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A sensible strategy for a bank is to separate its assets into groups such as based on the time stability of

asset creating liabilities. Note that liability time stability is not dependent on their term per se, i.e. long

term liabilities (long term deposits) can have high time stability, but so can stable outstanding amounts

in current accounts (liabilities on demand) and short term interbank loans obtained. Because

maximizing profitability remains a goal of such an asset management strategy, every group needs to be

assessed for the profitability of assets that it can sustain.

For example, liabilities with high time stability, e.g. those which are unlikely to need refinancing in the

medium term, can be used to finance relatively longer term investments, e.g. long term government

bonds. On the other hand, liabilities with relatively low time stability can be used to finance more liquid

parts of the asset portfolio, which can be turned into cash at no loss. Such a strategy is a simple way of

managing liquidity risk with potentially important macroeconomic implications via changes in credit

supply.

Cornett et. al. (2011), for example, study the behaviour of banks after liquidity became scarce in the

financial crisis. They find that banks that relied more heavily on core deposit and equity capital

financing, which are stable sources of financing (e.g. those with high time stability), continued to lend

relative to other banks. Banks that held more illiquid assets on their balance sheets, in contrast,

increased asset liquidity and reduced lending. Therefore the efforts to manage the liquidity crisis by

banks led to a decline in credit supply, which, in turn, had serious adverse effects on growth.

The standard business model of a bank assumes that profits from assets are derived based on the

differential between the interest paid to service liabilities financing those assets and the interest

received from the assets themselves. The interest rates are subject to change following new

macroeconomic or financial developments. The sensitivity of the asset and liability structure to such

changes can be assessed with gap management method – based on sensitivity of operations to interest

rate fluctuations and the comparison of the maturity terms of assets and liabilities.

If the gap between interest rate sensitive assets and liabilities is positive, then a bank can earn extra

profit if the benchmark interest to which the costs of its funding and the returns on its assets are tied

increases. On the other hand, with a negative gap, with more interest rate sensitive liabilities than

interest rate sensitive assets, the bank will lose interest income. Because banks have assets and

liabilities with different maturities, a gap has to be evaluated by specific maturities. Bank’s interest rate

risk increases if there is a mismatch (gap) between assets and liabilities in a specific term (for example,

most of liabilities are short term, while assets are long term).

As an example consider one of the banks in Latvia with a comparatively low capital adequacy ratio. Low

capital adequacy means that the bank is open to disruptions on the financial markets, which can be

dangerous for the financial stability of an institution.



Contemporary Challenges for the Development of Credit Institutions 261



262 Svetlana Saksonova



Contemporary Challenges for the Development of Credit Institutions 263


