on liquidity and, the company's liquidity goals. In assessing a credit union’s implementation of these business practices, attention will be paid to the content and frequency of reports by management or the internal auditor of the credit union’s compliance with Board-approved policies and controls.

The choice of analytical tools and the level of sophistication of information systems will in part be affected by the size of the credit union, the range and stability of its funding sources and the extent to which funding is needed to meet lending needs. 
To be considered prudent, it is recommended that the credit union establish a liquidity policy that addresses:

· sources and acceptable ranges of operational liquidity;

· quality of assets used for liquidity purposes;

· designated assets held for liquidity; 

· maximum limits on liquidity borrowings;

· maturity matching and/or hedging of large deposits; and
· the frequency, form and content of Board reporting.
General Policy Guidelines
Minimum operating liquidity levels should be established that provide a reasonable cushion to meet cash needs, even during periods of market volatility and seasonal fluctuations. A desired target maximum for operating liquidity should also be established to reflect the fact that too much liquidity has a negative effect on earnings. Accordingly, a target range for operating liquidity should be established.

The target for operating liquidity should also reflect expected operating needs based on analysis of previous years’ (at least two) fluctuations, expected increases/decreases in loan demand, income requirements for the year, and any other known factors which may have an effect on available liquidity.

Liquidity should be managed in a prudent manner and in full accordance with the requirements in policy.  If variances from policy arise it is incumbent on management to put in place timely measures to correct the variance and to report such actions to the Board of directors.

Deposit liabilities should not be unduly concentrated with respect to:

· an individual person and connected persons;

· the type of deposit instrument;

· the term to maturity; and
· the market source of funds, if applicable.
Adequate measuring, monitoring and reporting on risk position and exposure management should be maintained.  It is recommended that liquidity needs should be reviewed no less frequently than monthly. This review should encompass a detailed forecast of imminent liquidity requirements and a broad projection of cash needs for the next three‑month period.  Summary measurements of liquidity should be prepared for Board review at each Board meeting.  Where liquidity declines below the mid-point of the target range the credit union should measure liquidity risk on a more frequent basis.
The responsible officer should invest the credit union's operating liquidity with an objective of providing a high level of security and liquidity.  
Managing Liquidity 
A sound framework for managing liquidity includes:

· maintaining a stock of liquid assets that is appropriate to the credit union’s cash flow profile and that can be readily converted into cash without incurring undue capital losses;

· measuring, controlling and scenario testing of funding requirements; and 

· managing access to funding sources.
Assets Held For Liquidity
Section 21 of the Regulations outlines the requirements for adequate liquidity for Class 2 credit unions. Section 84 of the Regulations requires that assets held for liquidity purposes are  identified in the financial statements of Class 2 credit unions.

Assets held for liquidity should consist of cash and high quality securities for which there is a broad and active secondary market where these assets can be liquidated through their sale to a wide range of counterparties without incurring a substantial discount, thereby securing their status as dependable sources of cash flow. The purpose of these assets is to provide the credit union with time to access alternative sources of funding, in the event that circumstances giving rise to a liquidity problem arise. For the purposes of liquidity management, cash can only be included in the assets held for liquidity when the currency is in the possession of, owned by and under the direct control of the credit union. Examples include cash in the form of Bank of Canada currency in the credit union’s care custody and control (e.g. vault, teller’s drawers or ATMs owned and operated by the credit union). 
.
When determining which assets can be included in assets held for liquidity, the credit union’s policies must also consider the existence of impediments that would prevent a quick sale to meet unanticipated net cash outflow requirements.  Under section 22 of the Regulations, an encumbered asset shall not be used to satisfy the requirements for adequate liquidity except where the asset is encumbered by a security interest in favour of the Corporation.

Assets held for liquidity may not include assets pledged to leagues and other financial institutions as security for the provision of clearing and settlement functions.  

When establishing the minimum targets for assets held for liquidity, a credit union should consider its overall liquidity profile including factors such as asset quality, stability of funding sources, cost and diversity of funding, short-term funding requirements. 
Borrowing
In situations of liquidity shortages, credit unions may need to borrow funds to meet 

liquidity needs.  When doing so, the credit union needs to be aware of regulatory limits 
on borrowings and on the creation of security interests.  Under section 183 of the Act, a 
credit union may not borrow more than 50 per cent of the credit union’s regulatory 
capital and deposits. Under subsection 48 (3) of the Regulations, a credit union may only grant a 
general security agreement (GSA) where the debt is owed to a  league, Central 1 Union, La Fédération des caisses Desjardins du Québec or La Caisse centrale Desjardins du Québec, or Credit Union Central of Canada. The GSA must include a provision permitting its assignment to the corporation under the circumstances set out in the Regulations.   
Under subsection 48(3) of the Regulations, a credit union may, under certain conditions,  
borrow an aggregate amount up to 15 per cent of its total assets secured by a fixed charge against identified assets.  
Under no circumstances may security be granted over assets identified as Assets Held for Liquidity. 
Large Deposits 

It is generally acknowledged that a credit union that relies on a significant number of large deposits has a higher risk of an unfavourable change in its liquidity position than one whose deposit base consists of many smaller sized accounts.  The withdrawal of large deposits due to interest rate competition or members' investment discretion can significantly impair liquidity and should be limited as much as possible.  Credit unions should adopt a policy which requires the identification of deposits held by a member that are over a certain size.  The following elements of a large deposits policy are recommended:

· Policy should define what the credit union considers to be a large deposit for these purposes.  Generally, a large deposit is one that if withdrawn, would have a significant impact on operational liquidity.  The size can best be expressed as a percentage of assets or deposits.

· When defining large deposits, the credit union may want to distinguish between large institutional deposits and large member deposits.

· When determining what qualifies as a large deposit, management should consider the total amount of deposits that belong to an individual and group of connected persons.

· Policy should require the appropriate maturity matching of any large deposits.  This involves ensuring funds equal to the amount of the deposits are invested in liquid assets, in addition to normal operating liquidity.
· Policy should generally require higher liquidity levels based on the concentration of large deposits
· Alternately, the credit union may require a “notice period” before the withdrawal of large deposits can be made.
Operational Procedures
Procedures should address how liquidity needs are to be monitored and how to deal with liquidity shortages or excesses. 
Monitoring Liquidity Needs
Liquidity needs should be reviewed on a periodic basis, but not less frequently than monthly. This review should encompass a detailed forecast of imminent liquidity requirements and a broad projection of cash needs for the next three month period.  

Summary measurements of liquidity needs should be prepared for Board review at each Board meeting.  To determine immediate cash flow needs, a cash flow statement can be used to develop projections for the next three months.  Periodic (weekly or monthly) cash flow projections can predict whether excess or deficient liquidity levels will be experienced by the credit union in the near future.  If deficiencies are below operational levels, management will have to take action to correct these levels.  
Funding Requirements 

Analyzing funding requirements involves the construction of a maturity ladder and the calculation of a cumulative excess or shortfall of funds at selected maturity dates. A company's funding requirements are determined by examining its future cash flows based on the future behaviour of assets and liabilities and off-balance sheet items including interim cash flows or settlements of financial derivatives, and then calculating the cumulative excess over the time frame for the liquidity assessment. 

Assessing the funding surplus/deficit requires a credit union to consider, among other things: 
· the amount of readily encashable assets held for liquidity relative to the surplus/deficit;
· the size of the excess or shortfall relative to total funding;
· the diversity of funding sources; and
· the quality of assets. 

The relevant time frame for active liquidity management is short, generally extending out to no more than a few weeks. Credit unions with longer-term assets and liabilities will need to use a longer time frame than credit unions that are active in short-term money markets. Limits on short-term funding requirements should conform with the credit union’s demonstrated capacity to raise funds in the market at a reasonable price. 

Scenario Testing 
Evaluating whether a company is sufficiently liquid depends greatly on the behaviour of cash flows under different conditions. Analyzing liquidity thus entails laying out "what if" scenarios. Scenario testing should be among the measurement techniques used by a credit union as part of its contingency planning process. 

Two scenarios should be tested: a credit union’s "going concern" condition and an unexpected specific disruption. The going concern scenario establishes a benchmark for the "normal" behaviour of balance sheet-related cash flows in the ordinary course of business. A liquidity disruption that remains confined to the credit union itself provides one type of "worst case" benchmark. Under each scenario a credit union would try to include any significant swings in cash flows and funding requirements. 

Scenario testing requires a credit union to make assumptions about the probable behaviour of the timing of cash flows for each type of asset and liability in the scenario being examined. For each funding source, for example, the credit union would have to decide whether the liability would be: (1) paid in full at maturity; (2) gradually run off over the next few weeks; or (3) virtually certain to be rolled over. The uncertainties involved in making such estimates require a conservative bias toward assigning later dates to cash inflows and earlier dates to cash outflows. 

Managing Market Access 
A credit union must periodically review its efforts to maintain the diversification of liabilities, to establish relationships with liability holders, and to develop asset-sales markets. As a check for adequate diversification of liabilities, a credit union needs to examine the level of reliance on individual funding sources by instrument type etc. and set internal limits on the maximum amount of funds it will accept in the normal course from any one counterparty or any one funding market (e.g., deposit brokers or commercial paper). 

Developing markets for asset sales or exploring arrangements under which a credit union can borrow against assets is an important element of managing market access. The frequency of use of some asset-sales markets is a possible indicator of a credit union’s ability to execute sales under adverse scenarios. 

Contingency Planning 
A credit union’s ability to withstand a liquidity funding disruption may also depend on the calibre of its formal contingency plans. Effective contingency plans should consist of several components: 
· specific procedures to ensure timely and uninterrupted information flows to senior   management; 

· clear division of responsibility within management in a crisis; 

· action plans for altering asset and liability behaviours (i.e. market assets more aggressively, sell assets intended to hold, raise interest rates on deposits); 

· an indication of the priority of alternative sources of funds (i.e., designating primary and secondary sources of liquidity); and
· plans and procedures for communicating with members the media, if appropriate. 

Contingency plans should also include procedures for making up cash flow shortfalls in emergency situations. Credit unions have available to them several sources of such funds, including previously unused credit facilities. The plan should spell out, as clearly as possible, the sources and amount of funds the credit union expects to have available from each sources. 

Annual Business Plan
The following information should be included as part of the annual business plan:

a) projected volume of operational liquidity, excess liquidity, seasonal liquidity increments, liquidity borrowings and average yield on liquid assets.  This information can be combined with the monthly projections developed for asset/liability management planning.  The plan will include narrative on actions and strategies designed to meet budget expectations. 
b) estimates of the dollar volume and ratios of operating and excess liquidity. The projections of the plan will be made on a monthly basis. This information can be combined with the asset/liability management projections in the annual business plan. 
When a material unfavourable variance from plan arises it is incumbent on management to put in place timely and prudent corrective action designed to improve the problem and to report such action to the Board of directors.
Disclosure
Assets held for liquidity are required to be disclosed in the financial statements of the credit union. It is also recommended that information regarding the management of liquidity including policy limits, actual liquidity levels and trends etc. are also included to the extent appropriate for the size and complexity of the credit union. This should include the total amount of assets held for liquidity expressed as a percentage of total deposits and borrowings.      
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