Chapter 21 – MANAGING LIQUIDITY RISK    


Liquidity risk is part of the normal operation of a FI, especially for DIs (Depository Institutions).  Two types: a) Risk from unexpected deposit withdrawals (liabilities), and b) Risk from when loan commitments are exercised (assets). 

 

Options for unexpected deposit withdrawals: a) Borrow additional funds, or b) Sell assets (possibly illiquid) to generate cash, possibly at low or "fire-sale" prices (deep discount).  

 

See example in Table 21-1 on p. 582: Unexpected withdrawal of $20m in deposits from DI, possibly due to unexpected negative news about the bank.  The DI has $10m of cash to cover half of the deposit outflow.  Suppose that no other alternative is available (taking on more debt) except to sell some illiquid assets (loans) to cover the other $10m (or perhaps interest rates have __________).  However, to generate cash immediately, it has to sell $20m of assets (book value) for only $10m (fire-sale price), and it loses $10m of equity.  See Table 21-1, "After the Withdrawal."  This example illustrates one type of liquidity risk for a FI: unexpected change on the liability side of the balance sheet.   

 

Another type of liquidity risk results from an unexpected change on the asset side of the balance sheet: An unexpected loan demand, resulting from the exercise of a previous off-balance-sheet "loan commitment."  The FI must meet this contractual loan obligation by: a) Reducing or selling other assets like cash or securities or loans, or b) Borrowing additional funds.  

 

Liability Side Liquidity Risk.  Potential liquidity problem results from the typical practice of "borrowing liquid deposits short, and lending illiquid assets (loans) long."  Depositors can remove their short-term checking or savings deposits from DIs, and demand cash on short notice.  Approximately 66% of a commercial bank's assets are held in short-term deposits (see Table 11-2 on p. 323), exposing a DI to liquidity risk, although a certain percentage of those deposits are typically "core deposits" that represent a relatively stable, long-term funding source to DI.  Additionally, the bank managers can usually predict the probability of net deposit drains (using historical patterns), the amount by which withdrawals exceed deposits.  See Figure 21-1 on p. 583.  

 

Unexpected deposit outflows can be managed in two ways: a) Purchased Liquidity, i.e., increases in borrowed funds (new approach), or b) Stored Liquidity, i.e., decreases in liquid assets (historical approach). 

 

a) Purchased Liquidity.  Increase in borrowed funds to offset deposit outflow, e.g. Fed Funds, CDs or notes.  See Tables 21-2 and 21-3 on p. 583 and 584.

 

Advantage of Purchased Liquidity: Balance Sheet remains the same size, $100m.  Entire adjustment takes place on liability side, maintaining the asset amounts.  

 

Disadvantage:  The new borrowed funds might be at a higher interest rate than the original deposits, lowering bank income/profits.   

 

b) Stored Liquidity.  Decrease in Assets (cash, reserves, loans, securities) to counteract deposit outflow.  See Tables 21-4 and 21-5 on p. 585.  Bank has $9m in cash assets ($3m required reserves at Fed, $6m additional cash, T-bills).  To meet $5m unexpected deposit outflow, Table 21-5, bank reduces cash assets by $5m, and both sides of balance sheet decrease by $5m.  

 

Advantage of Stored Liquidity: Bank can adjust to deposit outflow internally, no need to go outside of the bank.

 

Disadvantage of Stored Liquidity:   


Note: a) FI can combine strategies (purchased liquidity and stored liquidity) to meet deposit outflows, or b) Sell non-cash assets (loans).   

 

Example 21-1, p. 585: Stored Liquidity vs. Purchased Liquidity Effect on Net Income.  Assume there will be a deposit outflow of $2m from core deposits, which pay 6%.  Loans pay 8%, and new short-term deposit money (subordinated debt is 7.5%).  

 

Stored Liquidity: Reduce loans by $2m to meet deposit outflow, assume sale of loans at book value, no capital loss.  Bank will lose $2m, profit spread of 2% (8%-6%), for a loss of -$40,000 income.  

 

Purchased Liquidity: Bank will have to pay 7.5% on new funds to replace 6% deposits, for a decrease in net income of -1.5%(higher interest expense) x $2m = -$30,000.  

 

In this case, purchased liquidity is the better option: -$30,000 vs. -$40,000. 
 

 

Asset Side Liquidity Risk, resulting from the exercise of loan commitments and other credit lines, that may not be funded immediately with new deposits or borrowed funds.  See Tables 21-6 and 21-7 on p. 587, exercise of a $5m loan commitment.  

 

If borrowed funds are available (Fed Funds, notes, CDs), the FI can purchase liquidity to meet the new loan with borrowed ("purchased") liquidity.  If liquid cash assets are available, the FI can use $5m in cash to fund the new $5m loan.   

 

 

Measuring a Bank's Liquidity Exposure, Measures of a FI's liquidity position/exposure.   

 

a) Sources and Uses of Liquidity (Net Liquidity Position), see Table 21-8 p. 587.  

 

Sources of Liquidity ($14,500m Total): a) Liquid, near-cash assets like T-Bills ($2,000m), b) Borrowed funds like Fed Funds up to a certain limit ($12,000m), and c) Excess cash reserves ($500m).  

 

Uses of Liquidity ($7,000m Total): a) Borrowed Fed Funds currently used ($6,000m) against the limit of $12,000m, and b) Borrowed Funds (discount loans) from the Federal Reserve ($1,000m).  

 

The bank has a Net Liquidity Position of $7,500m, and is in a position to meet unexpected deposit outflows up to this amount: $7,500m.  The bank can easily track its Net Liquidity Position on a daily basis to assess its exposure to liquidity risk.     

b) Peer Group Ratio Comparisons, see Table 21-10 on p. 588, North Fork vs. Bank of America.  Liquidity ratios for both banks are similar except for loan commitments as a percentage of total assets.  Bank of America has much greater liquidity risk from its high level of loan commitments.  

 

c) Liquidity Index, measures potential risk from sudden disposal of assets to meet liquidity risk, unexpected deposit outflow.  Weighted average of the ratio of the value of proceeds from the immediate sale of assets at (Pi) to the proceeds from a sale at fair market value (P*) under normal conditions.  See Example 21-2 on p. 588-589.  Liquidity measures the potential discount of assets from their fair market value, if they need to be sold immediately.  The closer the Index is to 1, the lower the discount for quick sale, and the higher the liquidity.  The lower the Liduidity Index, the higher the discount, and the lower the liquidity.               

 

 

Liquidity Planning. Measuring liquidity risk and making plans for future, including:

 

1. Identifying managerial responsibilities in case of liquidity crisis, such as interactions with regulators at FDIC, Fed, OTS, and state banking regulators.  

2. Detailed list of current depositors and historical pattern of withdrawals. Institutional investors like mutual funds and pension funds are usually the first depositors to withdraw deposits quickly, individual depositors are usually the last.  Correspondent banks and small businesses are in the middle.  Seasonal withdrawals are also considered, e.g., Xmas, summer vacations, or farming.

3. Identify the size and timing of potential deposit withdrawals, e.g., in the next week, month, 3 months.  Identify alternative sources of funding to meet withdrawals, Fed Funds mkt. and Fed (discount loans).     

4. Establish acceptable risk premiums to pay for borrowed funds, and establish a sequence of priority for potential asset disposal in case of deposit outflow (T-Bills, munis, loans).  

 

Example, see Table 21-12 on p. 593.  

 

Point: Under normal banking and economic conditions, neither deposit outflows nor loan commitments cause liquidity problems.  Liquidity problem do result from abnormally large or unexpected deposit outflows (bank run) from:

1. Public concern about a bank's financial condition, solvency.  

2. Bank failure causing concern about surviving banks, contagion effect.     

3. Sudden changes in investor preferences, financial disintermediation.  Checking and savings deposit outflows to securities like T-Bills, commercial paper, money market mutual funds.  

 

How to prevent bank runs?

 

1. Deposit Insurance (FDIC), established in 1933 to prevent bank runs.  Original max coverage was $2,500 per depositor, Max is now $100,000 per account per bank, offering almost unlimited protection.  See Example 21-3 on p. 595.   

 

2. Discount Window at Federal Reserve, originally established to provide emergency loans to banks at below-market interest rates (see Table 21-15, page 596), usually ONLY when banks could prove that they couldn't get private Fed Funds.  In January 2003, Fed policy changed to make it easier, but more expensive, to get discount loans.  ALL banks are now eligible at risk-adjusted interest rate ABOVE Fed Funds rate (+1% for healthy banks and +1.5% for troubled banks).  Current Fed Funds ______  Current Discount Rate ________.    

 

 

Liquidity Risk also exists for Mutual Funds, from unexpected or large withdrawals by investors.  Two strategies:

 

1. 

 

2.   
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