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Liquidity Risk Management:
Are You Prepared? Part II

by Joanne Branigan, Manager

cial institutions. Under stressful conditions, the need for sound risk

management practices becomes even more critical for operating in a
safe and sound manner. Financial institutions need to consistently identify,
measure, monitor, and control their liquidity risk. This is the second of a
two-part series on liquidity risk management. Last quarter, the elements of
financial institution liquidity and sound liquidity risk management practices
were discussed. This article will focus on liquidity risk measurement and
monitoring and contingency funding plans (CFPs).

S ound liquidity risk management is an essential function for all finan-

Liquidity Risk Measurement and Monitoring

The analysis of liquidity risk should be forward-looking, with the objective
of identifying potential future funding mismatches and current imbalances.
Effective liquidity risk measures enhance management’s understanding of
exposures to mismatch, market, and contingent liquidity risks. All financial
institutions are expected to manage liquidity risk in an appropriate manner
that reflects the institution’s risk profile, complexity, and scope of opera-
tions—this applies to all aspects of liquidity risk management.
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Restoring Confidence
in the Banking System

by Michael E. Collins, Executive Vice President

e are living through a transformative period in our nation’s

history, and, as in any period of great change, the chal-

lenges can seem overwhelming. Confidence in U.S. and
global financial institutions has been badly shaken. The combination
of mounting losses, falling asset prices, and a deep economic down-
turn has severely impaired the financial system. The striking loss of
confidence at the heart of this crisis has elicited a flood of government-
sponsored programs and initiatives extraordinary in their scope, scale,
and inventiveness. Consequently, we are seeing public intervention in
the financial system on a scale not seen for decades. Policymakers,
meanwhile, are debating sweeping changes regarding the way the
financial sector will ultimately function and be regulated.

The crisis has also prompted a debate on the respective roles and
costs of capitalism, innovation, and regulation. As a general principle,
financial innovation is good for the economy, but, as demonstrated in

At s Shpilliaic

e

www.philadelphiafed.org



the current crisis, the benefits of innovation are usu-
ally understood well before the risks come to light.
Where some see the bad behavior of individual ac-
tors and poor governance at fault, others attribute
the current turmoil to serious defects in our economic
and financial architecture. As the debate continues,
one thing is clear: the American public has lost con-
fidence in the integrity and ethics of our nation’s in-
stitutional leadership. Questions have arisen around
the public and private sectors and the availability and
transparency of information, as well as the profes-
sional ethics of some who were responsible for man-
aging the business risks that all organizations face.

The financial crisis was triggered by the turn in the
U.S. housing market in the spring of 2007. The sub-
prime-related write-downs that led to the collapse
and near-collapse of several large and, in some cas-
es, systemically important institutions precipitated
the credit freeze that led to the deep economic con-
traction that continues to have serious repercussions
throughout the banking industry. Very few Third Dis-
trict banking organizations, however, participated in
those subprime lending practices and exotic products
that helped to create the conditions for this crisis.

Several bankers in the Third District have expressed
to me their concern and frustration about the dam-
age that has been done to the image of the banking
industry due to the questionable choices made by
some financial institutions and about the consequent
feeling of all banks being painted by the same broad
brush. Community and regional banks by and large
have consistently engaged in prudent lending prac-
tices and have served as a vital source of credit for
small businesses and consumers in their communi-
ties. Banking organizations across the board, includ-
ing those that have behaved responsibly before and
during the crisis, are facing steep increases in FDIC
insurance premiums and will be affected by the pro-
found financial and regulatory reforms that are now
being considered.

As regulators and policymakers grapple with the
larger issues, banking organizations are struggling
in a fundamentally altered landscape with business
models that may no longer make sense in some

cases. Banking organizations are using this period of
change to reevaluate their core missions. Many ap-
pear to be returning to banking fundamentals. Mean-
while, locally focused community and regional banks
are leveraging their in-depth local knowledge and
strong community ties to step in and make loans to
creditworthy borrowers where nonbanks and larger
banks have stepped back, fulfilling an important need
and, in doing so, helping to pave the way to recovery.

For its part, the Federal Reserve has been focusing
on a number of areas for reform, some of which may
benefit smaller banks, such as the need to regulate
institutions with the potential to create systemic risk
differently from institutions that do not pose this risk.
The regulatory system must also cast a wider net to
capture previously unregulated corners of the finan-
cial system, often referred to as the shadow bank-
ing system. These changes, if formulated and imple-
mented in a thoughtful and prudent way, should lead
to a more level playing field for institutions of all sizes
and help avoid a repeat of the last crisis, while po-
sitioning the U.S. to compete effectively in a global
economy.

As we move forward, the emphasis will be on restor-
ing stability to the financial system to repair lending,
structuring financial regulations to rebuild trust, and
reforming and building strong domestic and global

institutions.  Banking
organizations and
other firms will be
more cognizant of the
need to protect their
reputations and add
value, rather than to
extract value in their
interactions with other
firms and consum-
ers. Ultimately, these
steps should lay the
groundwork for rees-
tablishing trust and
confidence in the
banking system, a
key component for
economic recovery. []

Michael E. Collins,
Executive Vice President
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From the

Examiner’s Desk

Overview of the Troubled Asset Relief

Program and Its Capital Purchase Program

by Ivy M. Washington, Senior Examiner, and Amy Sill, Supervisory Studies Specialist

he passage of the Emergency Economic
| Stabilization Act of 2008 (EESA) last Octo-
ber authorized the U.S. Treasury’s Troubled
Asset Relief Program (TARP), which was intended
to stabilize the U.S. financial system and prevent a
systemic collapse. Prior to EESA’s passage, a se-
ries of escalating events triggered by the failures and
near failures of some of the world’s largest financial
institutions through the summer and early fall of 2008
severely eroded confidence in the U.S. financial sys-
tem, shut down interbank lending and credit markets,
and ultimately affected the real economy. These
events helped transform the year-long financial crisis
into an economic crisis, which set off global shock-
waves and gave rise to the fear of a 1930s-style fi-
nancial and economic meltdown.

This article will provide an overview of TARP, includ-
ing legislative changes made to TARP as of this writ-
ing, as well as ongoing oversight of TARP. It will also
cover details of participation in the TARP Capital Pur-
chase Program (CPP) and CPP redemption criteria
and explain TARP within in the context of the Trea-
sury’s overarching Financial Stability Plan.

TARP Overview

Under EESA, the Treasury was allotted up to $700
billion in three installments to fund TARP—$250
billion initially, with an additional $100 billion to be
released contingent upon the approval of the U.S.
President, and a third installment of $350 billion con-
tingent upon the approval of both the U.S. President
and U.S. Congress. The first two installments, total-
ing $350 billion, were released to the Treasury in the
latter half of 2008. The third installment of $350 bil-
lion was released to the Treasury on February 13,

2009, with the passage of the American Recovery
and Reinvestment Act (ARRA).

Legislative changes to TARP. TARP and the Trea-
sury’s various programs falling under the TARP um-
brella have undergone changes since the passage of
EESA. Legislatively, the ARRA (2009) retroactively
established significant conditions and restrictions
around executive compensation, incentive pay, and
severance pay for firms receiving TARP funds. The
ARRA also authorized the extension of TARP funds
to the auto industry and enhanced reporting and re-
cordkeeping requirements for institutions receiving
TARP funds.

In addition to legislative changes introduced under
the ARRA, the Treasury has continued to refine and
develop various programs through its TARP author-
ity and to administer these and other programs that
aim to stabilize financial markets and prevent further
home foreclosures through the adoption of an over-
arching Financial Stability Plan framework. The Trea-
sury has described the Financial Stability Plan, which
it announced in February 2009, as a broad-based
effort that will reach across government agencies to
implement a series of financial initiatives alongside
the ARRA to help lay the foundation for economic re-
covery.

Under the plan, the Treasury is administering the fol-
lowing TARP programs:

» Capital Assistance Program

e Consumer and Business Lending Initiative
e Making Home Affordable Program

¢ Public-Private Investment Program



Regulatory Reform

Capital Purchase Program (CPP)
Asset Guarantee Program (AGP)
Targeted Investment Program (TIP)
Automotive Industry Financing Program

For information on these initiatives and the Finan-
cial Stability Program, go to <www.financialstability.
gov/>.

TARP Oversight
EESA created an oversight board, the Financial Sta-
bility Oversight Board (FSOB), for TARP. The FSOB
meets monthly to review and discuss TARP-related
programs, policies, and financial commitments and
other key objectives of
EESA. The FSOB is com-
posed of the Secretary of
the Treasury, Chairman of
the Board of Governors of
the Federal Reserve Sys-
tem (chair), Secretary of
the Department of Housing
and Urban Development,
Chairman of the Securities
and Exchange Commis-
sion, and Director of the
Federal Housing Finance
Agency. Minutes of the
FSOB meetings are made
public at <www.financial-
stability.gov/about/over-
sight.html>.

EESA also established a special inspector general
(SIGTARP) to conduct, supervise, and coordinate
audits and investigations of the purchase, manage-
ment, and sale of assets under TARP. The goal of
the SIGTARP, who has authority to issue subpoenas,
is to protect the interest of the American taxpayers
by providing effective oversight for TARP and robust
criminal and civil enforcement against those who
waste, steal, or abuse TARP funds.

CPP Program
The original provisions of TARP under EESA focused
on a Treasury asset purchase program to buy the il-

The original provisions
of TARP under EESA
focused on a Treasury asset
purchase program to buy
the illiquid mortgage-backed
assets that many believed
were clogging up the
balance sheets of financial
institutions and hindering
their ability to lend and
raise private capital.

liquid mortgage-backed assets that many believed
were clogging up the balance sheets of financial in-
stitutions and hindering their ability to lend and raise
private capital. When it became clear that an asset
purchase program was too complicated to implement
quickly enough to calm the markets and forestall an
economic meltdown, the Treasury implemented the
CPP.

This move was found by some to be controversial,
as the CPP enabled the Treasury to inject capital
directly into the financial system by purchasing eg-
uity stakes in sound financial institutions. Nine of the
largest U.S. financial institutions subsequently ac-
cepted between $2 billion and $25 billion each under
the CPP, and numerous
institutions applied for and
voluntarily accepted CPP
funds thereafter.

The Treasury created the
CPP to address the severe
strains affecting the finan-
cial markets and obstruct-
ing the free flow of credit
essential to a well-function-
ing economy. Under the
CPP, which is voluntary,
the Treasury is providing
capital to viable financial
institutions through the pur-
chase of up to $25 billion
of a financial institution’s
preferred shares. These
investments enable participating financial institu-
tions to build their capital base, thereby increasing
their capacity to lend to households and businesses
and support the economy. As of March 31, 2009, the
Treasury has invested approximately $198.8 billion
in 532 financial institutions under the CPP.!

Provisions built into the Treasury’s CPP agreements
are meant to protect the interests of the taxpayers
and generate a return on the Treasury’s investment.
Publicly-held participating financial institutions, for

" <www.financialstability.gov/latest/reportsanddocs.html>.
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example, pay the Treasury a five percent dividend
on senior preferred shares for the first five years fol-
lowing the Treasury’s investment and nine percent
per year thereafter. To protect the taxpayers, partici-
pating financial institutions must adhere to executive
compensation and dividend and stock repurchase
agreements. They must also provide the Treasury
with warrants as specified under EESA, the CPP pro-
gram rules, and the terms of their purchase agree-
ments.

Institutions that qualified for
the CPP include U.S.-con-
trolled banks, savings asso-
ciations, security brokers or
dealers, and insurance com-
panies. Additionally, financial
institutions that filed a bank
or thrift holding company ap-
plication on or before Decem-
ber 8, 2008, and were ap-
proved on or before January
15, 2009, were also permitted
to apply for CPP funds. Any
bank or thrift holding compa-
ny that has CPP funds must
maintain its status as a bank
or thrift holding company until
those funds are repaid.

While the original application
deadlines for the CPP have
closed, the Treasury recently
announced that the CPP ap-
plication window for all term
sheets—public and private corporations, Subchapter
S corporations, and mutual institutions—will be re-
opened for institutions with total assets under $500
million. The terms of the program will also be revised
to raise the amount for which qualifying institutions
can apply from three percent of risk-weighted assets
to five percent. Current CPP participants will be al-
lowed to reapply with an expedited approval process.

The Treasury also indicated that it will extend the
deadline for small banks to form a holding company
for the purposes of the CPP. The window to form a

The Treasury’s capital
injections under the
CPP are intended
to restore the credit
markets and encourage
financial institutions
to resume lending at
more normal pre-crisis
levels to businesses and
consumers, a prerequisite
to stabilizing the financial
sector and improving
investor confidence in
financial institutions and
the markets.

holding company and the window to apply or reapply
for the CPP will be open for six months.

The Treasury’s capital injections under the CPP are
intended to restore the credit markets and encour-
age financial institutions to resume lending at more
normal pre-crisis levels to businesses and consum-
ers, a prerequisite to stabilizing the financial sector
and improving investor confidence in financial institu-
tions and the markets. Financial recovery has been a
slow process, however, and
although short-term credit
markets are functioning bet-
ter and bank and nonbank
lending has picked up con-
siderably since last fall, the
amount of financing extend-
ed to consumers and busi-
nesses remains somewhat
restricted.

Redeeming CPP Funds
The changes implemented
by the ARRA, especially
those surrounding executive
compensation and incentive
pay, have prompted many
institutions to evaluate the
costs and benefits associ-
ated with CPP funds. For
some institutions, the per-
ceived stigma associated
with TARP has been a de-
termining factor in their deci-
sion to pull their applications
for Treasury investments under CPP or, for those
that have already accepted funds, to pay back those
funds early.

The original CPP placed a number of conditions on
repaying funds. The ARRA, however, revised the
terms of CPP to permit financial institutions to re-
deem CPP funds prior to any contractual waiting
period specified in their purchase agreements with
the Treasury and permits them to redeem CPP funds
with funds obtained from any source.



Institutions that are interested in redeeming their
CPP funds are advised to notify their primary regula-
tor and to notify the Treasury at CPPRedemption@
do.treas.gov. After receiving an institution’s notice,
the Treasury will consult with the institution’s primary
regulator.

Following are FAQ links for institutions interested in

paying back TARP funds:

* <www.financialstability.gov/docs/FAQ_CPP-CAP.
pdf>

* <www.financialstability.gov/docs/CPP/CPP-FAQs.
pdf>

The Impact of the CPP

Some observers have compared the government’s
intervention under TARP to the 1930s, with the char-
tering of the Reconstruction Finance Corporation Act,
which made loans to various state and local govern-
ments, as well as distressed financial institutions.
Supporters of EESA today argue that government
intervention has prevented a catastrophic collapse of
the financial system and has had some effect in re-
storing short-term lending markets and improving the
flow of credit to businesses and consumers. These

supporters also believe that there is the possibility
that the government may recoup a portion—poten-
tially all—of its investment, although critics have ob-
jected to the enormous cost of the intervention and
the uncertainty of the outcome.

It is still too early to have a good understanding of the
impact of the CPP on the U.S. economy. Demand
for credit typically falls during economic downturns,
as lenders and borrowers react to the uncertain eco-
nomic environment. It is also difficult to isolate the
effect of the CPP from the host of other governmen-
tal economic recovery efforts implemented during the
same timeframe. The Treasury has recently devel-
oped tools to better measure the lending and disin-
termediation activities of institutions receiving CPP
funds. These tools should eventually provide more
insight into the impact of the CPP and the role it is
playing, as the industry continues to progress toward
financial and economic recovery.

For more information on the CPP, please visit
<www.financialstability.gov/roadtostability/capital
purchaseprogram.htmli>. [J

The following is an update to the article, “Emerging

Issues Regarding Trust Preferred Securities,” pub-
lished in the First Quarter 2009 issue of SRC Insights.

On March 17, 2009, the Federal Reserve Board an-
nounced the adoption of a final rule that delays until
March 31, 2011, the effective date of new limits on
the inclusion of trust preferred securities and other
restricted core capital elements in tier 1 capital of
bank holding companies (BHCs). This action is being
taken in light of continued stress in financial markets
and the efforts of BHCs to increase their overall capi-

tal levels. These new limits were scheduled to take
effect on March 31, 2009, pursuant to a final rule ad-
opted by the Board on March 10, 2005 (70 Federal
Register 11827). As a result of delaying implementa-
tion of the new limits and until the new effective date
in 2011, all BHCs may include cumulative perpetual
preferred stock and trust preferred securities in tier 1
capital up to 25 percent of total core capital elements.

SRC Insights 7
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Liquidity Risk Management: Are You Prepared? Part II

...continued from page 1

A sound practice for measuring liquidity risk includes
establishing a comprehensive method for cash flow
forecasting. Cash flow from assets, liabilities, and off-
balance-sheet items should be forecasted consider-
ing vulnerability to events, activities, and strategies
that can significantly strain an institution’s ability to
generate internal cash flow using an appropriate set
of time horizons. Forecasts can range from a simple
spreadsheet to very intricate, detailed reports.

Time horizons. Selected time horizons should be
meaningful and relate to the current and potential
vulnerability to changing liquid-
ity needs under both normal
and stressed conditions. All
forecasting processes should
involve both short-term and
long-term time horizons. Com-
mon horizons include: intraday,
day-to-day, short-term weekly,
monthly, and longer-term of up
to one year and beyond.

Assumptions. Cash flow fore-
casting includes the use of as-
sumptions. Institutions should
carefully select and regularly review their assump-
tions to ensure that they are reasonable and appro-
priate. The board of directors should effectively docu-
ment and approve assumptions, and management
should additionally scrutinize assumptions that are
used to assess the liquidity risk of complex assets,
liabilities, and off-balance-sheet positions. Assump-
tions about the stability or volatility of retail deposits,
brokered deposits, wholesale borrowings, and other
funding sources are especially important, particularly
if the related assumptions are used to evaluate con-
tingent liquidity sources.

MIS reporting. As with other elements of sound li-
quidity risk management, the complexity and sophis-
tication of management reporting and MIS should
be consistent with the size and liquidity profile of the

Stress test results assist
financial institutions
with identifying,
quantifying, and
analyzing sources of
liquidity strain and
the potential impact to
cash flow.

institution. For example, larger institutions that use
wholesale funds as a funding source may incorporate
daily reports of funding source usage, maturities of
various instruments, and rollover rates. A smaller in-
stitution may need only a simple maturity gap or cash
flow report that depicts rollovers and mismatch risks,
combined with pertinent liquidity ratios, to adequately
manage its risk.

Reports should be customized to the intended audi-
ence and level of responsibility. This includes those
associated with day-to-day management, regular se-
nior management and ALCO
review and decisionmaking,
as well as periodic reporting to
the board of directors. Liquidity
risk reports to senior manage-
ment should provide aggre-
gate information in sufficient
supporting detail to enable
management to assess the in-
stitution’s sensitivity to chang-
es in market conditions or its
own financial performance and
other important risk factors.

Stress testing. Regular stress testing should be
conducted and include a variety of both institution-
specific and marketwide events across short- and
long-term time horizons. Stress test results assist fi-
nancial institutions with identifying, quantifying, and
analyzing sources of liquidity strain and the poten-
tial impact to cash flow. Management should review
stress test results and develop and implement risk
mitigants, when needed. Management also needs to
ensure that any potential exposures are in line with
its approved liquidity risk tolerance and to make any
necessary adjustments to its liquidity profile. Stress
tests also help institutions to develop CFPs.

Ongoing monitoring. Monitoring of liquidity risk
should be done on a flow basis and should assess
cost trends for both existing and contingent funds pro-



viders, funding source concentrations, the adequacy
of liquidity reserves, and the sensitivity of funds pro-
viders to market events and institution-specific trends
and events.

Contingency Funding Plans

A CFP is a combination of policies, procedures, and
action plans for responding to contingent liquidity
events. Events are unexpected situations or busi-
ness conditions that may increase liquidity risk, given
an institution’s balance sheet structure, organization-
al structure, business activities, and other institution-
specific characteristics.

Events can result from:

e The inability to fund asset growth

e The inability to renew or replace maturing funding
liabilities

* Unexpected deposit withdrawals or off-balance-

sheet commitment activity

www.philadelphiafed.org

e Change in economic conditions, market percep-
tion, or dislocations in the financial markets

* Disturbances in payment and settlement systems
due to operational or local disasters

A CFP’s primary purpose is to assist management
with considering potential events and scenarios that
may result in a liquidity shortfall, in order to ensure
that liquidity sources are sufficient to fund normal
operating requirements without incurring undue ex-
pense or causing business disruptions. The CFP pro-
vides the institution with a plan for responding to a
liquidity crisis.

Events can affect any institution, regardless of size
or complexity, and can be institution-specific or result
from external factors. Institution-specific events are
typically related to internal operational and strategic
risks, whereas external events may be related to sys-
temic financial market conditions, like securities price
volatility resulting from market events, economic con-
ditions, or financial market disruption.

Events can be high-probability/low-impact or low-
probability/high-impact, and institutions need to plan
for both. The risk from the former can be addressed in
an institution’s daily management of its sources and
uses of funds using variations in expected cash-flow
projections and provisions for adequate liquidity re-
serves. The risk from the latter should be addressed
in the CFP.

Key elements of a CFP include:

e Identifying reasonably plausible events—An
institution should conduct regular monitoring for
potential events and establish early-warning indi-
cators and event triggers that are specific to its li-
quidity risk profile.

* Evaluating those events under different levels
of severity—The various severity levels of each
event should be defined and an associated re-
sponse plan established. This includes temporary
liquidity disruptions, as well as intermediate- or
longer-term disruptions.

e Conducting quantitative projections and as-
sessments of funding needs and funding ca-

SRC Insights 9




pacity—This is a crucial element of a CFP. Analy-
sis should be realistic, include all material on- and
off-balance-sheet cash flows, and assess potential
funding erosion at the various severity levels of
the event and potential cash flow mismatches that
may occur. Institutions also need to determine and
document the sequence of steps for responding to
an event and sources of funds. Two common quan-
titative reports that are developed are pro forma
cash flow reports that estimate funding surpluses
or shortfalls over selected future timeframes and
under various liquidity event scenarios.

¢ Identifying potential funding sources—Alterna-
tive sources should be identified, and administra-
tive procedures and agreements should be created
and established well in advance of any potential
liquidity event. These sources are rarely utilized in
the normal course of business, yet any steps nec-
essary to ensure that an institution is ready to acti-
vate alternative funding sources should be defined
and detailed in the CFP.

* Providing for commensurate management pro-
cesses, reporting, external communication—A
crisis management team should be identified, and
appropriate action plans for each event severity
level should be established. Communication and
reporting among crisis team members and between
the team and the board of directors and other busi-
ness line management are essential. In addition,

Enforcement Unit Purpose
and Practices

and issuing supervisory actions, the Enforcement

Unit also plays a key role in fulfilling the broader
mission of Supervision, Regulation and Credit. De-
tailed descriptions of the unit’s various roles and re-
sponsibilities, definitions of the different types of su-
pervisory actions, and an explanation of the process
for issuing supervisory actions are included in the
publication Enforcement Unit Purpose and Practices,
which is now available online at <www.philadelphi-
afed.org/publications/supervision-and-regulation/>. [

In addition to its primary responsibility of drafting

communication and reporting should be ramped up
with each increasing level of event severity.

In the process of establishing a CFP, management
may become aware of certain funding positions that
are outside its current risk tolerance, providing an op-
portunity to reduce risk in a normal operating environ-
ment. Another benefit of implementing a CFP is that
it allows management to develop strategies for man-
aging specific scenarios, thereby reducing response
time and financial impact to the institution if the event
actually occurs. Also, separate CFPs may be neces-
sary for the parent company and the consolidated
banks in a multibank holding company or for separate
nonbank subsidiaries.

Conclusion

All financial institutions are expected to appropriately
manage liquidity risk, given their risk profile, complex-
ity, and scope of operations. Any liquidity risk analy-
sis should expose current funding mismatches and
evaluate contingent liquidity risks. Management and
the board of directors should evaluate and under-
stand the institution’s liquidity risk profile. If you have
any questions on liquidity or liquidity risk manage-
ment, please contact Avi Peled (Avi.Peled @phil.frb.
org) at (215) 574-6268 or Andrea Anastasio (Andrea.
Anastasio @phil.frb.org) at (215) 574-6524. []

SUPERVISION, REGULATION AND CRrEDIT
ENFORCEMENT UNIT PURPOSE AND PRACTICES
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What Is an Excess Balance Account? b, cai o, Credi Officer

On May 20, 2009, the Board of Governors approved
an amendment to Regulation D authorizing the es-
tablishment of limited-purpose accounts at Federal
Reserve Banks for the purpose of maintaining ex-
cess reserve balances. Available beginning July 2,
2009, these accounts are known as excess balance
accounts (EBASs).

Some institutions may not be aware of what a limit-
ed-purpose account is and why the Federal Reserve
offers them. An EBA is an account at a Federal Re-
serve Bank established for the benefit of one or more
depository institutions (referred to as participants),
which are eligible to earn interest on the account’s
balance. The EBA is managed by an agent on behalf
of the participants. It is anticipated that agents will be
institutions that offer correspondent services.

EBAs are intended to allow eligible institutions to
earn interest on their excess balances in an account
relationship directly with a Federal Reserve Bank
without significantly disrupting established business
relationships with their correspondents. EBAs permit
the correspondent to serve as agent when placing
the respondent’s excess balances at the Federal Re-
serve Bank. Balances in the EBA are an asset of the
participants in the account, not the agent that man-
ages the account. The Federal Reserve Bank pays
interest on the average balance in the EBA over the

Is Something Missing?

reserve maintenance period, and the agent disburs-
es that interest to each participant in accordance with
the instructions of the participant. Only excess bal-
ances may be placed in an EBA; the account balance
cannot be used to satisfy reserve balance or contrac-
tual clearing balance requirements.

An EBA will be set up by the institution intending to
perform the role of EBA agent. The agent must have
its own account at a Federal Reserve Bank and must
agree to comply with the terms and conditions of
operating an EBA. It should be noted that the agent
does not have to be eligible to earn interest on its
own balance maintained at a Federal Reserve Bank.

Each participant must authorize the agent to manage
the EBA on its behalf pursuant to an Excess Balance
Account Agreement. Participants in an EBA must be
eligible to earn interest on the balance they hold at
the Federal Reserve Bank. Each participant can par-
ticipate in only one EBA, and the EBA may be located
in a different District than the participant. The agent
will coordinate the execution of agreements and for-
ward all agreements to the Federal Reserve Bank.

If you have any questions regarding these new ac-
counts, please contact Donna Wilson (donna.wil-
son@phil.frb.org) at 215-574-6595 or go to <www.
frbservices.org>. [J

With each issue of SRC Insights, we aim to highlight the supervisory, rec ulm /
and consumer compliance issues that affect you and your banking institu@ the —
most. But we recognize that your institution may be interested in toa'l/csqhat we '

have not covered, and we want to ensure that your voice is heard./

arise in your daily operations? What questions concern you in thﬂoms;af busi-

hat issues

ness? What else would you like to see in an upcoming issue of SRC Insights? [

——— ‘:\

We encourage you to contact us with any topic ideas, concerns, or questions.
Please direct any comments and suggestions to Joanne M. Branigan (joanne.bra- j

nigan @ phil.frb.org) at (215) 574-3769.
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