
Discussion of
�Funding Liquidity Risk: De�nition and

Measurement�by M. Drehmann and K. Nikolaou

Marie Hoerova
ECB

Conference on �Central Bank Liquidity Tools�
NY Fed, February 20, 2009

The views expressed are not necessarily those of the ECB or the Eurosystem.



This paper

Proposes a de�nition of funding liquidity risk:

Risk that over a speci�c horizon a bank will become unable to
settle obligations with immediacy

Proposes a measure of funding liquidity risk

using banks�bids during open market operations

focus on settling obligations with central bank money

Analyzes the link between funding and market liquidity



This paper

Proposes a de�nition of funding liquidity risk:

Risk that over a speci�c horizon a bank will become unable to
settle obligations with immediacy

Proposes a measure of funding liquidity risk

using banks�bids during open market operations

focus on settling obligations with central bank money

Analyzes the link between funding and market liquidity



This paper

Proposes a de�nition of funding liquidity risk:

Risk that over a speci�c horizon a bank will become unable to
settle obligations with immediacy

Proposes a measure of funding liquidity risk

using banks�bids during open market operations

focus on settling obligations with central bank money

Analyzes the link between funding and market liquidity



This paper

Proposes a de�nition of funding liquidity risk:

Risk that over a speci�c horizon a bank will become unable to
settle obligations with immediacy

Proposes a measure of funding liquidity risk

using banks�bids during open market operations

focus on settling obligations with central bank money

Analyzes the link between funding and market liquidity



This paper

Proposes a de�nition of funding liquidity risk:

Risk that over a speci�c horizon a bank will become unable to
settle obligations with immediacy

Proposes a measure of funding liquidity risk

using banks�bids during open market operations

focus on settling obligations with central bank money

Analyzes the link between funding and market liquidity



Measuring funding liquidity risk

Net liquidity demand, NLD, at t + 1:

NLD � pDLDnew + pIBLIBnew + pALAsold + pCBCBnew

! random volumes and prices

- focus on the last component

Idea: banks with higher funding liquidity risk bid more
aggresively

theory: Nyborg and Strebulaev (2004) - �short�banks want to
avoid being �squeezed� in the interbank market

testing using ECB bidding data: Bindseil, Nyborg, and
Strebulaev (2002), Craig and Fecht (2007); Fecht, Nyborg,
and Rocholl (2008) [data on banks�reserve positions]; Linzert,
Nautz, and Bindseil (2007)
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N
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i=1

B
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b=1

ABb,i ,t where ABb,i ,t=
(bid rateb,i ,t�policy rate t )�volumeb,i ,t

total allotment t

Proxy II, LRP Mt - using adjusted bids over the marginal rate:

ABb,i ,t=
(bid rateb,i ,t�marginal rate t )�volumeb,i ,t

total allotment t

Sample period: June 2005 - October 7, 2008



Measuring funding liquidity risk

Proxy I, LRPt - using adjusted bids:

LRP t=
N

∑
i=1

B

∑
b=1

ABb,i ,t where ABb,i ,t=
(bid rateb,i ,t�policy rate t )�volumeb,i ,t

total allotment t

Proxy II, LRP Mt - using adjusted bids over the marginal rate:

ABb,i ,t=
(bid rateb,i ,t�marginal rate t )�volumeb,i ,t

total allotment t

Sample period: June 2005 - October 7, 2008



Measuring funding liquidity risk

Proxy I, LRPt - using adjusted bids:

LRP t=
N

∑
i=1

B

∑
b=1

ABb,i ,t where ABb,i ,t=
(bid rateb,i ,t�policy rate t )�volumeb,i ,t

total allotment t

Proxy II, LRP Mt - using adjusted bids over the marginal rate:

ABb,i ,t=
(bid rateb,i ,t�marginal rate t )�volumeb,i ,t

total allotment t

Sample period: June 2005 - October 7, 2008



Measuring funding liquidity risk

Proxy I, LRPt - using adjusted bids:

LRP t=
N

∑
i=1

B

∑
b=1

ABb,i ,t where ABb,i ,t=
(bid rateb,i ,t�policy rate t )�volumeb,i ,t

total allotment t

Proxy II, LRP Mt - using adjusted bids over the marginal rate:

ABb,i ,t=
(bid rateb,i ,t�marginal rate t )�volumeb,i ,t

total allotment t

Sample period: June 2005 - October 7, 2008



Comment 1: What does the measure represent?

Aim: Develop a representative measure of aggregate funding
liquidity

The measure is a sum of adjusted bids in an auction:

only captures participating banks - selection bias?

how does the number/type of participating banks change?

e¤ect of outliers? (heterogeneity)

overestimating aggregate funding risk?

Submitted vs satis�ed bids: banks may be rationed at their
bids

Starting October 15, 2008 - unlimited allotment at a �xed rate
the measure does not apply



Comment 1: What does the measure represent?

Aim: Develop a representative measure of aggregate funding
liquidity

The measure is a sum of adjusted bids in an auction:

only captures participating banks - selection bias?

how does the number/type of participating banks change?

e¤ect of outliers? (heterogeneity)

overestimating aggregate funding risk?

Submitted vs satis�ed bids: banks may be rationed at their
bids

Starting October 15, 2008 - unlimited allotment at a �xed rate
the measure does not apply



Comment 1: What does the measure represent?

Aim: Develop a representative measure of aggregate funding
liquidity

The measure is a sum of adjusted bids in an auction:

only captures participating banks - selection bias?

how does the number/type of participating banks change?

e¤ect of outliers? (heterogeneity)

overestimating aggregate funding risk?

Submitted vs satis�ed bids: banks may be rationed at their
bids

Starting October 15, 2008 - unlimited allotment at a �xed rate
the measure does not apply



Comment 1: What does the measure represent?

Aim: Develop a representative measure of aggregate funding
liquidity

The measure is a sum of adjusted bids in an auction:

only captures participating banks - selection bias?

how does the number/type of participating banks change?

e¤ect of outliers? (heterogeneity)

overestimating aggregate funding risk?

Submitted vs satis�ed bids: banks may be rationed at their
bids

Starting October 15, 2008 - unlimited allotment at a �xed rate
the measure does not apply



Comment 1: What does the measure represent?

Aim: Develop a representative measure of aggregate funding
liquidity

The measure is a sum of adjusted bids in an auction:

only captures participating banks - selection bias?

how does the number/type of participating banks change?

e¤ect of outliers? (heterogeneity)

overestimating aggregate funding risk?

Submitted vs satis�ed bids: banks may be rationed at their
bids

Starting October 15, 2008 - unlimited allotment at a �xed rate
the measure does not apply



Comment 1: What does the measure represent?

Aim: Develop a representative measure of aggregate funding
liquidity

The measure is a sum of adjusted bids in an auction:

only captures participating banks - selection bias?

how does the number/type of participating banks change?

e¤ect of outliers? (heterogeneity)

overestimating aggregate funding risk?

Submitted vs satis�ed bids: banks may be rationed at their
bids

Starting October 15, 2008 - unlimited allotment at a �xed rate
the measure does not apply



Comment 1: What does the measure represent?

Aim: Develop a representative measure of aggregate funding
liquidity

The measure is a sum of adjusted bids in an auction:

only captures participating banks - selection bias?

how does the number/type of participating banks change?

e¤ect of outliers? (heterogeneity)

overestimating aggregate funding risk?

Submitted vs satis�ed bids: banks may be rationed at their
bids

Starting October 15, 2008 - unlimited allotment at a �xed rate
the measure does not apply



Comment 1: What does the measure represent?

Aim: Develop a representative measure of aggregate funding
liquidity

The measure is a sum of adjusted bids in an auction:

only captures participating banks - selection bias?

how does the number/type of participating banks change?

e¤ect of outliers? (heterogeneity)

overestimating aggregate funding risk?

Submitted vs satis�ed bids: banks may be rationed at their
bids

Starting October 15, 2008 - unlimited allotment at a �xed rate
the measure does not apply



Comment 2: What else in�uences bidding behavior?

Risk aversion (Välimäki, 2006)

Di¤erent relative value of collateral (Ewerhart, Cassola, and
Valla, 2008; Ewerhart and Tapking, 2008)

Banks�window dressing (Bindseil, Weller, and Wuertz, 2003)

Any of the factors important in the current crisis?
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Comment 3: Relation to market liquidity

Theoretical link (Brunnermeier and Pedersen, forthcoming):

shock to funding liquidity - asset sales - prices decrease -
margin calls - asset sales ...

Measure of �nancial market liquidity:

weighted average of bid-ask spreads in equity, FX, and bond
markets, and money markets, including money market spreads

relation not signi�cant before, negative during, the crisis

Other measures of market liquidity?

One crisis during the sample period

Berger and Bouwman (2008) - results di¤er between banking
or market-related crises
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Other liquidity risk proxies: Interbank market spread
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Other liquidity risk proxies: Financial commercial paper
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A proxy for funding liquidity risk - an important and valuable
contribution

Focus on the crisis - could document �easy� funding
conditions in the run-up to the crisis?

What drives this measure? ! policy responses

Comparisons:

across countries

with other measures for funding and market liquidity
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