
Stories in Credit Analysis

Is Liquidity of a Bank’s Assets Relevant to a Bank Creditor?

Assets can be liquid or illiquid.  To the credit analyst, liquidity of an entity is not a relevant issue 

for solvent financial institutions.   The solvency issue which gets converted into a liquidity 

problem is.  Many companies in financial trouble like to pretend they are having a liquidity 

problem but are in actual fact facing an existential solvency problem.    The liquidity issue is 

usually bunkum, whether for manufacturing companies or for financial institutions.   A sound 

asset generates liquid returns.   A financial institution need not worry about systemic liquidity as 

governments and regulators invariably step in when the financial system as a whole suffers from 

liquidity issues – so there is no need for financial institutions or creditors to plan for that 

scenario.  There is no need to do “scenario planning” for 3-sigma or 6-sigma or any sigma 

events.  

More often than not, for a single institution, doubts on the solvency of the institution linked to 

questions on asset quality and asset valuation is the cause of liquidity events as depositors and 

creditors head for the exit at the same time.  A management which has a sound grip on the 

asset quality of its institution and is communicating this clearly to creditors will not face an 

idiosyncratic liquidity problem.  That means not telling creditors stuff such as - the value of our 

assets, as valued by our proprietary model, is $100 million with a delta of $5 million and a 

gamma of something else.  The sensible creditor in this case might conclude that whatever 

assets are left on the balance sheet would soon have a sharp “theta decay” and head for the 

exit, causing the liquidity event.    When any rumor swirls around a solvent institution, it should 

communicate in great detail with the banking regulator to ensure that the regulator 

understands that it is solvent.  Then, with the regulator by the side, the bank should 
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communicate to all stakeholders in considerable detail, but in plain language, why it is solvent. 

Feeble communication or arrogance could be fatal.

 To summarize,

Liquidity Problem at a company= Perceived Solvency Problem + Poor Investor Communication

What about an institution borrowing short to fund a long dated zero coupon government bond? 

Or a bank which finances 30 year fixed rate mortgages with overnight borrowing?  Unless the 

hedge fund or the bank has a serious amount of shareholders’ equity, what the creditor fears, 

when interest rates start looking up, are solvency issues.  This precipitates the liquidity event as 

creditors compete with one another to be the first ones out and not vice-versa of a liquidity 

problem causing solvency issues.     

Once the analyst has a reasonable fix on the value of assets of an entity, he should estimate the 

balance sheet and off balance liabilities.  While IAS 39 permits the stating of liabilities at market 

prices on the premise that the entity can buy the liabilities in the open market if its value is 

below face value, a credit analyst should not analyze liabilities in that light.  If the value of the 

liabilities is sharply lower in the market and the entity has not repurchased the liabilities, 

chances are the entity does not have the financial flexibility or the wherewithal to buy back the 

liabilities.  The very fact that liabilities are trading at sharply lower prices imply skepticism in the 

market place of the entity’s ability to refinance the obligations (i.e. the market is betting that the 

company will not be able to secure financing and does not have internal cash generation ability 

to buy back the liabilities at reduced prices).   Hence, the liabilities will be repaid in full only at 

maturity and the credit analyst will need to value liabilities at face value.  Also, a credit analyst 

should not be permitting in his analysis profits from fall in value of liabilities, unless the liabilities 

have been actually purchased at below face value.
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