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This communication is designed to provide you with quick snapshots and timely perspectives on recent regulatory developments.  

 

Liquidity Risk Management – Latest Trends and Challenges 
 
Background  
Liquidity is a financial institution’s capacity to meet its cash and collateral obligations at a reasonable cost. 
Maintaining an adequate level of liquidity depends on the institution’s ability to efficiently meet both expected and 
unexpected cash flows and collateral needs without adversely affecting either daily operations or the financial condition 
of the institution. 
 
Liquidity risk is the possibility that an institution’s financial condition or overall safety and soundness could be 
adversely affected by an inability of the institution to meet its obligations.  Changes in economic conditions, market 
events or exposure to credit, market, operation, legal, and reputation risks can affect an institution’s liquidity risk profile 
and should be considered in the assessment of liquidity and asset/liability management. Effective Liquidity Risk 
Management ensures a ‘business as usual’ posture at all times, thereby increasing the ability to withstand adverse 
events in the marketplace. 
 
Recent market events have increased the level of regulatory scrutiny over liquidity risk management. As a result, many 
financial institutions are working diligently to further improve their processes and internal controls. Deficiencies cited by 
banks include: insufficient holdings of liquid assets, funding risky or illiquid asset portfolios with potentially volatile 
short-term liabilities, lack of meaningful cash flow projections,  adequacy of the liquidity contingency plan, data quality 
issues, integrated technology platforms and reporting capabilities. 
 
The federal banking agencies − the Office of the Comptroller of the Currency (OCC), Board of Governors of the 
Federal Reserve System (FRB), Federal Deposit Insurance Corporation (FDIC), the Office of Thrift Supervision (OTS), 
and the National Credit Union Administration (NCUA) − issued interagency guidance in March 2010 (FRB Supervisory 
Letter No. SR10-6 - Interagency Statement of Funding and Liquidity Risk Management Policy) that outlined their 
expectations and emphasized the importance of sound practices for managing funding and liquidity risk.   
 
Further regulatory guidance of Basel III (International Framework for Liquidity Risk Measurement, Standards and 
Monitoring) was released on December 2010, with subsequent revisions issued on capital requirements and liquidity 
risk monitoring tools. These changes will likely challenge management’s ability to effectively implement a liquidity risk 
framework that can fully comply and satisfy a regulator’s changing expectations.     
 
Internal Audit should nurture a consultative partnership with client management and remain vigilant on the latest 
regulatory requirements on liquidity risk management to ensure that processes and internal controls sufficiently comply 
with the framework, expectations and definitions outlined in the FRB SR10-6 guidance notes and Basel III liquidity risk 
framework & standards. 
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Relevancy 
While Basel III’s - Liquidity Risk Controls (i.e. Net Stable Funding Ratio) will not be implemented until January 2018, 
regulatory requirements associated with liquidity risk management will continue to challenge the ability of client 
management to effectively manage changes as these guidelines continue to evolve. Furthermore, requirements 
around the Contingency Funding Plan, Capital & Resolution Management are also expected to be further developed 
by the Regulators.   

 
Critical elements that regulators will be assessing in their review of an institution's liquidity risk management process in 
relation to its size, complexity and scope of operations will include:  
 
 The Liquidity Coverage Ratio (LCR) implemented in January 2015.  This ratio consists of a 30-day time horizon 

and requires a minimum of liquid assets in order to weather a severe stress in the short-term funding markets. 
 The Net Stable Funding Ratio (NSFR) 'to be' implemented in January 2018. This ratio covers a one-year time 

horizon and requires the amount of funding that is expected to be stable over a one-year time horizon.  Funding 
is based on liquidity risk factors assigned to assets and off–balance sheet liquidity exposures. 

 Increase scrutiny of liquidity risk — specifically, risks related to collateralized funding and securitization. 
 Increase emphasis on the importance of banks securing private sources of liquidity rather than relying on central 

bank financing. 
 Increase demands for timely reporting of liquidity positions, including unencumbered assets, defined as real 

estate property or an asset that is free from liens and claims by financial institutions.  Such assets are easily 
liquidated, sold and transferred. 

 
Improving a bank’s condition has effectively been a unified effort with regulators and supervisors since the global 
financial crisis. Increases in capital requirements and the introduction of more robust liquidity requirements have made 
the global banking environment more resilient.  Similarly, resolution reforms are making banks “safe to fail” so that the 
whole banking system can become more resilient and the net result is more capital relative to assets and less 
leverage.   
 
Emerging trends with respect to capital management that regulators will closely examine include: 
   
 Stress testing requirements to become even tougher 
 Before regulators will allow a bank to pay the dividends or make the distributions that shareholders demand, the 

bank will have to pass one or more stress tests   
 In quantitative terms, the bank will have to demonstrate that it could still meet minimum requirements after 

absorbing the additional losses that stress could cause 
 
With respect to resolution management, regulators are expected to increase efforts to assure that banks that 
become insolvent can fail without cost to taxpayers and without severe disruption to the global financial markets or the 
economy at large.   
 
  



 

Key challenges facing financial institutions include: 
 
 Maintaining a proactive approach to liquidity management 
 Enhancing the liquidity culture within the organization 
 Sustaining system readiness and investment in technology 
 Maintaining a balance between business opportunities and risk since capital allocation for liquidity risk will 

influence the profit margin 
 Creating Liquidity Risk Models and applying assumptions that produce meaningful results 
 Evaluating funding sources and designing strategies to address urgent liquidity needs 
 Pressures in meeting the requirements of a more intensive regulatory oversight and agenda. The regulatory 

ratios will likely reduce the yield on banks' assets and increase the cost of the banks' liabilities. 
 
Business professionals with knowledge and hands-on experience with liquidity risk management have become 
specialized subject matter professionals.  This has been attributed to the highly regulated environment of global 
markets with complimentary regulatory reforms that are more sophisticated and broader in scope.  Liquidity Risk 
Management is highly correlated with aspects of Comprehensive Capital Analysis & Review (CCAR) and Resolution 
Management. 

Our Recommendations 
We recommend that banks re-evaluate the comprehensiveness of their management processes for identifying, 
measuring, monitoring and controlling liquidity risk.  Regulators are now focused on the financial viability of institutions 
since the global financial crisis and regulatory expectations now require that liquidity risk management be fully 
integrated into the institution’s risk management processes.  Critical elements that should be re-evaluated mindful of 
what the Regulators will be focusing during their examinations will include:  
 
 An effective Enterprise Risk Management program and governance framework 
 Demonstrated active involvement by the Board of Directors and senior management in an institution’s control of 

liquidity risk 
 Appropriate strategies, policies and procedures, and limits to manage and mitigate liquidity risk 
 Comprehensive liquidity risk measurement and monitoring systems that are proportionate with the complexity 

and business activities of the institution 
 Robust assessments of cash flows, sources and uses of funds 
 Active management and reporting of intraday liquidity and collateral 
 An appropriately diverse mix of existing and potential funding sources 
 Adequate levels of highly liquid, marketable securities free of legal, regulatory or operational impediments that 

can be used to meet liquidity needs in stressful situations 
 Periodic stress testing involving scenario modeling and assessment of liquidity cost under stress period 
 Comprehensive Contingency Funding Plans (CFPs) that sufficiently address potential adverse liquidity events 

and emergency cash flow requirements 
 Internal controls and internal audit processes sufficient to determine the adequacy of the institution’s liquidity risk 

management process 
 
  



 

To summarize, steps that client management should be considering to effectively sustain risk awareness within their 
organization are: 
 
 Training staff to think that we are 'All Risk Managers' 
 Board of Directors and senior management involvement in order to be promptly appraised of potential 

developments or emerging issues 
 Clear strategy and transparency of the overall liquidity risk framework 
 Well developed and documented policies and procedures 
 Investment in human capital and technology in order to exceed regulator expectations 

How Experis can help 

Experis Finance offers industry experience and knowledge in evaluating all aspects of the Liquidity Risk Management 
Framework, key processes and controls in accordance with the FRB SR10-6 mandate and Basel III requirements. 

Our Risk Advisory Services Practice have experienced subject matter professionals who have worked extensively with 
global financial institutions at assessing, evaluating risk assessments and providing meaningful recommendations for 
improvement.  In addition, we assist financial institutions in implementing recommendations including those from 
Regulators such as Matters Requiring Attention, Consent Orders and similar actions. 

If you would like further information on this or other matters impacting financial institutions, contact an Experis 
representative at financialservicesindustry@experis.com or visit Experis Finance. We have a team of financial industry 
professionals experienced in working with clients to address these issues and avoid costly fines and penalties.  


