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Abstract

With more and more diverse financial instruments, their derivatives and financial
market uncertainty, the risk of investors is also increasing. Market risk is the most
important one of the risks. Since 90s, 20th century, especially the bankruptcy of the
Long Term Capital Management (LTCM) in 1998, and this financial crisis, many
regulatory agencies and institutional investors have paied more and more attention to
liquidity risk. How to accurately identify and measure these risks, is the first step of
investors risk management. VaR is a powerful tool for describing and characterizing
market risk. How to combine liquidity risk into the traditional VaR becomes the focus

of domestic and foreign scholars and practitioners.

A variety of existing domestic and international expansion of the VaR models are
mostly targeted at the individual asset, and little researches portfolios. At the same
time, only part of the rate of return is dynamic, while the liquid part remains static.
Because institutional investors typically hold large amounts of securities to diversify
the investment portfolio to reduce risk, thus they are more concerned with VaR of
portfolio. The fast-changing market determines the fast-changing of the risk exposure,
market risk and liquidity risk as well as the the correlation coefficient between the
internal security are constantly changing over time, so one would need to introduce
dynamic VaR model that combines market risk and liquidity risk, as institutional
investors’ tool for monitoring investment risk and managing risk.

For the above reasons, this paper reviewed existing expanded VaR models and
comprehensively compared various liquidity indicators, then choose a suitable
non-liquidity indicators, and used DCC-MVGARCH to deal with the rate of return of
portfolio and non-liquidity index to get time-varying volatility, combined with
time-varying rates of return and non-liquidity indicators, proposed a dynamic VaR
model including market risk and liquidity risk. And then used for multiple different
types of portfolio, by comparing the predicted value of the dynamics VaR model and
the actual loss of the portfolio to determine the validity of the model.

Keywords : liquidity risk ; value at risk ; DCC-MVGARCH model.
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