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Liquidity, liquidity, liquidity; it’s one of the
central themes of 2018. As loan growth continues
to expand, liquidity has returned to the spotlight.
Securing diversified sources though a well-defined
liquidity plan is at the forefront of discussion. Instead
of cannibalizing their local markets to raise funding,
financial institutions look to institutional/wholesale
sources and the FHLB for advances. However, an
often overlooked opportunity is utilizing the FHLB to
issue Letters of Credit (LOC) for the securitization of
political subdivision deposits.
Political subdivisions, or public entities, can be a
consistent and stable source of deposits. They are funded
through sales and property taxes, user fees and state and
federal sources. Their funding cycles are consistent and
repeated annually, regardless of the economic cycle.
However, due to state statues and individual investment
policies, balances in excess of the FDIC insured limits
must be secured in order for a financial institution to
participate in deposit opportunities.
As an alternative to pledged securities, FHLB
Letters of Credit can provide an efficient and acceptable
form of collateralization for public unit deposits. An
FHLB LOC provides many benefits over the use of
pledged securities. A financial institution can expand
its acceptable forms to include LOC’s, and furthermore,
it frees up their security portfolio to be utilized for other
liquidity needs.
As a securitization method, FHLB LOCs are
highly customizable; furthering their appeal to financial
institutions and political subdivisions. The LOC can be
issued on an individual basis or pooled. As a pooled
source, the LOC is issued to a money manager/agent
who, in turn, monitors the LOC’s usage

and underlying deposits. The Letter of Credit amount
can be issued as a fixed or a fluctuating balance. Also,
to provide further flexibility, the terms on the LOCs
can be written to a specific maturity date or incorporate
evergreen language. As a form of collateralization,
LOCs provide more flexibility and convenience than
pledged securities. Perhaps the greatest advantage is
the lack of need to monitor market values as the LOC
is a direct obligation of the FHLB, and therefore is not
subject to market fluctuations.
Although there are many benefits to using an
FHLB LOC, it is important to also examine concerns.
Perhaps the largest drawback from utilizing an LOC is
that it limits your ability to borrow from the FHLB. Also,
LOCs are limited to certain types of depositors, but
can be a great tool in seeking out political subdivision
depositors.
Letters of Credit are a highly customizable tool
used to streamline and attract public unit depositors.
By reducing the need to encumber securities, financial
institutions can free up liquid assets to improve their
liquidity ratios and mitigate the need to monitor market
value fluctuations. As a securitization method, LOCs
are a great option and can provide diversification from
FHLB advances in your funding mix.
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DISCLAIMER
PMA Funding is a service mark of PMA Financial Network, Inc. PMA Funding is a service of PMA Financial Network, Inc. and PMA Securities, Inc. Securities, public
finance services and institutional brokerage services are offered through PMA Securities, Inc. PMA Securities, Inc. is a broker-dealer and municipal advisor registered with the
SEC and MSRB, and is a member of FINRA and SIPC. Prudent Man Advisors, Inc., an SEC registered investment adviser, provides investment advisory services to local
government investment pools and separate accounts. All other products and services are provided by PMA Financial Network, Inc. PMA Financial Network, Inc., PMA
Securities, Inc. and Prudent Man Advisors (collectively “PMA”) are under common ownership.
Securities and public finance services offered through PMA Securities, Inc. are available in CA, CO, FL, GA, IL, IN, IA, KS, MI, MN, MO, NE, OH, OK, PA, SD, TX and
WI.This document is not an offer of services available in any state other than those listed above, has been prepared for informational and educational purposes and does not
constitute a solicitation to purchase or sell securities, which may be done only after client suitability is reviewed and determined. All investments mentioned herein may have
varying levels of risk, and may not be suitable for every investor. PMA and its employees do not offer tax or legal advice. Individuals and organizations should consult with
their own tax and/or legal advisors before making any tax or legal related investment decisions. IRS CIRCULAR 230 NOTICE: To the extent that this communication or any
attachment concerns tax matters, it is not intended to be used, and cannot be used by a taxpayer, for the purpose of avoiding any penalties that may be imposed by law.
Content here expresses the author’s opinion and should not be construed as investment advice or indicators of future performance. Content is for informational and/or
educational purposes only and does not constitute legal advice or credit analysis for your particular situation. It is important to work with your legal, credit and compliance
divisions in order to ensure appropriate compliance with your legal and regulatory bodies’ legal advice or credit analysis for your particular business model or situation.
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