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Not many CUs would 
consider liquidity a 
high concern right 
now. Many of them are 

sitting on what they might consider 
to be too much liquidity and they’re 
far more worried about anemic loan 
growth than liquidity risk. Don’t 
underestimate the gravity of liquidity 
risk right now, experts say. 

The industry’s liquidity position 
could change rapidly, and CUs need 
to know how to manage their own 
liquidity needs – and ensure their 
access to liquidity– in the event that 
it does. Recent guidance on liquidity 

, re-released by the NCUA, ensures 
that examiners will be checking to 
make sure CUs do plan adequately 
for liquidity risk.

“All of  the regulatory agencies 
are worried about a rapid, Greece-
like rise in rates,” says Don Musso, 
a fi nancial analyst and interest rate 
risk specialist with FinPro, a manage-
ment consulting fi rm based in Liberty 
Corner, N.J. “Here we are coming 
out of  a problem loan and real-estate 
market. And to get double-whacked 
[on liquidity] because of  interest rate 
risk? That’s more than the regulators 
want to take a chance on.”

Right now, liquidity problems are 
impacting banks to a greater degree 
than credit unions, but the CUs’ 
liquidity risk isn’t much different than 
the banks’, considering the credit 
union portfolio looks more like a 
bank portfolio every year, argues 
Musso. 

New guidance signals agency concern over 
indirect lending

(Continued on p. 4)
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Some of the biggest recent CU 
failures stemmed from poorly 
structured, insuffi ciently vetted 
indirect lending programs. The 

NCUA hasn’t forgotten. The agency 
will want to know – and want you to 
know – your indirect lending program 
inside and out at your next exam. That’s 
according to guidance released earlier 
this month .

The NCUA is seeing a rising 
number of  repossessed autos, as well 
as increasing lending delinquency 
and loan losses with indirect lending 
programs, says NCUA spokesman 
John McKechnie. “We decided it was 
an opportune time to remind credit 
unions of  the types of  controls they 
need over these programs,” he adds.

Indirect loans account for around 

Don’t overlook liquidity risk
New guidance demands thorough risk mitigation strategies

It isn’t just indirect lending the 
NCUA has its eye on. Delinquencies 
and charge-offs in participations 
keep rising, too. Participation 
delinquencies, as of Dec. 2006, 
stood at 1.4% , with only 0.38% 
in charge-offs, according to 
NCUA data. By the end of 2009, 
those numbers rose to 3.45% and 
1.06% respectively. As of June 
30,  charge-offs stayed about the 
same, while delinquencies climbed 
again to 4.09%. New guidance on 
participations may not be too far 
behind the agency’s recent indirect 
lending guidance.

Participation delinquencies, 
charge-offs also rising

(Continued on p. 2)

“Credit unions didn’t have the same 
level of  risk as banks historically, but 
credit unions have pushed into the 
real estate market more and more,” 
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he says. “Now they’re more bank-like. 
To them, liquidity and interest rate 
risk is every bit the challenge that it is 
for banks.”

The NCUA recognizes that, when 
it comes to liquidity risk and interest 
rate risk, CU concerns look a lot like 
bank concerns. That’s why it’s appro-
priate for CUs to adopt the liquidity 
management practices banks have 
been using for years, says Musso. 
Recent FFIEC liquidity guidance, 
adopted by the NCUA, asks CUs to 
follow the same liquidity risk guide-
lines as banks, which makes perfect 
sense, Musso argues.

The NCUA fi rst signed onto and 
released the FFIEC’s liquidity risk 
guidance several months ago. The 
agency re-issued the guidance earlier 
this month. “It became apparent to 
us that credit unions hadn’t seen the 
information,” says NCUA spokes-
man John McKechnie. “We decided 
to re-issue [the guidance] through a 
Letter to Credit Unions, so we could 
emphasize the points.”

The FFIEC guidance provides 
banks and credit unions with a thor-
ough compendium of  strategies and 
techniques they can use to manage 
liquidity risk. The NCUA calls out 
fi ve in particular: 
•Projecting cash fl ows;
• Diversifying funding sources;
• Stress testing;
• Cushioning liquid assets; and
• Developing a formal contingency 
funding plan.

Of  the fi ve, a contingency fund-
ing plan is critical, says Musso. Banks 
have been drafting plans for a few 
years and CUs should use them, too, 
he says.

The guidance suggests that all fi -
nancial institutions, regardless of  size 

(Liquidity, continued from p. 1) and complexity, should have a formal 
plan in place, one that sets policies to 
“manage a range of  stress environ-
ments, establish clear lines of  respon-
sibility and articulate clear implemen-
tation and escalation procedures.”

For Musso, the point of  a formal 
contingency funding plan is not to 
build liquidity, but rather to set some 
formal guidelines for managing liquid-
ity. 

“In the banking sector, what we’re 
doing is setting cash and cash equiva-
lents at 4% of  funding,” Musso says. 
“Cash, cash equivalents and unim-
paired investments – i.e., investments 
that aren’t pledged and that we can 
out and out sell – we set at 10%. All 
that plus borrowing capacity ought to 
be 20%.”

Once you set these standards, it 
changes the way you manage liquid-
ity, Musso says. “Historically, people 
found it easy to pledge investments 
against ability to borrow from, say, 

the Federal Home Loan Bank because 
it’s so quick and easy,” he says. “With 
these liquidity guidelines, we need 
unimpaired investments. So, we start 
pulling investments as collateral and 
replacing them with loans, which we 
have a ton of.”

Replacing investments with loans 
can take some work, Musso adds. 
Sometimes, those loans have to be 
packaged up and delivered to the 
actual lending site. But the effort is 
worth it, since the fi nancial institution 
can end up in a much better liquidity 

Best practices for vetting your liquidity source

It’s not enough to have two or  
three sources of liquidity. CUs 
need to know how reliable those 
sources are, says Crowe Horwath 
consultant Eileen Iles.

When it comes to those lines 
of credit, every CU should 
perform ongoing due diligence, she 
recommends. Here’s what you need 
to do:

1. Get as much fi nancial 
information as you can. At least 
annually, try to collect Call Reports 
and articles on the funding source, 
Iles recommends. Try to monitor 
with whom that source is doing 
business.

2. Check for regulatory action. To 
the greatest extent possible, try to 
fi nd out if any regulatory action has 
been taken against that source and 
what the action is.

If something could impact your 
ability to borrow from any one 
of your lines, you’ll want to know 
about it, Iles says.

“We’ve seen some fi nancial 
institutions have lines of credit 
reduced or even eliminated,” she 
adds. “Credit unions will want to be 
proactive. They need to make sure 
they have funding sources available 
when they need them.”

(Continued on p. 3)

“Nothing will sink an institu-
tion faster than liquidity,” 
FinPro’s Musso says. “It’s 
one of the top risks to be 
managed. I don’t fault the 

NCUA [in issuing this guid-
ance]. It’s prudent”
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position.
“[In making the switch,] I’ve unim-

paired my investments, which I can 
readily sell, whereas I can’t sell loans,” 
he adds. “Now I can borrow against 
my loans and that’s a winning strat-
egy.”

Don’t neglect to project cash fl ow, 
either, argues Eileen Iles, a partner 
and risk consultant in the Chicago of-
fi ce of  Crowe Horwath.

“We’re telling clients that they 
should be doing cash fl ow projec-
tions looking at the next 30, 60 and 
90 days,” she says. “This needs to be a 
true cash fl ow analysis. Credit unions 
need to know they can get the cash 
they need.”

CUs can start by looking at cash 
sources and cash needs and then 
by checking to see which loans are 
maturing in the next 30, 60 or 90 days, 
she advises. Find and list the loans 
that need to be funded and then list 
your cash needs, she advises. Then 
estimate payment streams from loans.

CUs absolutely need to know if  
they have enough cash coming in. If  
not, then they need to look to funding 

sources.
Iles also advises CUs to keep sev-

eral lines of  credit open. There’s an 
element of  potential concentration 
risk for CUs that don’t manage their 
liquidity sources, she says. Diversifi ca-
tion is the opposite of  concentration 
and sticking with just one line is a 
form of  concentration. If  CUs are 
relying on just one source for liquid-
ity, they may fi nd themselves with a 
capped line-of-credit or no line at all, 
precisely when they need it. 

“No credit union needs fi ve lines of  
credit, but the important thing is to 
have options,” Iles says. “If  a credit 
union has one line of  credit open, it 
should have one to two more in case 
something comes up with the primary 
line.”

“You’ve got to have a mechanism 
in place [to fi nd other sources of  
liquidity],” agrees Burt Ely, a fi nan-
cial analyst based in Alexandria, Va. 
“Some credit unions haven’t done this 
and some sources of  liquidity, like the 
Federal Home Loan Bank, have strict 
collateral requirements.”

Next week: Best Practices for Stress 
Testing

(Liquidity, continued from p. 2)

All fi nancial institutions should prepare for sudden events or conditions 
that could leave them in a liquidity crunch, argues the recent – and twice 
released – FFIEC guidance. What sort of  situations are they talking about? 
Here’s a quick list:

• A failure to fund asset growth;
• An inability to renew or replace maturing funding liabilities;
• Members unexpectedly exercising options to withdraw deposits or off- 

 balance sheet commitments;
• Changes in market value and price volatility involving various asset types;  

 and 
• Changes in economic conditions or market perception; and
• Sudden dislocations in fi nancial markets.

What to think about when you think about 
liquidity risk
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8% of  total industry loans. Federally-
insured credit unions held $73.8 bil-
lion in indirect loans out of  $566 bil-
lion in total loans as of  March 2010, 
according to the NCUA. Indirect 
lending delinquency (greater than 2 
months) hit a recent high in 2008 with 
1.56%. Indirect lending delinquency 
dropped slightly to 1.47% in 2009 
and, through the fi rst quarter of  2010, 
sits at 1.17%.

“[The NCUA is] still chasing the 
ghost of  Centrix,” says Rob Rutkows-
ki, a partner in Weltman, Weinberg 
& Reis in Brooklyn Heights, Ohio.  
“The risks for indirect lending haven’t 
changed.  If  a credit union doesn’t 
monitor what comes in carefully, it 
can get stuffed with bad loans from 
the dealer.  Moreover, indirectly lend-
ing programs traditionally bring in 
‘one-off ’ members that only use the 
credit union for the car loan. This is 
not the best quality member from the 
credit union’s perspective.”

Programs like Centrix or First 
America Funding helped some CUs 
add a large volume of  loans to their 
books quickly. CUs signed up for pro-
grams like these without performing 
the proper due diligence and found 
themselves engorged with bad loans. 

The NCUA knows that loan par-
ticipation programs, improperly 
done, can function like a concentra-
tion risk generator. And that’s why 

it goes into this level of  detail in the 
guidance, says Anthony Demangone, 
director of  regulatory compliance for 
NAFCU.

“The NCUA doesn’t issue guid-
ance documents just to fi ll their time,” 
Demangone says. “These documents 
are issued for a reason. I’ve heard 
from a lot of  credit unions that real 
estate loans are fl at and that not many 
members are buying cars. They’re 
fl ush with cash and shares. Someone 
could come in and say, ‘Here’s a way 
to loan that money.’ The NCUA’s been 
hammering due diligence for three 
years now and you’d think that credit 
unions would be doing it by now, but 
the NCUA must be seeing examples 
of  credit unions not doing it.”

The NCUA has also internalized 
the lessons from some of  those 
recent failures, such as Nolarco CU 
or Cal State 9 CU, Demangone adds. 
Nolarco got heavily involved in First 
America Funding, a loan servicer 
that originated, closed, serviced and 
administered residential construction 
loans and then dropped them into 
Nolarco’s portfolio. At one point, 
the CU was sending as much as $30 
million per month to the loan ser-
vicer for residential home construc-
tion loans. Nolarco entered into the 
program without giving it a proper 
legal review or setting any limits  (See 
“Loan participation programs un-
der scrutiny,” The Safety & Soundness 
Report, January 25, 2010). 

Cal State 9 took on a massive vol-
ume of  subprime HELOCs in a very 
short period of  time, thanks to the 
bad incentives of  a single credit union 
offi cer (see “Cal State 9 and concen-
tration risk: Lessons from the failure,” 
The Safety & Soundness Report, April 26, 
2010). In fact, Demangone notes, one 
aspect of  the guidance seems to point 
directly to Cal State 9’s example. At 

A lot of CUs would be 
better off – and could 
bypass indirect lending’s 
due diligence headaches 
and additional risk – if they 
focused instead on improving 
their direct auto lending, 
says Brett Christensen, 
president of CU Lending 
Advice. Here’s how 
Christensen recommends 
rehabilitating your direct 
lending program:

1. Hire true salespeople. 
“[CUs] aren’t going to 
grow loans just with what 
the members they have,” 
Christensen says. “They 
have to be good at stealing 
from competitors. Most 
credit unions are too 
far removed from good 
salespeople because they 
tend to promote from the 
teller lines. I promise you 
those tellers weren’t hired 
for their sales ability;”

2. And pay them. “A 
typical credit union loan 
offi cer, making $30,000 per 
year, doesn’t care if they 
do one or 10 loans per day 
because it doesn’t affect 
their paycheck.” Sales force 
salaries at CUs boosting 
auto loan volume can rise 
to the $50,000-to-$70,000 
range. CUs have to be 
willing to incentivize their 
salespeople, he says.

3. Give all non-sales work 
to other staff. If you’re going 
to pay good salespeople to 

How to improve your 
direct lending

“The NCUA’s been hammer-
ing due diligence for three 
years now and you’d think 
that credit unions would 
be doing it by now, but the 
NCUA must be seeing ex-
amples of credit unions not 
doing it.”

(Continued on p. 5)

(Continued on p. 5)

(Indirect, continued from p. 1)
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make sales, the last thing you 
want them to do is work on 
other things, he says. Let 
other staff handle the loan 
processing and underwriting 
and let the sales people 
sell;

4. Move from branch to 
phone sales. It doesn’t matter 
how good a salesperson is, 
if they’re waiting on walk-
in business, they’ll spend a 
good part of the day doing 
nothing, he says. “You need 
to get them a steady stream 
of applications, and that will 
never happen in a branch,” 
he adds. “Move your lending 
operation to the phones and 
get your salespeople busy;”

5. Embrace risk. CUs will 
take on risk when working 
with a third party vendor 
on indirect lending, but they 
tend not to take it on with 
their own loans, Christensen 
argues. That’s a bad strategy. 
“You can have the best 
salespeople and keep them 
busy, but if all your loans 
get funneled through an 
underwriter who says, ‘bad 
credit denied,’ you won’t get 
anywhere. Credit unions 
need to take on risk in all 
tiers. Around 25% of the 
population now has a FICO 
score under 600. If credit 
unions think they’ll grow 
loans by chasing the B and 
C paper, they’re crazy;”

6. Be fl exible with loan-
to-value and debt ratios; 
and 

7. Market. “The message 
should be, ‘We know you 

Cal State 9, one CFO had total con-
trol of  the program. His bonus was 
tied directly to loan volume, which 
gave him little incentive to turn down 
risky loans. 

The guidance states that CUs 
should maintain segregation of  duties: 
“One person should not be respon-
sible for loan approval, reporting, rec-
onciliations, and collection. If  staffi ng 
levels do not allow for proper segre-
gation of  duties, other compensating 
internal controls may be necessary.” 

The guidance also warns CUs never 
to delegate loan approval authority to 
any third party, advice that Nolarco 
executives neglected to follow. 

If  you participate in an indirect 
lending program, here, according to 

the guidance, is what your examiner 
will be looking for:
• Comprehensive written policies 
addressing all facets of  the indirect 
lending program including underwrit-
ing and monitoring; 
• A review process to assess the ven-
dor’s fi nancial and operational risks; 
• A process to periodically assess the 
legal agreements and needs for each 
program; and 
• A risk management process to 
control the risk associated with the 
vendor relationship. 

 

Having worked through debacles like Nolarco and Centrix, the NCUA 
has learned a thing or two about doomed indirect lending programs. 
To that end, the agency has instructed all examiners to look for 
certain red fl ags. Here’s what those examiners will be looking for 

the next time they visit or dig into your Call Reports:

 • A high concentration of  indirect loans to total loans or net worth without 
adequate controls in place; 
• Incentive programs tying loan offi cer bonuses to indirect loan volume; 
• Inadequate analysis of  overall indirect loan portfolio performance; 
• High instances of  fi rst payment default, payment deferment, and account 
re-aging; 
• Frequent refi nancing of  past due interest, repairs, and add-on expenses (GAP 
insurance); 
• Insuffi cient loan documentation; or 
• Poor dealer management including reliance on the dealer to obtain credit 
reports, accepting loan payments from dealers, dealer-created down payments 
through dealer incentives, infl ated or fraudulent trade-in or purchase price, and 
continuous overdrafts in dealer reserve accounts. 
 
Any one of  these red fl ags, when spotted by an examiner, could trigger a snap 
exam, the guidance warns.

Indirect lending red fl ags

(Direct, continued from p. 4)

(Continued on p. 6)

(Indirect, continued from p. 4)
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The NCUA’s guidance on 
indirect lending largely 
follows from the more 
generalized due-diligence 

guidance the NCUA has been turning 
out by the box-full over the last few 
years. However, the agency does 
broach one new subject in this recent 
guidance: fraud.

CUs will need strong internal con-
trols as well as timely information to 
catch fraud within an indirect lending 
program, according to the guidance.

Here are the kinds of  fraud-busting 
internal controls the NCUA wants to 
see in all indirect lending programs: 

• Staffi ng suffi cient to allow for 
segregation of  duties – one person 
should not be responsible for loan 
approval, reporting, reconciliations, 
and collection.  If  staffi ng levels do 
not allow for proper segregation of  
duties, other compensating internal 
controls may be necessary;

• Safeguards to restrict inappropri-
ate access to data;

• Knowledge of  credit union poli-
cies – staff  should receive training 
at least annually and when policies 
change;

• Procedures to ensure limited ex-
ceptions to the established policies – 
exceptions should be infrequent and 
approved by appropriate personnel; 

• Quality control processes to 
ensure the credit union receives 
perfected liens, proof  of  insurance, 
and other necessary documentation, 
in addition to verifying the complete-
ness, accuracy and validity of  loan 
deals; and

Indirect lending and fraud

got your loan with the dealer; 
bring it back to us and we’ll save 
you some money,’” Christensen 
says. “Credit unions would be 
better off taking that $400 
to $500 per loan they pay to 
the auto dealer and putting it 
towards marketing just to see 
how many loans they can get.”

Concentration Risk: 
A Guide for Directors

This is a must-have guide for 
all credit union board members!

ORDER TODAY!

• Internal audit functions that in-
clude testing loans from each vendor 
through direct member communica-
tion. Subscribers:

This week we’re launching 
a brand-new website for 
The Safety & Soundness 
Report. 

Visit www.cusafety.com for 
• new features;
• new content; 
• quick access to S&S 
related products; and
• Easier to navigate pages.

(Direct, continued from p. 5)
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