
INTRODUCTION
The main problem in bank asset management is how to distribute bank funds 
(which are limited) among the different categories of assets so as to maximise 
profits. As different assets have different levels of liquidity and profitability, 
banks are faced with the liquidity-profitability or LP dilemma. LP dilemma spells 
that if a bank emphasises on liquidity, profitability will be sacrificed. That means, 
in reducing liquidity risk, a bank is forced to reduce profitability. Conversely, if a 
bank focuses on profitability, it has to do so at the expense of liquidity. In other 
words, a bank must bear higher liquidity risk in order to increase its returns. 

CChhaapptteerr 55 Asset
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At the end of this chapter, you should be able to: 
1. explain how the fund pool method, asset allocation method and 

management science method solve the liquidity-profitability (LP) 
dilemma;

2. compare the similarities and differences among the fund pool method, 
asset allocation method and management science method; 

3. discuss the functions and roles of bank liquidity in commercial bank 
management; 

4. compare the similarities and differences among the bank liquidity 
theories; and 

5. estimate the liquidity requirement of a commercial bank. 

OBJECTIVES
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This chapter will discuss asset management methods used by banks to manage 
their asset utilisation in order to maximise shareholdersÊ returns. 

5.1 BANK’S FINANCIAL STATEMENTS 

3.

Before we begin the discussion on asset management, we need to understand 
bankÊs financial statements, i.e. balance sheet and income statement. 

Like other business organisations, commercial banks must prepare the main 
financial statements, i.e. balance sheet and income statement or profit & loss 
statement. However, financial statements of commercial banks are significantly 
different from the financial statements of other firms because of the differences 
between their businesses. This can be seen clearly when we study the details of 
the balance sheets and income statements of commercial banks.   

5.1.1 Bank’s Balance Sheet 
Like the balance sheets of other firms, every bank balance sheet has three main 
components i.e. assets, liabilities and ownersÊ equity. Nevertheless, the sub 
components of bank asset, liability and ownersÊ equity are significantly different 
from those found in other firmsÊ balance sheets. 

        
You have learned about three types of financial statements in the Financial 
Management course. What are these financial statements (other than cash 
flow statement)? Do all banking institutions have the same financial 
statements?

THINK
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Table 5.1: BankÊs Balance Sheet

Bank Gemilang Berhad 
Balance Sheet 

as at 31 December 2002 

Current Assets (RM Million) 

Cash and short term funds 90 

Securities purchased under resale agreements 700 

Deposits and placements with banks and other financial 
institutions

860 

Securities held-for-trading 1,300 

Investment securities 4,100 

Loans, advances and financing 40 

Other assets  15 

Investment in subsidiary companies 2 

Investment in associated companies 3 

Fixed assets 25 

Total assets 7,275 

Liabilities and Equity 

Deposits from customers 5,175 

Deposits and placements of banks and other financial 
institutions

600 

Obligations on securities sold under repurchase agreements 170 

Bills and acceptances payable 200 

Other liabilities 90 

Bonds and bank notes 100 

Subordinated loans 90 

Total liabilities 66,425 

Share capital 800 

Reserves 50 

Total liabilities and shareholdersÊ equity 7,275 

Commitments and contingencies 1,255 
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Further explanation on the sub-components of bank asset, liability and equity is 
as follow: 

(a) AAssets
(i) CCash and Short Term Funds 
 Cash and short term funds consist of cash and balances at other banks or 

financial institutions. Like other firms, banks keep cash for daily 
operations. Commercial banks require cash to fulfil customersÊ deposit 
withdrawals. Balances at other banks and financial institutions are to 
facilitate clearance of cheques. 

(ii)  Securities Purchased Under Resale Agreements
 When a bank invests in a repurchase agreement (REPOS) such 

investment is recorded as „securities purchased under resale 
agreements‰. It represents short term investment of commercial banks 
for the purpose of bank liquidity. However, when a bank issues or sells 
any REPOS, it represents an obligation that has to be recorded in the 
liability section. 

(iii) DDeposits and Placements with Banks and Other Financial Institutions
 Deposits of more than one-month maturity placed with other 

commercial banks, finance companies and other financial institutions 
are recorded as „deposits and placements with banks and other 
financial institutions‰. These deposits are also kept for bank liquidity. 
However, deposits of no more than one-month maturity are recorded as 
„cash and short term funds‰. 

(iv) TTrading Securities
 These are marketable securities purchased or acquired for resale in a 

short term. Examples of these money market instruments are: 

Malaysian government treasury bills 
Malaysian government securities 
Government investment certificates 
Bank Negara Malaysia bills 
Cagamas bonds 
Negotiable instruments of deposit 
BankersÊ acceptances 
Private debt securities 

(v) IInvestment Securities
 Investment securities are securities purchased or acquired and held for 

capital growth. Investment securities are also acquired to meet the 
minimum liquidity requirement imposed by Bank Negara Malaysia. 
Examples of investment securities are money market instruments such 
as trading securities. Besides, securities with no fixed price such as 
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shares and private debt securities are also categorised as investment 
securities.

(vi) LLoans, Advances and Financing
 Loans, advances and financing represent the largest category of assets of 

any commercial bank since the provision of credit facilities is 
commercial banksÊ main activity. In turn, interest earned from lending 
or financing represents the major source of income for any of these 
banks. Loans, advances and financing are believed to be the least liquid 
assets because it is difficult to recall the loans instantly while 
repayments are often by instalments. In accordance with one of the 
investment principles, i.e. the higher the required returns, the higher the 
risk, so loans, advances and financing are the highest risk assets of 
banks.

The following are the types of loans offered by commercial banks: 

Overdrafts
Term loans 
Fixed rate loans 
Variable rate loans 
Credit card receivables 
Bills receivable 
Trust receipts 
Claims on customer under acceptance credits 
Staff loans 
Other loans 

Loans and advances can be categorised based on economic sectors as 
follow:

Agriculture 
Mining
Quarry
Manufacturing 
Real estate 
Construction
Housing
Trading 
Finance and insurance 
Application credit 
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(vii) OOther Assets
  Other assets include debtors, deposits and repayments as well as 

foreclosed properties. 

(viii) SStatutory Deposits with Bank Negara Malaysia
  These are deposits placed with Bank Negara Malaysia pursuant to 

Section 37 (1)(c) of the Bank Negara Malaysia Ordinance 1958 which 
requires commercial banks to place non-interest bearing statutory 
reserve with Bank Negara Malaysia to safeguard the welfare of the 
depositors. The amount of statutory reserve placed by a bank represents 
a percentage of the bankÊs total eligible liabilities. 

(ix) IInvestment in Subsidiary Companies
  A company is a subsidiary company if the commercial bank: 

has control over the composition of its board of directors; or 
has control over more than 50% of its voting rights; or 
hold more than 50% of the companyÊs issued ordinary share capital. 

(x) IInvestment in Associated Companies
 A company is an associated company if the commercial bank: 

owns between 20% and 50% of its long term equity interests; and 
has extensive influence  through participation in the management of 
the company. 

(xi) FFixed Assets
 Fixed assets are long term assets needed by banks to carry out their 

banking businesses. Examples of fixed assets are: 

freehold land; 
leasehold land; 
buildings on freehold land; 
buildings on leasehold land; 
office equipment and furniture; 
computer equipment and software; 
motor vehicles; and 

  Other leased assets 
office equipment and furniture; 
computer equipment and software; and 
motor vehicles. 
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(b) LLiabilities 
(i) DDeposits from Customers
 Deposits from customers consist of: 

demand deposits or current accounts; 
savings accounts; 
fixed deposits; 
negotiable instruments of deposit; and 
other deposits. 

 The structure of maturity periods of fixed deposits and negotiable 
instruments of deposit are as follow: 

not more than 6 months; 
more than 6 months but not more than one year; 
more than one year but not more than three years; 
more than three years but not more than 5 years; and 
more than five years. 

(ii) DDeposits and Placements of Banks and Other financial Institutions
 These are deposits and savings placed by licensed commercial banks, 

licensed finance companies and other financial institutions. 

(iii) OObligations on Securities Sold under Repurchase Agreements
 When a bank issues or sells REPOS, the liabilities are recorded as 

„obligations on securities sold under repurchase agreements‰. These 
obligations are short term debts owed to the REPOS investors or buyers 
concerned.

(iv) BBills and Acceptances Payable
 Bills and acceptances payable refer to outstanding exchange bills and 

bankersÊ acceptances.

(v) OOther liabilities
 Other liabilities consist: 

proposed dividends; 
taxes;
deferred taxes; 
obligations under finance lease; and 
other liabilities. 
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(vi) BBonds and Bank Notes
 Bonds and bank notes are long term debts obtained through issuance of 

bond securities and bank notes. These long term debts may be charged 
fixed or floating interest rates. Bonds consist of convertible bonds and 
redeemable bonds. 

(vii)SSubordinated Loans
 Subordinated loans are unsecured loans obtained by banks to finance 

their banking activities. These debts are given lower priority than other 
debts. This means should a bank be liquidated, subordinated loans will 
be repaid only after other liabilities are settled.  

(c) OOwnersÊ Equity 
(i) SShare Capital
 Share capital of banks usually consists of ordinary shares. Nevertheless, 

some banks issue preference shares too. Ordinary shares but not 
preference shares give the holders the rights of ownership of the 
company. A banks issues preference shares when it needs fresh funds 
and at the same time it wants the ownership rights of the bank to remain 
in the hands of the existing ordinary shareholders. 

(ii) RReserves 
 Bank reserves usually consist of:

share premium; 
statutory reserve; and 
retained profits 

 Share premium represents the excess of issue price over nominal value of 
the shares concerned. Ordinary shares usually have a nominal value or 
par value of RM1.00. When a bank issues new shares, the issue price is 
always higher than the nominal value. Therefore, if the ordinary shares 
are sold at RM3.00 each, the share premium amounts to RM2.00, i.e. issue 
price (RM3.00)  par nominal value (RM1.00). 

 Statutory reserve is the reserve kept in pursuant to Section 36 of BAFIA, 
1989 and it cannot be distributed for cash dividends. 

 Retained profits are profits that is not distributed for cash dividends and 
are to be carried forward to the following year. A bankÊs retained profits 
represent an amount accumulated since the establishment of the bank. 



CHAPTER 5  ASSET MANAGEMENT  115

(d) CCommitments and Contingencies
Banks make various commitments and bear the liabilities of the 
contingencies concerned in their ordinary conduct of businesses. For 
example, a bank customer intending to open a petrol station may request a 
bank to issue a bank guarantee as required by the oil company. Essentially, 
when a bank issues the bank guarantee, it provides guarantee to the oil 
company that it will bear the customerÊs liability that may arise in future. At 
that juncture, the bank only admits that it will bear a contingent liability, 
while no actual business transactions have yet to take place. Therefore such 
a transaction is not recorded in the bankÊs balance sheet. It is regarded as an 
off-balance sheet item. Even though no liability has arisen, there is a 
potential liability and the bank is exposed to such risk. In view of that, such 
information ought to be recorded as an item in the bankÊs financial report. 

Examples of other off-balance sheet items are:
short-term self-liquidating trade-related contingencies; 
housing loans sold directly and indirectly to Cagamas Berhad; 
obligations under underwriting agreement; 
foreign exchange related contracts; and 
interest rate related contracts. 

5.1.2 Bank’s Income Statement 
Table 5.2 is a sample of a commercial bankÊs income statement. 

        
Obtain the balance sheets of at least three commercial banks in Malaysia 
and identify the components therein. Make comparison among the three 
balance sheets, including how they are reported, and summarise your 
findings.

Balance sheets of commercial banks in Malaysia can be obtained from the 
web sites of the respective banks. These web sites are accessible through 
the hyperlinks at BNM website site at http://www.bnm.gov.my.

YOUR IDEA 
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Table 5.2: BankÊs Income Statement

Bank Gemilang Berhad 
Income Statement 

For the year ended 31 December 2002 

(RM Million)
Interest income  400 
Interest expense  200 
Net interest income  200 
Allowance for losses on loans, advances and financing 100 
 100 
Non-interest income 40 
Net income 155 
Overhead expenses 2 
Profit before taxation 3 
Tax 25 
Net Profit after tax  
Transfer to statutory reserve 5,175 
Net profit after transfer to statutory reserve 600 
Retained profit brought forward 170 
Distributable profit 200 
Proposed dividend 90 
Retained profit carried forward 100 
Earnings per share (sen) RM3.80 

Further explanation on the income statement items is as follow: 

(a) IInterest Income
 Interest income is income derived from the following assets: 

(i) loans, advances and financing; 
(ii) call money and deposit placements at other financial institutions; 
(iii)securities held-for-trading; and 
(iv) investment securities. 

Interest income is recognised on accrual basis. Interest income from housing 
loans and term loans is recognised based on the balance tenure, be it 
monthly or annually. When an account is classified as non-performing, the 
recognition of its interest income is suspended until cash in obtained. An 
account is non-performing when repayments on loans including overdrafts 
are past due by six months or more. An account pertaining to commercial 
bills, bankersÊ acceptances or trust receipts is deemed non-performing after 
the maturity date of the facility. 
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(b) IInterest Expense 
 Interest expense is the interest paid to the various sources of finance such 

as:

(i) deposits from customers; 
(ii) deposits and placements of banks and other financial institutions; and 
(iii) subordinated term loans 

(c) NNet Interest Income
 Net interest income is the difference between interest income and interest 

expense. It shows how far the interest income derived from assets can meet 
the interest expense obligations due to the various sources of finance. 

(d) AAllowance for Losses on Loans, Advances and Financing 
 This amount represents allowance made for bad and doubtful debts, as well 

as bad debts written off to absorb the expected losses from the loans 
concerned. This allowance can be in the form of specific allowance or 
general allowance. 

Specific allowance is made up for doubtful debts which have been 
individually and specifically identified as bad debts or doubtful debts. 
General allowance, based on a percentage of the loan portfolio, is made to 
allow for probable losses not identifiable specifically. 

Banks classify a loan as bad debts after taking into consideration the value 
of the collateral and after determining that the loan has no prospect for 
collection. Allowance for losses on loans, advances and financing is a 
measurement of credit risk borne by banks in their effort to procure interest 
income.

(e) NNon-interest Income 
 Non-interest income consists of fee income, investment income and other 

income.

Examples of fee income are: 

(i) commission;
(ii) service charge and service fee; 
(iii)guarantee fee; and 
(iv)underwriting fee. 

Examples of investment income are: 

(i) net profit on held-for-trading securities; 
(ii) gain on disposal of investment securities; 



UNIT 2  ASSET, LIABILITY AND CAPITAL MANAGEMENT118

(iii)dividend income from trading securities; 
(iv)dividend income from investment securities; and 
(v) dividend income from subsidiary companies. 

Sources of other income include:  

(i) foreign exchange gain; 
(ii) rental income; 
(iii) gain on disposal of fixed assets; and  
(iv) gain on disposal of foreclosed properties 

(f) NNet Income 
 Net income refers to the total net income after the allowance for bad debts 

and doubtful debts. 

 (g) OOverhead Expenses
 Bank overhead expenses consist of: 

(i) personnel costs; 
(ii) establishment costs; 
(iii) marketing expenses; 
(iv) administration expenses; and  
(v) general expenses. 

Commercial banks in Malaysia are required to report the following 
expenses:

(i) directorsÊ remuneration; 
(ii) premises rental; 
(iii) equipment rental; 
(iv) lease rental; 
(v) auditorsÊ remuneration;  
(vi) depreciation of fixed assets; 
(vii) loss on disposal of fixed assets; and 
(viii) professional fee paid to the firmaÊs directors 

(h) PProfit Before Taxation 
 This represents profit procured by bank before taking into account taxes 

payable.

(i) TTax
 Tax refers to Malaysian corporate tax payable by banks for the relevant year 

based on profit before taxation. It covers foreign taxes payable and takes 
into account the double taxation relief . 
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(j) TTransfer to Statutory Reserve 
 This item shows the amount transferred from the profit and loss account to 

the statutory reserve account. This transfer is necessary in compliance with 
the statutory reserve requirement.

(k) NNet Profit After Transfer to Statutory Reserve
 This amount represents the net profit of a bank after the provision for 

statutory reserve. 

(l) RRetained Profit Brought Forward
This is the amount of retained profit accumulated procured in the previous 
years.

(m) DDistributable Profit 
 This is the profit amount that can be distributed to the shareholders. It 

represents the total of retained profit for the current year (after provision for 
statutory reserve) and that of the previous years. It is owned by the 
shareholders and can be distributed as dividend to the shareholders. 

(n) PProposed Dividend
 It is the amount of dividend after tax for shareholders, as proposed by the 

board of directors. 

(o) RRetained Profit Carried Forward 
 This represents distributable profit net of proposed dividend. It becomes nil 

if a dividend amounting to 100% of the distributable profit is proposed.   

(p) EEarnings per Share (Sen) 
 This is additional information reported in income statements. Earnings per 

share of a bank are derived from dividing the net income after taxation by 
the number of ordinary shares in issue. 

       
Obtain the income statements of at least three commercial banks. Compare 
the components in the statements and on how the banks report the 
components.

These income statements can be obtained from the web sites of the 
respective banks, which are accessible through the hyperlinks at BNM 
website site at http://www.bnm.gov.my.

YOUR IDEA 
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5.2 ASSET MANAGEMENT 

After discussing the components in bank balance sheet and income statement, we 
will proceed to discuss asset management now. 

Asset management of a bank signifies how the bank invests its assets/ funds to 
maximise its shareholdersÊ wealth. As the liquidity and profitability differ from 
one asset to another, banks must take into consideration the liquidity-profitability 
(LP) dilemma. 

5.2.1 Elements of Asset Liquidity 

An asset is considered liquid if it can be turned into cash without heavy losses. 
For example, if the market price of an asset is RM100 and if it can be sold at 
RM95, the asset is considered liquid. A liquid asset is one that can be sold easily 
and has a ready and stable market for it too.  

In asset management, liquidity of bank assets can be lined up in a continuum 
beginning with cash as the most liquid asset and loans and advances as the least 
liquid assets. 

Cash is considered the most liquid asset as it can be used to repay debts or to 
invest instantly. Government securities are the second most liquid assets as they 
can be sold without heavy losses since there is not much difference between the 
buying and selling prices. Besides, they have a ready and stable market. 

Marketable securities are considered the third most liquid assets because there is 
a ready market for these instruments. However, their buying and selling prices 
are not as stable as that of government securities. Other investments are also 
considered liquid assets because they can be converted into cash. Nonetheless, 
these assets have different degrees of liquidity among them. Their degrees of 
liquidity depend upon how easily they can be turned into cash while avoiding 
ability heavy losses at the same time. 

Fixed assets of banks are deemed more liquid than loans and advances because 
fixed assets can be sold at any time, amid the probability of heavy losses upon 

        
Liquidity is not a new concept in accounting. What do you understand about 
asset liquidity, based on your knowledge of liquidity concept? 

THINK
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conversion. On the contrary, loans and advances cannot be recalled arbitrarily 
because of the pre-agreed repayment terms as specified in the loan agreements 
must be adhered to. Furthermore, the problems associated with non-performing 
loans also contribute to loans and advances being the least liquid bank assets. 

5.2.2 Liquidity-Profitability Dilemma 
Liquidity-profitability (LP) dilemma exists because the degrees of liquidity and 
profitability are different across different assets. Besides, the LP dilemma is 
attributed to conflicting goals among shareholders, depositors and the controlling 
party.

Shareholders expect high returns on the financial leverage provided by 
depositorsÊ funds. Depositors desire maximum liquidity so that they can 
withdraw their deposits at any time. The controlling party (i.e. BNM) requires 
satisfactory bank liquidity to safeguard depositorsÊ welfare and bank security. At 
the same time, BNM expects reasonable returns for the benefit of the 
shareholders, depositors and banks. 

To overcome LP dilemma, we ought to find a method that can strike a balance 
between risk and return, liquidity and profitability. There are three methods that 
can be used to overcome the LP dilemma. They are: 

Fund pool method 
Asset allocation method (exchange fund method); and 
Linear programming method (management science method) 

5.3 FUND POOL METHOD 
In fund pool method, funds from all sources are pooled together to create a single 
source of funds. Subsequently, the funds are distributed to the various 
predetermined categories of assets based on their degrees of importance. 

In order to understand the fund pool method, please refer to Example 5.1. 
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Example 5.1 

Corporate Planning Department of Bank Gemilang Berhad has estimated the 
bank’s sources of funds for year 2000, as shown below: 

RM (Million) 

Current deposits 200

Savings deposits 100

Fixed deposits 100

Repurchase agreements 50

NCDs 50

Debentures 100

Total 600

The Asset and Liability Committee of Bank Gemilang Berhad has been 
requested to allocate funds for the bank’s assets using the fund pool method. 

Step 1:

Gather all funds totalling RM600 million into one single pool. 

Step 2:

Provide fund for the main reserve. The main reserve consists of cash, statutory 
reserve, balances at other financial institutions and cash-in-transit. Based on the 
assumption that Bank Gemilang has excess reserve base of 20% and that the 
statutory reserve imposed by the Central Bank is 10%, the provision for main 
reserve is RM180 million (30% x RM600 million). 
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Step 3:

Provide fund for secondary reserve. Bank assets included in secondary reserve 
are usually money market securities such as treasury bills, Malaysian 
government securities (MGS), bankers’ acceptances (BAs), negotiable 
certificates of deposit (NCDs) and repurchase agreements (REPOS). 

Besides having the ability to meet the expected liquidity requirement, assets in 
secondary reserve can be used to meet contingent obligations. 

The provision for secondary reserve is 20%, i.e. RM120 million. That means a 
total RM300 million (50%) has been provided for bank liquidity specifically. 

Step 4:

Only after liquidity has been sufficiently provided for, they only the fund can be 
allocated to meet the credit requirement of customers. The fund pool method 
does not offer any specific guidelines regarding the composition of loan portfolio. 
Nevertheless, in general, this method suggests that credit distribution should 
reflect the prevailing economic forces. This method does not consider loan 
portfolio as a liquidity source. 

By assuming that the provision for loan portfolio is 30% and it is distributed to the 
economic sectors based on market demand and Bank Gemilang’s practice and 
experience, the composition of the loan portfolio of Bank Gemilang is as follow: 

Sector Amount (RM Million) % 

Agriculture 18 10 

Manufacturing 90 50 

Real estate 36 20 

Service 36 20 

 180 100 
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5.3.1 Disadvantages of Fund Pool Method 
(a) This method over-emphasises on liquidity at the expense of profitability. In 

Example 5.1, 50% of the funds are allocated for liquidity compared to 30% 
for loan portfolio. 

(b) This method does not provide any specific basis for purpose of estimating 
liquidity standards. It only provides general guidelines. 

(c) This method does not take into consideration the volatility of deposit 
accounts. As we all know, the degree of stability differs from one type of 
deposit to another, and this needs to be monitored to facilitate smooth asset 
management of any bank. 

(d) This method does not recognise loan portfolio as a source of liquidity even 
though loan portfolio produces continuous cash flow in the form of 
principal repayment and interest income from customers. 

(e) This method fails to appreciate the fact that long term security of a bank 
depends on its ability to generate sufficient income. Liquidity which is 
limited to liquid assets only does not warrant the overall security of any 
bank.

(f) This method does not take into account the mutually interactive role of both 
assets and liabilities play in providing seasonal liquidity and revolving 
liquidity. By providing liquidity in the form of liquid assets, this method 
can jeopardise profitability because some liquid assets either produce 
minimal returns or do not generate any income at all.  

Step 5:

Investment in long term securities and fixed assets can be made only after 
allocation of fund to loan portfolio. Investment in long term securities such as 
shares and bonds contributes to additional income as well as liquidity of the 
bank. Investment in fixed assets is necessary for the day-to-day operations of 
the bank. The bank cannot function efficiently and effectively without any 
premises, equipment and vehicles. In a distressed situation, the bank can sell 
the fixed assets to improve its liquidity. 

The remaining RM120 million can be allocated between long term securities and 
fixed assets. For example, RM50 million may be invested in equity and bond 
securities and RM70 million in fixed asserts. 
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5.4 ASSET ALLOCATION METHOD 

Asset allocation method is created to overcome some disadvantages of the fund 
pool method. Changes in and around the banking industry have also encouraged 
the use of this method in bank asset management. For example, banks are forced 
to utilise deposits more efficiently and effectively as a result of competition from 
non-bank financial institutions in terms of deposit acquisition.   

Changes and innovation pertaining to the sources of funds have also encouraged 
banks to use funds in a more profitable ways. Among the financial product 
innovations are negotiable certificates of deposit, REPOS, Eurodollar and floating 
rate negotiable certificates of deposit. Besides, the volatility and the increase in 
interest rates have forced banks to be more organised and effective in planning 
the asset management. 

Specifically, asset allocation method treats each source of fund individually in 
view of the different degrees of volatility among them. For example, as current 
deposits have higher volatility than fixed deposits, a higher allocation percentage 
is assigned for liquidity from current deposits compared to fixed deposits. For 
that reason, LP decisions are made individually and separately for each source of 
fund. In other words, each source of fund is treated as a mini bank or a profit 
centre. To illustrate the mechanism of this method more clearly, we will use the 
same example used in explaining the fund pool method earlier. 

To recall, Bank Gemilang BerhadÊs sources of fund are as follow: 

RM (Million) 

Current deposits 200 

Savings deposits 100 

Fixed deposits 100 

Repurchase agreements 50 

NCDs 50 

Debentures 100 

Total 600 

(a) CCurrent Deposits 
 As current deposits have high turnover, most of these deposits will be 

allocated for main reserve and secondary reserve. In this case, we allocate 
60% (RM120 million) for main reserve and 40% (RM80 million) for 
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secondary reserve. No allocation is made for loan portfolio because of the 
high volatility of these deposits. 

(b) SSavings Deposits 
 As savings deposits are more stable than current deposits, most of the 

savings deposits may be allocated for loan portfolio. For example, 80% 
(RM80 million) is used as allocation for loan portfolio, 10% (RM10 million) 
for secondary reserve and 10% (RM10 million) for main reserve. 

(c) FFixed Deposits 
 Among all deposits, fixed deposits have the lowest volatility. Therefore, a 

large portion of fixed deposits can be allocated for loan portfolio. For 
example, 80% (RM80 million) is allocated for loan portfolio and the 
remaining RM20 million for long term securities and fixed assets. 

(d) RRepurchase Agreements and NCDs 
 The total fund from these sources amounting to RM100 million can be 

invested in loan portfolio for purpose of short term financing. These two 
short term financial instruments were created to borrow short term funds 
from investors. 

(e) DDebentures
 These long term debt securities do not need statutory reserve. As these 

debts can only be redeemed after a long period of time, the funds from this 
source should be invested in long term assets such as long term financing, 
long term investments and fixed assets. In this example, the bank allocates 
30% (RM30 million) for loan portfolio, 30% (RM30 million) for investment in 
long term securities and 40% (RM40 million) for fixed asserts. 

 Asset allocation method follows one of the principles of finance, i.e. short 
term assets should be financed by short term financing sources while long 
term assets by long term financing sources. This principle of finance is more 
widely known as matching principle. 

 By comparing the fund pool method and asset allocation method (refer to 
table 5.3), we can see the differences between the two methods. 



CHAPTER 5  ASSET MANAGEMENT  127

Table 5.3:  Comparison between Fund Pool Method and Asset Allocation Method

Fund Pool Method  
(RM Million) 

Asset Allocation Method 
(RM Million) 

Main reserve 180 130 

Secondary reserve 120 90 

Loan portfolio 180 290 

Long term securities 50 40 

Fixed assets 70 50 

Total 600 600 

It is visible from Table 5.3 that the fund pool method is more liquidity-oriented 
while the asset allocation method is more profitability-oriented. This is evident by 
our examples in which the fund pool method has allocated more funds for 
liquidity purposes compared to the asset allocation method that has allocated 
more funds for loan portfolio. Asset allocation method shifts the focus of 
portfolio management from liquidity to profitability by reducing the holding of 
liquidity reserve and increasing the allocation for loans and advances. 

5.4.1 Disadvantages of Asset Allocation Method 
The disadvantages of asset allocation method are as follows: 

(a) This method may overestimate the liquidity of deposit accounts. We have to 
take into consideration the actual volatility of deposits. For example, not all 
current deposits have one same degree of volatility. Besides, at times when 
customers have to keep minimum balances in their accounts, the balances 
can indeed be channelled to loan portfolio. 

(b) This method does not recognise loan portfolio as a source of liquidity. 

(c) Just like the fund pool method, this method does not provide specific 
guidelines on the allocation of funds among different categories of bank 
assets.

(d) This method assumes that asset management decisions and liability 
management decisions are made separately. 
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5.5 MANAGEMENT SCIENCE METHOD 

LP dilemma can also be overcome through scientific approach, i.e. by using 
management science devices such as linear programming. Management science 
approach is able to provide more accurate answers to LP dilemma. Linear 
programming is a mathematical procedure to choose variable values for purpose 
of maximising (or minimising) an objective, subject to certain restrictions. In this 
particular context, linear programming helps to determine the required balance 
sheet quantity set in order to maximise bank profitability subject to restrictions in 
terms of liquidity and other fixed rules. 

Please refer to Example 5.2 in order to understand the management science 
method.

       
We have discussed two methods of asset provision, i.e. fund pool method 
and asset allocation method. Which method would you use if you were given 
the responsibility to manage Bank Gemilang? Why? Compare your answer 
with your friends’. Discuss the reasons for their respective decisions. 

YOUR IDEA 

Example 5.2 

Bank Orang Kita Bhd. has funds totalling RM25 million which can be invested in 
loan assets (x1) and secondary reserve (x2). The funds are made up of current 
deposits and fixed deposits. The rate of return on loans is estimated at 12% 
while short term securities 8%. Let’s assume that the bank income is net income 
after deducting the cost of deposits. The management of bank Orang Kita has 
stipulated the bank’s liquidity standard, i.e. RM2 in short term securities for every 
RM10 investment in fixed assets. 

Based on the above data, we can formulate the case mathematically as follow: 

z = 0.12 x1 + 0.08 x2 

Subject to,
 x1  +  x2  RM25 million 
          x2  0.25x1 
          x1  0   
          x2  0 
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z represents the bank’s objective, i.e. maximise the returns on investment in 
loans and investment in money market securities. The achievement of z is 
subject to three constraints: 

 The maximum investment in loan portfolio (x1) and short term securities (x2) 
is RM25 million. 

 The minimum investment in long term securities is fixed at 25% of the 
investment in loan portfolio. 

 The investment in x1 and x2 must have positive values. 

By using quadratic equations, the optimum portfolio is as follow: 

x1  =  RM20 million 
x2  =  RM5 million 
z  =  RM2.8 million 

This means, by investing RM20 million in loan portfolio and RM5 million in short 
term securities, Bank Orang Kita Berhad will make a maximum profit of RM2.5 
million.

z  =  0.12(20) + 0.08(5) 
    =  RM2.4 + RM0.4 
    =  RM2.8 million 

One main advantage of the linear programming model is its ability to show how 
the optimum portfolio changes, when one or more constraints are changed. Let’s 
say the bank fund has increased by RM5 million, i.e. the total fund is RM30 
million now. 

What should the maximum interest rate be in order to generate the additional 
RM5 million from the fixed deposits? Let’s also assume that the liquidity ratio is 
15% of the total assets, i.e. x2 > 0.18x1 

The new solution is as follow: 

x1 = RM25.5 million
x2 = RM4.5 million
  z = RM3.42 million
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Test your comprehension level by answering the questions below. 

5.6 THE FUNCTIONS OF BANK LIQUIDITY 

        
In the earlier part of this chapter, we already discussed LP dilemma and how 
banks use the adequate asset management methods to help them maximise 
their liquidity and profitability.  

What is your understanding of the functions of bank liquidity, based on your 
knowledge of liquidity? 

THINK

       

1. Why does LP dilemma exist in the asset management of banks? 

2. Compare the similarities and differences between fund pool method and 
asset allocation method. 

Exercise 5.1 

The new solution increases the profit by RM620,000 or RM0.124 for every 
RM100 of fixed deposits. Based on that, the bank should pay a maximum 
interest rate of 12.4% in order to generate the additional deposits. Example 4.2 
is bound by one objective only, i.e. to maximise the returns on investment in 
loans and money market securities. However, linear programming method is 
able to provide solutions even to cases where there are multiple and 
contradictory objectives. This can be done with multi objective linear 
programming. Management science approach is more efficient and quicker than 
other methods because it uses computer technology that is able to provide 
multiple solutions within a short time.
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There are 5 factors that explain why banks must have adequate liquidity: 

(a) Confidence factor 
(b) Relationship factor 
(c) Forced sale factor 
(d) Risk premium factor 
(e) Last chance factor 

(a) CConfidence Factor 
 A bank with adequate liquidity gives indication to the financial market and 

general public that it is strong and secure. That means it is able to repay its 
debts and meet all its liabilities. Liquidity becomes even more important 
when the bank envisages aggressive liability management. The general 
public will have more trust in a bank that has adequate liquidity. In the 
event of massive and panic withdrawal of deposits by customers, the bank 
management will be able to convince the customers and general public that 
the bank has sufficient liquidity to meet the demand for deposit 
withdrawals and all other claims. 

(b) RRelationship Factor 
 Banks are responsible to get instant liquidity for the benefit of depositors 

and borrowers. It is not possible for a bank to forge a good relationship with 
its customers if it is unable to meet the demand for deposit withdrawals and 
loans satisfactorily. Inadequate liquidity can cause a bank to lose its 
customers, and in turn reduce its capability to compete. 

(c) FForced Sale Factor
 Without sufficient liquidity, a bank may be forced to sell its assets at a loss 

in order to provide the required liquidity. This may happen when a bank is 
confronted with liquidity crisis, as a result of poor liquidity planning. 
Selling assets in haste with the objective to overcome the crisis always result 
in losses as it is impossible for the bank to obtain any good or reasonable 
prices under the circumstances. 

(d) RRisk Premium Factor
 Banks with high credit integrity are charged low default risk premium by 

the money market and capital market. Liquidity is one of the determinants 
of credit integrity. Banks with high risk premium are forced to pay higher 
cost in order to procure funds from the financial market. High cost of fund 
jeopardises a banksÊ profitability and ability to compete. Therefore, the bank 
management ought to manage the liquidity of their respective banks 
adequately so as to keep the default premium at the optimum level. 
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(e) LLast Chance Factor
 Commercial banks have the opportunity to borrow short term from the 

Central Bank (i.e. Bank Negara Malaysia) through the discount window 
when they are faced with temporary financial difficulty. This facility is 
made available by Bank Negara Malaysia to safeguard the interest of the 
countryÊs financial system because the entire financial system will be in 
jeopardy should any bank fail. This facility is not to be used frequently 
otherwise Bank Negara Malaysia will investigate the bank concerned to 
ensure that it is not faced with long term liquidity problem. 

Should the general public, money market and capital market find out that a 
bank often uses the discount window, they will loose confidence in the bank 
concerned. Besides that, the money market and capital market will impose 
high default risk premium on the bank.  To avoid using this „last chance‰, 
banks should practise efficient and effective liquidity management. 

5.7 BANK LIQUIDITY THEORY 

In bank liquidity management, there are 4 liquidity theories which describe the 
definition of liquidity and the strategies that should be used to ensure liquidity 
adequacy. These theories are: 

(a) Commercial financing theory 
(b) Shiftability theory 
(c) Expected income theory 
(d) Liability management theory 

These theories are also known as lending theories because the strategies 
concerned involve lending practices and policies. 

(a) CCommercial Financing Theory 
 According to the commercial financing theory, a bank is considered liquid if 

its loan portfolio consists of short term financing only. Liquidity is vital to 
fulfil unexpected deposit withdrawals. The liquidity strategy is to approve 
self-liquidating short term financing such as share financing. In this 
strategy, the maturity date of financing coincides with the maturity of 
deposits because the deposits concerned represent the source of fund or 
liquidity. 

(b) SShiftability Theory 
 Shiftability theory was pioneered by H. G. Moulton in 1918. This theory 

recommends that banks invest part of their funds in loan portfolio and 
securities that have secondary market. When liquidity need arises, the said 
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assets can be sold at the market concerned. This theory prolongs the 
average maturity period of loan portfolios and promotes the growth of 
government security market. 

(c) EExpected Income Theory
 In 1949, Herbert Prochnov suggested that bank liquidity can be acquired 

through loan repayments. According to this theory, loan repayments (and 
liquidity requirement at the same time) should be matched with the 
expected loan income. This theory dressy acknowledges that loan portfolio 
is a source of bank liquidity. As a reminder, the fund pool method and asset 
allocation method do not consider loan portfolio as a source of bank 
liquidity. Directly, this theory pioneers the amortised loan concept too. 

(d) LLiability Management Theory
 According to liability management theory, banks can fulfil liquidity 

requirement by borrowing from the money market and capital market. This 
means the sources of income are not limited to deposits, loan portfolio and 
financial market instruments, but they include short term and medium term 
borrowings from financial market as well. This theory encourages the 
development of financial instruments such as BNDs, REPOS, commercial 
papers and Eurodollar. Borrowed funds acquired for the purpose of bank 
liquidity are sometimes called purchased funds. 

5.8 LIQUIDITY MEASUREMENT 

It is not easy to measure bank liquidity because there is no one single specific 
standard that is recognised as the measure of bank liquidity. Nevertheless loan-
to-deposit ratio is used widely to measure bank liquidity. It measures how far a 
bank uses its sources of funds to meet customersÊ credit needs. This means the 
higher the ratio, the less capable the bank is to provide more loans. In other 
words, as the ratio increases, bank liquidity decreases. A bank will become more 
selective in lending if the ratio increases, since rising ratio means diminishing 
resources for lending activities. 

In general, loan interest rates increase in tandem with the increase in loan-to-
deposit ratio, since the demand for credit exceeds the supply under the 
circumstances. Besides, this ratio has psychological impact on the bank 
management. When the ratio increases, the management feels that they are forced 
to slow down lending activities as a result of declining bank liquidity. Banks that 
practice aggressive loan portfolio approach will feel hindered from carrying on 
their credit activities. This may affect the motivation to achieve targets. 
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Please refer to Example 5.3 in order to understand the liquidity concept better. 

5.8.1 Disadvantages of Loan-to-Deposit Ratio 
(a) Loan-to-deposit ratio does not show the maturity or quality of loan 

portfolio. Even though this ratio is based on loan figures, we are unable to 
determine from it, the composition of the loan portfolio, i.e. we do not know 
if they are short term or long term loans, if the sectors involved are 
productive or speculative, and how damaging the bad debts  and doubtful 
debts are. 

(b) Compared to banks providing loans for productive purposes, banks that 
provide loans more for speculative purposes are more likely to face 
liquidity problem. 

(c) This ratio does not provide any truth about bank liquidity needs. For 
example, Bank XÊs loan-to-deposit ratio is 80% and Bank YÊs 60%. Does this 
mean that Bank Y is more liquid than Bank X? In other words, does it mean 
that Bank X has more liquidity needs than Bank Y? If liquidity is measured 
based on the loan-to-deposit ratio, Bank Y has higher liquidity than Bank X. 
However, If the loan compositions of the two banks reveal that Bank Y has 
more non-performing loans than Bank X, Bank X is considered more liquid 
than Bank Y. 

(d) This ratio does not provide any information on other assets of a bank other 
than its loan portfolio. For example, Bank P and Bank Q have similar loan-
to-deposit ratio. Does it mean that both banks have the same level of 

Example 5.3 
Bank A’s loan-to-deposit ratio is 80% and Bank B’s 60%. Which bank has better 
liquidity?

According to the definition of loan-to-deposit ratio, Bank B is more liquid than 
Bank A because Bank B has a higher capacity to provide more loans, compared 
to Bank A (40%:20%). Nevertheless, this ratio has some weaknesses that deter 
its use as the measure of bank liquidity.  

If bank C has a loan-to-deposit ratio of 100%, that means Bank C has used all its 
deposits for lending purposes. Does that also mean Bank C is not able to 
provide any more loans? We know that the sources of funds are not limited to 
deposits only. Banks can “purchase” funds at the money market to meet their 
liquidity and lending needs. Therefore, a more than 100% loan-to-deposit ratio 
does not necessarily indicate that the bank concerned is no longer able to 
provide any additional financing.  
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liquidity? Based on the interpretation of this ratio, Bank P and Bank Q have 
the same level of liquidity. Nonetheless, if we have the opportunity to 
investigate the asset composition of both banks, we may find that indeed 
one of the banks has higher liquidity because it has more liquid assets as 
compared to the other.  

Even though the loan-to-deposit ratio has several weaknesses, this ratio is 
popular as a measure of bank liquidity as it can be calculated and understood 
easily. Usually, bankers do not rely solely on this ratio as an indicator of bank 
liquidity. This ratio is used as a preliminary indicator only. There are other ratios 
that can be used as measures of bank liquidity, such as: 

(a)
Cast Assets
Total Assets

(b)
Cash Assets - Reserve + Government Securities

Total Deposits

(c)
Cash Assets + Government Securities

Total Deposits

(d)

Cash Assets - Statutory Reserve + Marketable Government Securities 
of Less than One-year Maturity

Total Deposits

These ratios are more accurate than the loan-to-deposit ratio because they take 
into account the liquid assets and they show how far total deposits are used to 
invest in liquid assets. 

These ratios have their constraints as they do not take into account the banksÊ 
capability to borrow for the purpose of bank liquidity. Besides, these ratios do not 
recognise loan repayments as a source of bank liquidity. 

Test your comprehension level by answering the questions below. 

       
1. Explain FFIVE reasons why commercial banks need liquidity. 

2. What do deposit liquidity and financing liquidity mean respectively? 

3. Compare the similarities and differences among the bank liquidity 
theories.

Exercise 5.2 
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5.9 ESTIMATING CREDIT REQUIREMENT 

We have already discussed the functions and theories of liquidity. We will now 
look at how to calculate bank liquidity requirement by using a simple example. 
LetÊs assume that bank Perdana Berhad has estimated its deposit and loan levels 
for the year 1999 (as shown in Table 5.4). LetÊs also assume that statutory reserve 
is 10%. 

Table 5.4: Deposit and Loan Estimates of Bank Perdana Berhad 
Bank Perdana Berhad 

Deposit and Loan Estimates for the Period from January 1999 to December 1999

Month Total Deposits 
(RM Million) 

Total Loans 
(RM Million) 

December 1998 (actual) 593 351 

January 587 356 

February 589 359 

March 586 356 

April 591 365 

May 606 357 

June 620 345 

July 615 330 

August 616 341 

September 655 341 

October 635 361 

November 638 375 

December 643 386 

In order to estimate the liquidity requirement of Bank Perdana Berhad, we will 
prepare a statement that looks like a cash flow statement. We will be able to 
detect from that statement when the bank has surplus liquidity and when it is in 
deficit of liquidity. Changes in the bank liquidity are due to changes in deposits, 
loans, investments, and statutory reserve. The computation of Bank Perdana 
BerhadÊs liquidity requirement is shown in Table 5.5. 
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Table 5.5: Liquidity Statement of Bank Perdana Berhad 
Liquidity Statement Bank Perdana Berhad 
for the Period Ending 31 December 1999 

Month

Total 
Deposits

(RM 
Million) 

Change 
in

Deposits
(RM 

Million) 

Change in 
Statutory 
Reserve 

(RM 
Million) 

Total 
Loans
(RM 

Million) 

Change 
in Loans 

(RM 
Million) 

Surplus 
Deficit
(RM 

Million) 

Dec 98 593 - - 351 - - 

Jan 587 (6.0) (0.6) 356 5.0 (10.4) 

Feb 589 2.0 0.2 359 3.0 (1.2) 

Mar 586 (3.0) (0.3) 356 (3.0) 0.3 

Apr 591 5.0 0.5 365 9.0 (4.5) 

May 606 15.0 1.5 357 (8.0) 21.4 

Jun 620 14.0 1.4 345 (12.0) 24.6 

Jul 615 (5.0) (0.5) 330 (15.0) 10.5 

Aug 616 1.0 0.1 341 11.0 (10.1) 

Sep 655 39.0 3.9 341 0.0 35.1 

Oct 635 (20.0) (2.0) 361 20.0 (38.0) 

Nov 638 3.0 0.3 375 14.0 (11.3) 

Dec 643 5.0 0.5 386 11.0 (6.5) 

The explanation for Table 5.5 is as follow: 

(a) EEstimates on Deposits and Loans 
 The monthly estimates on deposits and loans may be made based on 

information in relation to the countryÊs economic development and factors 
influencing the domestic market. Besides, the bank can also study the 
requirements of its main customers. Monetary policy of the country on 
liquidity represents a main input to the forecast of bank liquidity. 

(b) CChanges in Deposits and Loans Affect Bank Liquidity
 Decline in deposits means outflow of funds and reduces bank liquidity at 

once. In Table 5.5, decreases in deposits are shown in parentheses. For 
example, deposits declines from RM593 million in December 1998 to RM587 
million in January 1999. That represents a decrease of RM6 million for 
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January 1999. Otherwise, increase in deposits means inflow of funds and 
increases bank liquidity. For example, the deposits at Bank Perdana Berhad 
are expected to increase by RM150 million in May 1999. 

 The statutory reserve amount to be deposited at the Central Bank is also 
affected by any increase or decrease in deposits. Increase in deposits 
increases the statutory reserve amount, and that means outflow of bank 
funds. Increases in statutory reserve are not shown in the parentheses in 
Table 5.5 even though they are outflows of bank funds. For example, the 
increase in deposits by RM5 million in April 1999 resulted in the increase in 
statutory reserve by RM0.5 million. As a reminder, statutory reserve is a 
liquid asset of banks. 

 Decrease in loans means inflow of cash and that increases bank liquidity 
simultaneously. Loan repayments decrease the amount of total loans. For 
example, Bank Perdana Berhad is expected to experience a decrease in loans 
by RM15 million in July 1999. In Table 5.5, decreases in loans are shown in 
parentheses but they are indeed inflows of funds. On the contrary, increases 
in loans are outflows of funds that decrease bank liquidity. For example, the 
loan base of Bank Perdana Berhad is expected to increase to RM375 million 
in November 1999 from RM361 million in October 1999. 

(c) SSurplus Deficit of Liquidity
 When the changes in deposits, statutory reserve and loans are combined, we 

will find an important figure that shows whether Bank Perdana Berhad will 
experience a shortage of liquidity or otherwise. We ought to be cautious to 
avoid being confused by the parentheses in table 5.5. For statutory reserve 
and loans, although the parentheses indicate decreases, they are indeed 
inflows of funds. 

(d) MManagementÊs Action 
 What should the bank management do in the event of any decrease or 

increase in bank liquidity? During the period from May to July 1999, the 
bank will experience surplus in liquidity. The management may use the 
excess liquidity to reduce their borrowings or may accumulate their 
statutory reserve by buying money market securities, or both. During the 
final quarter of the year, Bank Perdana is expected to experience deficit in 
liquidity shortage. The management may ease the situation by using 
purchased funds or exhausting its secondary reserve or both. 
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Test your comprehension level by answering the questions below. 

       
1. Bank Perdana Berhad has made the following estimates on deposits 

and loans: 

Month Deposit
(RM Million) 

Loan (RM 
Million) 

March  586 356 

April 591 365 

May  606 356 

June 620 345 

July 615 330 

August 616 341 

September 655 341 

(a) Determine the liquidity requirement of Bank Perdana Berhad for 
each month, i.e. from April to September. 

(b) How will Bank Perdana Berhad overcome its liquidity problem 
in each month? 

(c) What are the disadvantages of using the loan comparison 
method to determine the liquidity requirement of a bank? 

(d) Both Bank Perdana Berhad and Bank Premia Berhad have the 
same loan-to-deposit ratio. Does it mean they have the same 
level of liquidity? 

Exercise 5.3
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The problems in bank asset management revolve around the liquidity-
profitability dilemma, which can be resolved by using various asset allocation 
methods. These methods range from being liquidity-oriented to profitability-
oriented. All these methods take into consideration bank liquidity because 
without adequate liquidity, banks will lose the trust of the general public, 
especially that of the depositors and borrowers. Bank liquidity management has 
become more difficult due to the many uncertain factors influencing deposit 
withdrawals by depositors and future loan takers. 

SUMMARY


