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Postgraduate Certificate in Risk Management for Central Banks

Liquidity Risk Management

Liquidity risk is the possibility that an institution cannot meet its cash‑flow obligations as they become due
without incurring unacceptable losses. For a central bank, this risk is amplified because its own operations
affect the liquidity of the entire financial system. Understanding the vocabulary that underpins liquidity risk
management is therefore essential for any practitioner tasked with safeguarding monetary stability and
financial resilience.

Liquidity refers to the ease with which an asset can be converted into cash without a material loss in value.
Two distinct but inter‑related concepts are market liquidity, which describes the depth and breadth of a
market for a particular instrument, and funding liquidity, which captures an institution’s ability to obtain
cash on demand. While market liquidity is often a function of market participants and trading volume,
funding liquidity depends on the availability of credit lines, deposits, and other sources of cash.

Cash flow is the net movement of cash into and out of an institution over a specific period. Accurate
cash‑flow forecasting requires a detailed inventory of expected inflows, such as interest and principal
repayments, and outflows, including operational expenses, settlement obligations, and regulatory
payments. Forecasts are typically produced on a daily, weekly, and monthly horizon to support both routine
planning and stress‑testing exercises.

A funding gap emerges when projected cash outflows exceed expected inflows over a given horizon. The
size of the gap is a critical input to liquidity buffer sizing and to the design of contingency funding
strategies. For example, a bank that anticipates a 30‑day net outflow of $5 billion must ensure that it holds
sufficient high‑quality liquid assets or has access to reliable funding sources to cover that shortfall.

Liquidity buffer denotes the stock of liquid assets that an institution retains to absorb unexpected cash‑flow
shocks. Buffers are often measured in terms of days of cash‑flow coverage, with central banks typically
requiring a buffer that can sustain the institution through a severe but plausible stress scenario. The
composition of the buffer, such as government securities versus corporate bonds, influences both the
buffer’s resilience and its cost.

High‑quality liquid assets (HQLA) are assets that can be readily converted into cash with minimal price
impact and little credit risk. International standards categorize HQLA into Level 1 and Level 2, with Level 1
assets, such as sovereign bonds from stable jurisdictions, receiving the highest weight. The classification of
assets affects the calculation of regulatory liquidity ratios and informs internal buffer policies.

Liquidity coverage ratio (LCR) is a regulatory metric that compares the value of an institution’s HQLA to its
total net cash outflows over a 30‑day stress period. The formula is straightforward: LCR = HQLA ÷ Net cash
outflows × 100 %. An LCR of 100 % indicates that the institution holds enough HQLA to survive a 30‑day
crisis. Central banks monitor this ratio closely to ensure that commercial banks maintain a sufficient safety
net.
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Net stable funding ratio (NSFR) measures the proportion of an institution’s stable funding—funding with
maturities longer than one year—relative to the amount of required stable funding, which is derived from
the liquidity risk profile of its assets and off‑balance‑sheet exposures. The NSFR is expressed as a
percentage, with a minimum requirement of 100 %. A higher NSFR indicates a more resilient funding
structure, reducing reliance on short‑term wholesale funding.

Stress testing is a forward‑looking analytical tool that evaluates how liquidity positions would evolve under
adverse conditions. Typical stress scenarios might include a sudden withdrawal of deposits, a sharp increase
in market volatility, or a sovereign downgrade. The results of stress tests inform both the sizing of liquidity
buffers and the development of contingency funding plans, highlighting potential vulnerabilities before
they materialise.

Liquidity risk appetite defines the amount and type of liquidity risk that a central bank is willing to accept in
pursuit of its strategic objectives. This appetite is articulated through quantitative limits, such as maximum
funding gaps, and qualitative statements that guide decision‑making. A clear risk appetite helps align daily
operations with the broader mandate of financial stability.

Funding concentration risk arises when a large proportion of an institution’s funding comes from a limited
number of counterparties or sources. High concentration can amplify liquidity strain if a major funder
withdraws support. Managing this risk involves diversifying funding across multiple banks, markets, and
instruments, and setting concentration limits that reflect the institution’s risk tolerance.

Maturity mismatch occurs when the maturities of assets and liabilities are not aligned, creating a timing gap
between cash inflows and outflows. For instance, an institution that funds long‑term loans with short‑term
wholesale funding is exposed to rollover risk. Effective liquidity management seeks to minimise maturity
mismatches or to hedge them through instruments such as interest‑rate swaps.

Asset liquidity refers to the ease with which an institution can sell or pledge its assets without incurring
significant losses. Illiquid assets, such as certain structured products or private‑equity holdings, may be
difficult to liquidate quickly, especially during market stress. Understanding the liquidity profile of the asset
portfolio is essential for buffer construction and stress‑testing.

Funding liquidity focuses on the institution’s ability to raise cash when needed, often through borrowing,
issuing securities, or drawing on credit lines. Dependence on short‑term funding markets can be
problematic if market conditions deteriorate. Central banks monitor funding liquidity indicators, such as the
proportion of short‑term debt, to gauge vulnerability.

Open market operations (OMO) are a primary tool through which a central bank injects or withdraws
liquidity from the banking system. By purchasing government securities, the central bank provides cash to
banks, expanding system‑wide liquidity. Conversely, selling securities drains liquidity. OMO outcomes
directly affect the liquidity positions of commercial banks and, by extension, the overall financial system.

Standing facilities, such as the marginal lending facility and the deposit facility, provide a safety valve for
banks experiencing temporary liquidity shortfalls. The marginal lending facility offers overnight credit at a
penalty rate, while the deposit facility allows banks to place excess reserves at a lower rate. The spread
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between these rates signals the tightness of liquidity in the market.

Repo (repurchase agreement) transactions involve the sale of securities with an agreement to repurchase
them at a later date, typically overnight. Repos are a key source of short‑term funding, allowing banks to
obtain cash while retaining ownership of high‑quality securities. Reverse repos, where the central bank sells
securities with an agreement to repurchase them, serve to absorb excess liquidity.

Collateral management ensures that assets pledged against borrowing meet quality and valuation
standards. Haircuts are applied to collateral to protect lenders against market‑value declines; for example, a
10 % haircut on a government bond means the lender will value the bond at 90 % of its market price when
determining borrowing capacity. Effective collateral policies reduce liquidity risk by enhancing the reliability
of pledged assets.

Contingency funding plan (CFP) outlines the steps an institution will take to secure additional liquidity in a
crisis. The plan typically includes a hierarchy of funding sources, such as drawing on central bank facilities,
activating credit lines, or selling assets. The CFP is regularly tested through simulations to ensure
operational readiness.

Early warning indicators (EWIs) are quantitative metrics that signal emerging liquidity stress before it
becomes critical. Common EWIs include rapid growth in short‑term borrowing, widening of funding
spreads, and declines in HQLA valuations. Monitoring EWIs allows risk managers to act proactively,
adjusting buffers or seeking alternative funding before a crisis escalates.

Liquidity risk governance establishes the roles and responsibilities for overseeing liquidity risk across the
organisation. The board of directors sets the overall risk appetite, while a dedicated risk committee reviews
liquidity risk reports and approves limits. Senior management is accountable for implementing policies, and
front‑line units execute daily monitoring and reporting.

Liquidity risk reporting provides transparent, timely information to senior management, regulators, and,
where appropriate, the public. Reports often feature dashboards that display key metrics such as LCR, NSFR,
funding gaps, and EWIs. Consistent reporting ensures that decision‑makers have a clear view of the
institution’s liquidity position at all times.

Liquidity risk metrics include gap analysis, which compares cash inflows and outflows across different time
buckets, and cash‑flow mismatch, which quantifies the residual imbalance after accounting for existing
buffers. These metrics are essential for identifying periods of potential stress and for calibrating the size of
liquidity buffers.

Funding cost reflects the price an institution pays to obtain funding, typically expressed as a spread over a
benchmark rate. In stressed markets, funding spreads can widen dramatically, increasing the cost of
liquidity. Funding valuation adjustment (FVA) captures the impact of these spreads on the valuation of
derivative contracts, linking funding risk to pricing.

Liquidity premium is the additional return that investors demand for holding assets that are less liquid. This
premium manifests in higher yields on longer‑dated bonds or on securities issued by less‑stable issuers.
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Understanding the liquidity premium helps risk managers price assets appropriately and assess the cost of
raising funds under different market conditions.

Emerging risks, such as the rise of digital currencies and fintech platforms, introduce new dimensions to
liquidity risk. For example, the rapid growth of stablecoins can alter the composition of system‑wide
liquidity, while fintech payment processors may create new channels for cash‑flow outflows. Climate‑related
risks, such as extreme weather events, can also impair asset liquidity and disrupt funding markets.

Data quality is a persistent challenge in liquidity risk management. Inaccurate or incomplete cash‑flow data
can lead to misleading forecasts, while outdated asset‑valuation data may misrepresent the true liquidity of
the buffer. Robust data‑governance frameworks, including validation rules and reconciliation processes, are
essential to mitigate model risk.

Regulatory compliance adds another layer of complexity. Central banks must ensure that commercial banks
adhere to LCR and NSFR requirements, while also aligning internal policies with broader macroprudential
standards. Keeping abreast of evolving regulations, such as revisions to the Basel III framework, requires
continuous monitoring and adaptation.

Coordination with other risk functions—credit risk, market risk, operational risk—enhances the overall
effectiveness of liquidity risk management. For instance, credit‑risk models can inform the likelihood of
counterparty defaults that would affect funding availability, while market‑risk models can predict price
movements that impact asset liquidity. Integrated risk dashboards facilitate this collaboration.

Systemic liquidity risk refers to the risk that a disruption in the liquidity of one institution could trigger a
chain reaction throughout the financial system. Macroprudential tools, such as counter‑cyclical capital
buffers and liquidity stress‑test programmes, are employed by central banks to detect and mitigate such
spill‑over effects. A well‑designed liquidity framework contributes to overall financial stability.

The role of a central bank in liquidity risk management extends beyond supervisory oversight. By providing
lender‑of‑last‑resort facilities, conducting open‑market operations, and setting policy rates, the central bank
influences the cost and availability of liquidity across the system. Its actions must be calibrated to avoid
creating moral‑hazard incentives while ensuring that liquidity remains sufficient to support economic
activity.

Consider a practical stress scenario: A sudden downgrade of a sovereign rating leads to a 15 % decline in
the market value of Level 1 HQLA, while at the same time, a major corporate borrower defaults, triggering a
large cash‑outflow from the banking sector. The institution’s LCR falls from 110 % to 85 %, breaching
regulatory thresholds. In response, the bank activates its CFP, draws on its central‑bank discount window,
and sells a portion of its Level 2 HQLA at a modest discount. The scenario illustrates the interplay of
asset‑liquidity shocks, funding‑concentration risk, and the importance of robust contingency planning.

Liquidity risk management therefore requires a comprehensive vocabulary, a disciplined analytical
approach, and a proactive governance structure. Mastery of the terms and concepts outlined above equips
risk professionals to navigate the complexities of liquidity risk, safeguard the stability of the banking sector,
and support the broader objectives of monetary policy.
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