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The Impact of Liquidity on Bank Profitability
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5.0 Conclusion and Policy Implications:

This paper presents empirical evidence regarding the relationship between liquid asset holdings
and profitability for a panel of Canadian and U.S. banks over the period of 1997 to 2009. In short,
results suggest that a nonlinear relationship exists, whereby profitability is improved for banks
that hold some liquid assets, however, there is a point beyond which holding further liquid assets
diminishes a banks’ profitability, all else equal. Conceptually, this result is consistent with the idea
that funding markets reward a bank, to some extent, for holding liquid assets, thereby reducing its
liquidity risk. However, this benefit is can eventually be outweighed by the opportunity cost of
holding such comparatively low-yielding liquid assets on the balance sheet.
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