
Liquidity Risk

Introduction to 
Liquidity Risk
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Liquidity Risk

$ $

$

Unable to finance 
their operations  

Business 
disruption 

Reputational 
damage

If a bank suffers a reduction in its funding…

Unable to raise 
additional funding to 
cover the cash outflows 

Don’t have sufficient 
liquid assets to meet 
its cash outflows

May lead to 
reputational 
damage
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Capital vs. 
Liquidity –
Commercial Bank

Assets
Liquid Assets

10

Loans
90
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Assets
Liquid Assets

10

Loans
90

Liquid Assets

Converted to cash 
quickly and easily

Cash is the ultimate
type of liquid asset

O T H E R  E X A M P L E S

Short-term Government Bonds Certificates of Deposits (CDs)

Assets
Liquid Assets

10

Loans
90

Loans

Set repayment 
date when money 

needs to be returned

Difficult to trade
and turn a loan 

into cash

R E L A T I V E  I L L I Q U I D I T Y  O F  L O A N S

A bank will earn a 
higher return from 

loans than from the 
liquidity portfolioLOANS LIQUID ASSETS
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Assets
Liquid Assets

10

Loans
90

Funding

Equity (Capital)
5

Debt
45

Deposits
50

Strict Regulatory 
Requirements 

The focus of the rules 
of Basel I and Basel II 

Enough equity capital to protect 
the bank from bankruptcy 

Equity capital acts as a buffer 
to absorb those losses 

Assets
Liquid Assets

10

Loans
90

Funding

Equity (Capital)
5

Debt
45

Deposits
50

$ $

$

A large number of loans being 
written off, depositors may 
withdraw their cash

Debt financiers not being 
willing to refinance any debt 
that was due for repayment

Inability to transform 
enough of its assets 
into liquid assets

$

$
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Sources of 
Liquidity Risk

Funding Sources

Funding Sources

Banking Book

Trading Book

Depositors Funds Wholesale Lending Market Capital Markets

Most bank deposits 
are in the form of ‘on 

demand’ deposits

Bank may run out of 
sufficient liquid funds to 

meet the requested 
withdrawals

No other lender or bank 
wants to be a liquidity provider 

and lend you money

Closed for business if 
there is no-one willing to 
purchase a new bond the 

bank is issuing
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Banking Book

Funding Sources

Banking Book

Trading Book

Suffering defaults
Cash that the 

bank was 
expecting to 

receive 

Allocated to 
meet certain 

liabilities

Loan 
repayments

Interest 
payments

Raise its liquidity 
buffer by selling loans Securitization Dependent on market 

levels of demand

Trading Book

Funding Sources

Banking Book

Trading Book

Insufficient market depth Inability to close open positions

Counterparty default Collateral calls
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Capital Buffer vs. 
Liquidity Buffer

Both balance sheet items

Capital 
Buffer

Liquidity 
Buffer

Increase the resilience of the bank 
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Default on loans

Value of assets 
decrease

Reduction in 
value of financial 

securities

RECESSION Assets

Liquid Assets

Loans

Funding

Equity (Capital)

Debt

Deposits

Absorbed by 
the equity 

capital of a bank

Default on loans

Value of assets 
decrease

Reduction in 
value of financial 

securities

RECESSION Assets

Liquid Assets

Loans

Funding

Equity (Capital)

Debt

Deposits

Absorbed by 
the equity 

capital of a bank
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Meet its obligations, without 
impacting assets 

Allows banks to be able to shrink the 
asset side of their balance sheet

Depositors Debt Investors
Large withdrawal of deposits Unwilling to refinance debt 

Liquidity Buffer

Managing 
Liquidity
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Cash
Excellent source of liquidity

Generated through the sale of 
short-term high-quality securities 

Cash Equivalent
Already stored in bank accounts

Actual Cash

Cash and Cash Equivalents

Don’t want to hold too much cash 

Cash and Cash Equivalents

Holding more 
cash assets

Mitigation against 
liquidity risk

Riskier 
methods

Issuing loans – generate 
more returns

Don’t generate a very high rate of return

Used more productively elsewhere
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15%

41%

31%

13%

14%

40%

33%

13%

17%

68%

15%
0%

Cash and cash equivalents

Trading book

Bank book

$ Other assets

Significant amounts of cash are held 
to provide liquidity in times of crisis

As at 31 December 2022

Liquidity Risk 
Management
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Liquidity Risk Department (LRD)

$

Different Types and 
Sources of Liquidity

Liquidity Risks Are 
Managed 

Size and composition of liquid 
resources are adequate

Reduce the risk of the bank 
becoming insolvent

$ $ $

Great 
Depression

Banking
Crises

Caused by 
runs on banks

Triggered by 
credit loses
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1933

Deposit Insurance Plans

Federal Deposit Insurance Corporation (FDIC)
Guaranteed the repayment of a certain amount of deposits held within a bank if it went bankrupt

Reduced risk to depositors 
if bank faces bankruptcy

Significantly reduced the 
number of bank runs

Liquidity was not at the forefront of the minds of regulators

2007

Northern Rock

Struggled to 
refinance short-
term borrowing

Due to concerns 
about defaults 

on its assets

Unable to sell off 
any assets to 

meet its liabilities 

Approach the 
Bank of England 

for funding 

© 2024 Financial Edge Training 14



2008

Mortgage-Backed Securities (MBS)

z

Mortgage defaults 
started increasing 

through 2008

Significantly 
reduced the 

value of the MBS 

Increase in the 
level of 

indebtedness

Tried to sell MBS, 
driving the price 

down further

2008

Mortgage-Backed Securities (MBS)

z

Hugely exposed
to the mortgage 

market

Lehman Brothers 
being unable to 

raise cash 

Resulting in its 
bankruptcy
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When Liquidity 
Can Be Accessible 
but Expensive

Borrow from other banks at 
extremely low or no cost

Funding would always be 
available to them if necessary

Bailed out by the 
central bank

Purchased by 
another bank 
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Banks lacked strong 
liquidity risk 

management practices

Leaned heavily on financing 
long-term assets with 
short-term liabilities

USSP2 - Index of the U.S Two Year Swap Spread
The difference between the 2-year swap rate and 

the yield on 2-year government bonds

Times of stress

Access liquidity

Cost is prohibitively high
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Liquidity Risk 
Regulatory 
Requirements

Basel III

Global liquidity 
standards and 
supervisory 
monitoring 

Response from 
regulators to the 2008 
Global Financial Crisis

1

Liquidity 
Coverage Ratio 

2

Net Stable 
Funding Ratio
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1

Liquidity 
Coverage Ratio 

2

Net Stable 
Funding Ratio

Sufficient high-quality liquid assets to 
survive a 30-day stress scenario

Forecast their contractual cash inflows 
and outflows over the next 30 days

Cash or assets which can be quickly 
converted into cash with no significant loss

1

Liquidity 
Coverage Ratio 

2

Net Stable 
Funding Ratio

A bank has Available Stable Funding (ASF) 
greater than its Required Stable Funding (RSF)

Available Stable Funding (ASF) includes its 
shareholder’s equity and any debt financing 
not due for repayment in the next 12 months

Required Stable Funding (RSF) is any asset 
with more than 1 year to maturity
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Principles for Sound 
Liquidity Management 
and Supervision

Basel III
Best practice liquidity 

management from 
the liquidity lessons 
learnt from the 2008 

GFC (Global Financial 
Crisis)

Have a full understanding of 
their liquidity risk tolerance

Identify and measure their 
liquidity risk exposure

Design appropriate 
stress tests

Manage intraday liquidity 
risk appropriately

Please do not redistribute these materials without the 
express permission of Financial Edge Training.
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