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Abstract

The report is devoted to the existing mechanisms of liquidity management in practice of
commercial banks in Bangladesh. Firstly, it presents concepts and theoretical approaches to the
liquidity management in commercial banks. It also includes the main requirements to the
mechanism of liquidity management process. The major aims of the study are to find evidence
that the commercial banks are following the proper liquidity requirements or not, whether
liquidity ensures profit, ADR effects on liquidity, connection between GDP and liquidity. All
commercial banks have been divided into three groups (SCBs, PCBs & FCBs) to represent the
liquidity management of the banks. Data are collected from secondary sources and are analysed
using financial ratios and liquidity indicators. Deposit, advance, profit, ADR have been
considered as parameter to analyse the liquidity situation. It appears from the study that the
banking sector of Bangladesh is maintaining higher liquidity from 2014 than regulatory
requirement. As a result banks are facing no liquidity pressure because they are holding excess
liquidity. The study recommends that there is a need for an optimum utilization of the available
liquidity in a various aspects of investment in order to increase the banks* profitability and
banks should adopt a general framework of liquidity management toassure sufficient liquidity
for executing their operations efficiently. In the project, an attempt has been made to evaluate
the efficiency in liquidity management of different categories of commercial banks like public,
private and foreign banks in Bangladesh. Lastly, recommendations have been given on the
basis of the findings from the analysis.

Keywords: Liquidity, liquidity Management, profitability, liquidity requirements, commercial
banks



Chapter One: Organisation Overview

Bangladesh Bank is the Central Bank of Bangladesh. It is the main regulator to regulate and
monitor the monetary and financial system of the country. It was established in Dhaka on
December 16, 1971 through the enactment of Bangladesh Bank Order 1972- President™s Order
No. 127 of 1972 (Amended in 2003). Officials 3981, subordinate staff 1826, in total

5807 people work at Bangladesh Bank (December 29, 2020). BB has 45 departments and 10
branch offices. The Head Office of the Bank is situated at Motijheel, Dhaka. The branches are
located at-

i.  Motijheel,

i.  Sadarghat;
iii.  Chittagong;
iv.  Khulna;

V. Bogra;
vi.  Rajshahi;
vii.  Sylhet;

viii.  Barisal;

iX. Rangpur;

X.  Mymensingh;

1.1 Vision

To develop continually as a forward looking central bank with competent and committed
professionals of high ethical standards, conducting monetary management and financial sector
supervision to maintain price stability and financial system robustness, supporting rapid broad
based inclusive economic growth, employment generation and poverty eradication in
Bangladesh.

1.2 Mission

We at Bangladesh Bank are carrying out its following main functions as the country's central
bank:

v Formulating monetary and credit policies;
v" Managing currency issue and regulating payment system;
v" Managing foreign exchange reserves and regulating the foreign exchange market;



v' Regulating and supervising banks and financial institutions, and advising the

government on interactions and impacts of fiscal, monetary and other economic
policies;

1.3 Functions

Bangladesh Bank does both the core and non-core functions as a regulator of the monetary and
financial system of the country. The main functions of the Bank are:

O

@)

Both monetary policies and credit policies formulation and their implementation;
Promotion and development of domestic financial markets;

Acting as banker to the government;

Money Laundering Prevention;

Collection and furnishing of credit information;

Implementation of the Foreign exchange regulation Act;

Management of Deposit Insurance Scheme;

to formulate and implement intervention policies in the foreign exchange market;

to give advice to the Government on the interaction of monetary policy with fiscal and
exchange rate policy, on the impact of various policy measures on the economy and to
propose legislative measures;

to hold and manage the official foreign reserves of Bangladesh;

to promote, regulate and ensure a secure and efficient payment system, including the
issue of bank notes;

to regulate and supervise banking companies and financial institutions;

1.4 Organisation Structure

The general superintendence and direction of the affairs and business of BB have been
entrusted to a 9 members' Board of Directors which is headed by the Governor who is the Chief
Executive Officer of this institution as well. Officials 3981, subordinate staff 1826, in total
5807 people work at Bangladesh Bank (Dec 29, 2020). Number of general manager is 78 and
Deputy Governor is 3.



Figure-1: Bangladesh Bank Hierarchy
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1.5 Core Policies of Central Bank
a) Monetary policy

Bangladesh Bank declares the monetary policy by issuing Monetary Policy Statement (MPS)
twice (January and July) in a year. The tools and instruments for implementation of monetary
policy in Bangladesh are Bank Rate, Open Market Operations (OMO), Repurchase agreements
(Repo) & Reverse Repo, Statutory Reserve Requirements (SLR & CRR). The main objectives
of monetary policy of Bangladesh Bank are:

v Both internal & external price stability;
Sustainable growth & development;
High employment;

Economic and efficient use of resources;
Stability of financial & payment system;

NSRRI

b) Reserve Management Strategy

Bangladesh Bank maintains the foreign exchange reserve of the country in different currencies
to minimize the risk emerging from widespread fluctuation in exchange rate of major
currencies and very irregular movement in interest rates in the global money market. BB has
established Nostro account arrangements with different Central Banks. Funds accumulated in
these accounts are invested in Treasury bills, repos and other government papers in the
respective currencies. It also makes investment in the form of short term deposits with different
high rated and reputed commercial banks and purchase of high rated
sovereign/supranational/corporate bonds. A separate department of BB performs the
operational functions regarding investment which is guided by investment policy set by the
BB's Investment Committee headed by a Deputy Governor. The underlying principle of the
investment policy is to ensure the optimum return on investment with minimum market risk.

¢) Interest Rate Policy

Under the Financial sector reform program, a flexible interest policy was formulated.
According to that, banks are free to charge/fix their deposit (Bank /Financial Institutes) and
Lending (Bank /Financial Institutes) rates other than Export Credit. At present, except Pre-
shipment export credit and agricultural lending, there is no interest rate cap on lending for
banks. Yet, banks can differentiate interest rate up to 3% considering comparative risk elements
involved among borrowers in same lending category. With progressive deregulation of interest
rates, banks have been advised to announce the mid-rate of the limit (if any) for different sectors
and the banks may change interest 1.5% more or less than the announced mid-rate on the basis
of the comparative credit risk.

d) Capital Adequacy for Banks and Fls

Basel-I11 has been introduced with a view to strengthening the capital base of banks with the
goal of promoting a more resilient banking sector. The Basel 111 regulation will be adopted in
a phased manner starting from the January 2015, with full implementation of capital ratios



from the beginning of 2019. Now, scheduled banks in Bangladesh are required to maintain
minimum capital of Taka 4 billion or Capital to Risk Weighted Assets Ratio (CRAR) 10%,
whichever is higher. In addition to minimum CRAR, Capital Conservation Buffer (CCB) of
2.5% of the total RWA is being introduced which will be maintained in the form of CET1.
Besides the minimum requirement all banks have a process for assessing overall capital
adequacy in relation to their risk profile and a strategy for maintaining capital at an adequate
level.

For Fls, full implementation of Basel-Il1 has been started in January 01, 2012 (Prudential
Guidelines on Capital Adequacy and Market Discipline (CAMD) for Financial Institutions).
Now, Fls in Bangladesh are required to maintain Tk. 1 billion or 10% of Total Risk Weighted
Assets as capital, whichever is higher.

e) Deposit Insurance

The deposit insurance scheme (DIS) was introduced in Bangladesh in August 1984 to act as a
safety net for the depositors. All the scheduled banks Bangladesh are the member of this
scheme Bank Deposit Insurance Act 2000. The purpose of DIS are-

v" to help to increase market discipline;
v" to reduce moral hazard in the financial sector;
v'to provide safety nets at the minimum cost to the public in the event of bank failure;

A Deposit Insurance Trust Fund (DITF) has also been created for providing limited protection
(not exceeding Taka 0.01 million) to a small depositor in case of winding up of any bank. The
Board of Directors of BB is the Trustee Board for the DITF. BB has adopted a system of risk
based deposit insurance premium rates applicable for all scheduled banks effective from
January - June 2007. According to new instruction regarding premium rates, problem banks
are required to pay 0.09% and private banks other than the problem banks and state owned
commercial banks are required to pay 0.07% where the percentage coverage of the deposits is
taka one hundred thousand per depositor per bank. With this end in view, BB has already
advised the banks for bringing DIS into the notice of the public through displaying the same in
their display board.

1.6 Services for General Public
Bangladesh Bank serves the people in many ways.

= Banknote Security: The Bank issues banknotes with special security features so that
owner knows the money is genuine.

= Claim Your Money: The account holders who do not make any transactions for long
10 years into their accounts maintained with the scheduled banks in Bangladesh, the
scheduled banks transfer the funds to Bangladesh Bank under Section 35 of the Banking
Companies' Act, 1991. The funds are transferred, if no claim is received for



refund of any amount from these deposits, to the Banking Regulations and Policy
Department of Bangladesh Bank through the banks concerned, to the government
account after completion of one year under the provisions of the same Section of the
said Act. The account holder can check their account from 'Claim your money' link.

Financial Integrity and Customer Services: Bangladesh Bank, the Central Bank of
Bangladesh, always safeguards the interests of the depositors/customers of banks and
financial institutions of the country. As the regulator as well as the supervisor of the
banks and financial institutions, Bangladesh Bank has, therefore, established a full-
fledged department known as "Financial Integrity & Customer Services Department
(FICSD)" with the following objectives:

To protect the interests of the customers related to Banks & Financial Institutions (FI)
within the legal and regulatory frame-works;

To redress the grievances of the customers and to attend the complaints received
against Banks/Fls or its any official,

To improve banker-customer relationship;

To ensure the standard of customer-services of Banks/Fls;

Customer Complaint: Any client, person or agency having complaint(s) against a
Scheduled Bank/FI/Bangladesh Bank or related official may write down his/her

complaint(s) in the 'Customer Complaint' link.

BB Forms:

Some important BB forms are available at ‘BB Forms' link. BB forms are available in blank
format and in fillable format. The BB Forms are-

v
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Challan Form;

Prizebond Claim Form;

Treasury Bill/Bond Auction Form;

Repo/Reverse Repo Auction Form;

Foreign Exchange Declaration Forms;

Large Loan/Lease of the Financial Institutions (Forms for submitting information to
Bangladesh Bank);

ACU Information

SME Activities:

Policy and relevant information of SME:

v

v

Distribution of Booklet on ‘Contact persons of Women Entrepreneurs Development
Unit'
Industrial credit Report



Small and Medium Enterprise (SME) Credit Policies & Programmes
BB policy on agri based industry and SME

List of authorized agri based industry

Sectors of SME

Checklist for needful deed and documents for SME loan sanction

DN N NI NN

» Right to Information (RTI):

The basic object of the Right to Information Act-2009 is to empower the citizens by promoting
transparency and accountability in the working of the public, autonomous and statutory
organizations and other private organizations constituted or run by the government or foreign
financing with the ultimate aim of decreasing corruption and establishing good governance in
our democratic society in real sense.

= [E-Services:
Table-1: E-Services of BB for General Public

Service Name Description Users User Guide/Manual
Time series = Bangladesh Bank = Banks, Fls, NA
(Economic data) publishes data on Economists,
various aspects of the = Researchers,
Bangladesh Analysts

Economy  through
several publications.
These  data  are
mainly presented
through  time-series
formatted reports.
Online CIB services | The automated CIB | Banksand Fls NA

service provides
credit related
information for
prospective and
existing  borrowers.
With this improved
and efficient system,
more efficient risk
management is
possible. Banks and
financial institutions
may furnish credit
information to CIB
database 24 by 7
around the year and



Online
Information
Management
System

Agent

Reporting goAML

access credit
from CIB

can
reports
online.
Authorized  Dealer
Bank  sends the
required information
and documents for

permission under
Section-18A of
Foreign  Exchange

Regulation Act, 1947
to work as local agent

of foreign
principals.
It is a UNODC

response to prevent
money-laundering.

The goAML Client
application is an
intelligence analysis
system which is used
by Bangladesh
Financial Intelligence
Unit (BFIU) to
analyse  Suspicious
Transaction Reports
(STRs), Cash
Transaction Reports
(CTRs) &
information related to
money  laundering
(ML)/financing  of
terrorism (TF) It
provides a secure web
based interface
between the BFIU
and its  reporting
organizations for the
electronic upload of
reports such as XML
files, filling out the
online report forms
or sending XML files

AD Branch of Banks

All scheduled Banks,
Stakeholders & other
reporting agencies

Online
Information
Management System

Agent

Available at BB

website.



Web Upload

Prizebond
Matching

Online Foreign
Exchange
Transaction
Monitoring System

Bangladesh  Bank
eTender System

as attachments by
secure e-mail,
information  sharing
among stakeholders
and other
information.

All scheduled banks
submit Weekly
Statement of Position
on every Thursday to
the Department of
Off-site Supervision
through on-line using
this web  service
within three working
days after the
reporting date.

Using this service,
search of single or
multiple numbers at a
time is possible.

It monitors total
foreign exchange

transactions of
Bangladesh and also
includes Export,
Import, Inward

remittance (Wage
Earners'  remittance
and  other) and
Outward remittance
(Traveling and
Miscellaneous).

Banks and AD
Branches issue &

reports Foreign
Exchange
Transactions to

Bangladesh Bank
through this service.
The online tendering
system facilitates the
procurement process

All scheduled banks

NA

NA

NA

Banks, AD Branch of | NA

Banks and Customs

Interested Bidders

NA
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eReturns

Special Foreign
Currency Account
Monitoring System

(SFCAMS)
Information for
Deposit  Insurance
Premium

Assessment (IDIPA)

of Bangladesh Bank.
The system helps to
participate in the local
and international
tender/procurement
of Bangladesh Bank.

It is an Online Portal

Service for
Scheduled Banks to
submit Electronic
Returns using
predefined template
for the purpose of
Macro Economy
Analysis through
related BB
Departments.

It  monitors FC
account transactions
of Bangladesh.
Through this service,
AD Branches of
Banks report day to
day Transactions
(Only  Special FC
A/C) to Bangladesh
Bank

Deposit Insurance
System (DIS) is now
contributing financial

stability, protecting
bank's depositors and
assuring  insurance
benefits in the
unlikely event of

Scheduled Banks. The
key elements of DIS
are to maintain public

confidence and
promote financial
sector's resilience
through

All Schedule Bank

AD Branch of Banks

All scheduled banks

Rationalized  Input
Template has been
provided to all
Schedule Bank

Available at BB
website.

NA
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Corporate Memory
Management
Systems (CMMS)

e-statement

for

CRR & SLR

increasing savings.

It is a web-based  All Scheduled Banks | NA

application which
monitors the errors,
omission and
violation of
regulations and

policies by the
Schedule
Commercial
Banks/FI's and their
executives.

All scheduled banks
(both  Conventional
and Islamic Banking)
in Bangladesh submit
Thursday Positions of
Demand And Time
Liabilities for
calculating CRR and
SLR at the close of
business. This
statement is
submitted through on-
line using this web
service to Department

of Off- site
Supervision  (DOS)
within the 10th of the
following

month.

and Fls

All Scheduled Banks

Source: BB Website

1.7 Investment Facilities

o Facilities / Incentives: General facilities/ incentives are-
» Tax holiday
= Tax exemption

= Accelerated depreciation: Industrial undertakings not enjoying tax holiday

will enjoy accelerated depreciation allowance.
= Concessionary duty on imported capital machinery

= Foreign |

o Premium bond

©)

Investment bond

nvestment

Available
website.

at

BB
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Wage earners development bond

NRB investment

Inward remittance facilities: Bangladesh Bank permits banks in Bangladesh to establish
drawing arrangements/ remittance facilities with foreign banks and Exchange houses
and Subsidiaries/ Overseas Branches of Bangladeshi Scheduled Banks for facilitating
remittance by Bangladeshi nationals living abroad. Persons willing to remit their
earnings through official channels can buy either Taka draft or US dollar draft from
these Foreign banks and Exchange houses having drawing arrangements with different
banks in Bangladesh. Bangladeshi nationals living abroad can send Foreign Exchange
very easily and directly to their own bank accounts maintained in Bangladesh or to their
nominated person's / relative's bank accounts in Bangladesh. Furthermore, recently
banks have taken some major steps towards crediting the proceeds of remittances to the
beneficiary's account promptly, maximum by 3(three) days.

Prizebond

Sanchayapatra

NRB database: BB recently takes initiatives to collect information of NRBs and
maintain them in NRB database. For Bangladesh Bank, this database helps to promote
and uphold investment information arranged for NRBs by government, proper
remittance channel and method, important financial or economic moves of government
in which NRBs can participate.

13



Chapter Two: Introduction

2.1 Background of the Study

When banks need more liquidity, they provide less liquidity to the market. This is a basic
relationship between bank and liquidity. Having more liquid assets decreases bank"s liquidity
risk. Holding excess liquidity assets is regarded as liquidity cushion or buffer which helps the
banks to meet excess liquidity needs when liquidity pressure increases. When a bank maintains
a liquidity buffer, it can“t create that much liquidity in the market which it can without
maintaining liquidity buffer in normal times. On the other hand, in the time of crisis this
liquidity buffer is significant for bank™s liquidity creation because other banks will be unable
to lend at that time.

Though banks' objective is to maximize profits, they are concerned about banks liquidity and
safety. Banks earn profits for their shareholders and at the same time satisfy the withdrawal
needs of its customers and meet the demand of regulatory requirement (i.e., maintain CRR and
SLR set by the Bangladesh Bank). However, banks' day-to-day required liquidity can be
decided within their demand supply framework (Appendix-I1). Aside from managing their own
liquidity, banks play another role with regards to liquidity by creating liquidity for the market.

Banks have to maintain adequate liquidity at a reasonable cost to meet the demand of funds at
the time needed. When a bank's demand for liquidity is higher than the supply it either sells its
liquid assets or borrows funds to meet the deficit which affects the profitability of the bank. On
the other hand, when a bank's supply of liquidity exceeds its demand, it loses some earnings
which also impact its profitability. Excess liquidity [total liquid asset- required liquid asset
(CRR +SLR)] indicates idle funds that do not fetch any profit. On the other hand, insufficient
liquidity deteriorates bank's credit that would lead to forced liquidation of banks assets.

A bank*“s liquidity tends to be counter-cyclic. This means that bank liquidity is low in normal
economic times but high in tough economic times such as crisis. A study of U.K. banks from
1983-2003 found that this was accurate and that an approximately 1% increase in GDP lead to
an approximately 2% decrease in banks liquidity (Aspachs, Nier & Tiesset, 2004). This means
that in order to ensure its own liquidity, banks do not provide liquidity to the market as well as
do not act as liquidity provider to companies.

Another interesting study examines not what banks do during a crises involving liquidity
management but what banks have done before such crises. By studying five crises, three market
crises and two banking crises, research suggests that there was either too much or too little
liquidity creation before all of the crises. So it is contradictory that too little liquidity causes
financial crises or too much liquidity causes the crises.

In some cases, liquidity problem can create a panic to the depositor and banks can fall under
trouble of repayment of deposited money. It is a great example of banking industry crisis in

14



2007 at the USA market. At the liquidity shortfall banks cannot increase the advance position
to increase the profitability.

CRR and SLR: All scheduled banks are required to maintain a minimum reserve as cash form
with the central bank (Bangladesh Bank) which is called Cash Reserve Requirement (CRR)
and reserve maintained as government securities such as treasury bills and treasury bonds
which is Statutory Liquidity Reserve (SLR). Every schedule bank of our country has to
maintain CRR and SLR on Total Deposit amount of the bank with central bank. Now CRR is
6.00% for Conventional Banks and Islamic Banks but SLR is 13.00% for Conventional Banks
and 5.50% for Islamic Banks which was 19.00% & 11.50% accordingly before. SLR
requirement was changed by Bangladesh Bank®s DOS Circular No.-01, dated 19/01/2014 and
the effective date was 1st February, 2014.

Figure-2: Liquidity Requirements of Commercial Banks

Conventional Islamic Banks

r \ i \
—~  CRR-6% | CRR-6%

rd \ i \
~|1 SLR-13% | SLR-5.5%

Source: BB*“s DOS Circulars

Before CRR was included with SLR amount and after 2014 CRR and SLR are calculated
separately. In this process, bank has to maintain SLR in the form of cash, foreign exchange
reserve, and government securities. CRR is maintained at cash form with Bangladesh Bank.
Any bank can maintain whole 13.00% (Conventional Banks) of SLR requirement by
purchasing Treasury bills and Treasury bonds.

Global Liquidity Standard: In line with the Basel framework, Bangladesh Bank issued
transitional arrangements for Basel Il implementation in Bangladesh. The phase-in
arrangements for Basel 11 liquidity ratios implementation in Bangladesh will be as follows:
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Table-2: Phase-in arrangements for Basel 111 liquidity ratios implementation in
Bangladesh

Liquidity >100% >100% >100% >100% >100%
Coverage (From Sep.)

Ratio

Net Stable >100% >100% >100% >100% >100%
Funding (From Sep.)

Ratio

Source: BB guidelines

A study of liquidity is of major importance because of its close relationship with day to day
operations of a bank. There are certain critical factors which are required to facilitate liquidity
management. These include a stable macroeconomic environment, a sound and competitive
financial system, adequate regulatory and supervisory framework and capacity build up.
Commercial banks are selected as the main focus of the study. They maintain their liquidity
position through their treasury division by interbank transaction. Liquidity management plays
a significant role in maintaining the stability and efficiency of commercial banks and of the
banking system as a whole.

2.2 Problem Statement

Banks face two central issues regarding liquidity. Banks are responsible for managing liquidity
creation and liquidity risk. Liquidity creation helps depositors and others to stay liquid.
Managing liquidity risk is to ensure the bank™s own liquidity so that the bank can continue to
serve its functions.

The commercial banks, through the financial inter-mediation role, reactivate the funds which
have been deposited by the depositors and borrowed from the lenders by investing them in
different fields. These investments obviously are not free from risk and problems because the
deposited or borrowed funds which have been invested by banks for profit maximization can
be demanded at any time. So the banks should be ready to meet these demands at any time.
The problem arises when the bank cannot meet these demands and as a result the clients lose
their trust on bank. Due to the increasing number of local banks and foreign banks in local
banking market, every commercial bank should ensure that it operates on profit and at the same
time meets the financial requirements of the depositors by maintaining sufficient amount of
liquidity. Each level of liquidity has different effect on the levels of profitability. Neither low
nor high liquidity is good for profit earning. So banks should determine the optimum level of
liquidity to maintain profitability. Another problem arises when the banks try to maximize
profit by neglecting the proper liquidity management or requirement which may cause both
technical and financial hardship. At present the commercial banks as well as other banks in
Bangladesh are facing problems like excess liquidity or no liquidity pressure, ADR is below
the benchmark which has been set by BB, lower growth of loan and higher amount of deposit,
falling call money rate and banks are also maintaining higher SLR. This
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report seeks to investigate these problems. All these problems are what the study intends to
consider, find solutions and make recommendations where necessary.

2.3 Research Questions

Question 1: Do the commercial banks follow liquidity requirements required by BB at all
times?

Question 2: Does excess liquidity ensure higher profit for the banks?
Question 3: How does ADR affect liquidity?

Question 4: Is there any connection between GDP and bank liquidity?
Question 5: Are banks maintaining required CRR and SLR?

2.4 Objectives of the Report

This report is largely centred on liquidity management which enables the bank to determine its
liquidity requirement and to ensure its ability to meet up the depositors™ demand or its financial
obligations, thereby maximising its value. This study will discover the factors which are useful
in having efficient liquidity position of the commercial banks and will take a critical view of
the adopted liquidity measures of the commercial banks. It is also aimed at finding the effect
of changes in liquidity levels on profitability. It will determine higher liquidity ensures higher
profitability or not. It will attempt to identify the basic causes of liquidity problems in
commercial banks of Bangladesh and to recommend appropriate measures to solve such
problems. This study will focus on identifying the most important indicators of the liquidity
management. It will explore advance, deposit and profits of commercial banks of our country
and analyse the numerical data of the banks by using some ratios.

2.5 Organisation of the Report
This study is structured into chapters and has six chapters in all.

= Chapter one covers the organisation overview;

= Chapter two is the introduction to the study;

= Chapter three is the review of related literature on the subject matter of the study;
= Chapter four deal with guidelines on liquidity management imposed by BB;

= Chapter five represents data analysis, interpretation and findings;

= Lastly, chapter six provide conclusion, recommendations and references;
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2.6 Limitations of the Report

This study is conducted on all the commercial banks of Bangladesh. So this study cannot give
clear idea about the whole picture of the banking sector of Bangladesh. There are several
limitations other than this such as:

= Insome cases, only two or three years data were available which are not sufficient to
conduct this study because it does not represent the whole performance;

= Bank officials are reluctant to give all the information;

= All liquidity ratios and financial ratios are not considered because of insufficient
information;

= Only deposit, advance and profit position are considered which are not sufficient to
analyse the liquidity management of the banks;
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Chapter Three: Literature Review

3.1 Banks Liquidity

Liquidity refers to the ability of a bank to ensure the availability of funds to meet financial
commitments or maturing obligations at a reasonable price at all times. It is the bank™s ability
to immediately meet cash, cheques, other withdrawals obligations and legitimate new loan
demand while abiding by existing reserve requirements. Put differently, bank liquidity means
banks having money when they need it particularly to satisfy the withdrawal needs of their
customers. The survival of deposit money banks depends greatly on how liquid they are, since
illiquidity, being a sign of imminent distress, can easily erode the confidence of the public in
the banking system and results to run on deposit.

3.1.1 Sources of Liquidity

For a commercial bank to plan or manage its liquidity position, it must comply firstly with the
legal requirement concerning its cash position. However, it is very essential for banks to
manage and maintain adequate funds for operations in other to avoid excesses or deficiencies
of the required primary reserves. Where there is a decline in the market price of securities or
where additional funds needed to correct the bank reserve position are for a short time, it will
be definitely expensive to secure securities than to borrow from another bank. Moreover, it
may be more desirable to borrow for bank*s liquidity needs than to call back outstanding loan
or cancel out rightly or place embargo on new loans, a situation that will reduce the customer
confidence in the bank. Effective liquidity management therefore involves obtaining full
utilization of all reserves. The primary reserves are made of vault cash, cash balances or excess
reserves with the central bank, as well as deposits with other banks, both locally and abroad.
They are maintained to satisfy legal and operational requirements. While the secondary
reserves are those liquid assets that can be converted into cash without impairment of the
principal sum invested. Secondary reserves are characterized by short maturity, high credit
quality and high marketability. The secondary reserves are held primarily to meet both
anticipated and unanticipated short-term and seasonal cash needs from depositors. They
contribute to the attainment of both profitability and liquidity objective of the bank.

3.1.2 Types of Liquidity
There are several types of liquidity in banking sectors which are-

= Immediate liquidity: When cash money is needed to pay in cheques to demandable
customers, it is called immediate liquidity.

= Short-term liquidity: Short-term liquidity is used to meet the monthly liquidity
requirements. Based on the types of clients and on the seasonal variability, the necessity
of these types of liquidity can vary.

= Long-term liquidity: Long-term liquidity is required to meet the cash demand for
replacement of fixed assets, retirement of the redeemable preferred shares or debentures
and to acquire new fixed assets and technical know-how.
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= Contingent liquidity: It arises depending on the happening of some unexpected events.
It is difficult to guess this unexpected situation but not impossible though the amount
cannot be exactly predicted. Contingent liquidity is also required to face the adverse
situations created by big bank robbery, fraud, arson or other accidents.

= Economic cyclical liquidity: Based on good or bad economic situation, the supply of
bank deposit and the demand for loan varies. Due to this variation, the liquidity demand
also varies. But it is very difficult to identify the extent of such variation. Generally,
difficult national and international events such as political instability, war, the pressure
created by the different interest groups relating to the banking activities are the causes
of economic cyclical liquidity needs.

3.1.3 Demand and Supply of Liquidity

Every commercial bank needs enough liquid assets to meet the immediate financial needs of
the customers. Bank collects funds to fulfil the demand of the customer. There are two types
of sources to squash the demand of spendable funds of the banks and sources are withdrawal
deposited money from the account and credit requests from the customers which may be in the
form of new loan request, renewals of expiring loan agreement or drawing upon existing credit
facilities. Other sources of liquidity demand include paying off previous borrowings such as
loans the bank may have received from other banks or from the central bank. Similarly payment
of income taxes or cash dividend to the shareholders rises to the demand for spendable fund.
The most important source for a bank is receipt of new customer deposits, both from newly
opened accounts and from new deposits placed in existing accounts. Another important
component in the supply of liquidity for the banks comes from customers repaying their loans
which provide fresh funds to meet new liquidity needs of the banks. On the other hand, bank
can generate funds from selling marketable securities such as treasury bills & treasury bonds,
from the investment portfolio. Banks can increase the flow of liquidity in from of revenues
generated by selling non deposit services and from borrowing from the money market through
treasury division.

3.1.4 Need for Liquidity

Liquidity simply means the ability to convert an asset to cash with minimum delay and
minimum loss/cost. In the portfolio of commercial banks, liquidity assets play a very crucial
role because banks operate largely with the funds borrowed from depositors in form of demand
and time deposits. These liquidity assets are the essential balance sheet items which have the
capacity to maintain the confidence of depositors which is the most valuable intangible asset
of the commercial banking business.

= Adequate liquidity enables a bank to meet three risks. First is the funding risk — the
ability to replace net outflows either through withdrawals of retail deposits or
nonrenewal of wholesale funds. Secondly, adequate liquidity is needed to enable the
bank to compensate for the non-receipt of inflow of funds if the borrower or borrowers
fail to meet their commitments. The third risk arises from calls to honour maturity
obligations or from request for funds from important customers. Adequate
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liquidity enables the bank to find new funds to honour the maturity obligations such as
a sudden upsurge in borrowing under atomic or agreed lines of credit or to be able to
undertake new lending when desirable. For instance, request from a highly valued
customer.

= Adequate liquidity is also needed to avoid forced sale of asset at unfavourable market
conditions and at heavy loss.

= Adequate liquidity serves as vehicle for profitable operations especially to sustain
confidence of depositors in meeting short run obligations.

= Finally, adequate liquidity guides against involuntary or non-voluntary borrowing from
the regulatory authorities where there is a serious liquidity crisis, the bank is placed at
the mercy of the Central Bank, and hence the control of its destiny may be handed over.

Having adequate or sufficient liquidity to meet all commitments at all times at normal market
rates of interest is indispensable for both large and small banks. Liquidity is the life blood of a
banking setup.

3.2 Liquid Assets of a Bank

Liquid asset is one kind of asset which can be converted into cash very hurriedly and which
has negligible impact to the price. Liquid assets are generally regarded in the same light as cash
because their prices are relatively stable when they are sold in the open market. For an asset to
be liquid, it needs an established market with enough participants to absorb the selling without
materially impacting the price of the asset. There also needs to be a relative ease in the transfer
of the ownership and the movement of the asset. Liquid assets include most stocks, money
market instruments and government bonds. The foreign exchange market is deemed to be the
most liquid market in the world because trillions of dollars exchange hands each day, making
it impossible for anyone to influence the exchange rate. Cash and other financial assets that
banks possess can easily be liquidated and paid out as part of operational cash flows. Examples
of core liquidity assets would be cash, government bonds, and money market funds. Banks
typically use forecasts to anticipate the amount of cash that account holders will need to
withdraw, but it is important that banks do not overestimate the amount of cash and cash
equivalents required for core liquidity because unused cash left in core liquidity cannot be used
by the bank to earn increased returns.

Following are the liquidity assets of a bank.

% Cash in hand: Amount of money of a bank, which stay in hand of that bank to meet
recent needs. Generally, bank keeps enough money in hand. As a result liquidity risk is
minimized.

¢ Items in the process of collection: Some amount of money which ke