
The Management Of 
Liquidity

2

BACKGROUND

Through the centuries, history has shown 
us that whenever a liquidity crisis has oc-
curred, the following decade would wit-
ness both structural and regulatory 
changes.

The many recent developments on the 
regulatory front focused on international 
regulators revising their policies and stan-
dards. All major banking supervisory or-
ganizations – the Basel Committee on 
Banking Supervision (BCBS), Committee 
of European Banking Supervisors (CEBS) 
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and national regulators like the Financial 
Services Authority (FSA), the Institute of In-
ternational Finance (IIF) and the Federal In-
stitution for Supervision of Financial Serv-
ice (Bundesanstalt für Finanzdienstleistung-
saufsicht, or BaFin) – have revised their cur-
rent recommendations or regulations and 
put forward new principals for the manage-
ment of liquidity.

Generally speaking, the regulations state 
that each company or financial institution 
is responsible for sound management of 
its liquidity risk to define a strong manage-
ment framework which guarantees that 
there is sufficient liquidity, including a 
buffer of high quality unencumbered liquid 
assets to be used to meet stress situations 
confronting the company.

The consequences of the aforementioned 
regulatory requirements and the market 
conditions handed down from the crisis 
are impelling compa-
nies and financial insti-
tutions to substantially 
evolving their liquidity 
management frame-
works in order to sup-
port the decision proc-
ess for implementing 
the new requirements 
and appropriately com-

plying with the timing.

The key components of a sound liquidity 
risk management process include:

• Corporate governance and accountabil-
ity.

• Policies, procedures and internal con-
trols.

• Risk measurement, monitoring and re-
porting systems. 

• Intraday liquidity management.

• Funding diversification.

• Maintenance of a cushion of highly liquid 
assets.

• Comprehensive contingency funding 
plans. 

• Limit frameworks.
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the establishment of effective strategic and operational monitoring, 
management frameworks with contingency plans. This is a crucial 
differentiator between the survivors and the fallen during a liquidity 
crisis.  

BACKGROUND 

Through the centuries, history has shown us that whenever a liquidity 
crisis has occurred, the following decade would witness both structural 
and regulatory changes.  

The many recent developments on the regulatory front focused on 
international regulators revising their policies and standards. All major 
banking supervisory organizations – the Basel Committee on Banking 
Supervision (BCBS), Committee of European Banking Supervisors 
(CEBS) and national regulators like the Financial Services Authority 
(FSA), the Institute of International Finance (IIF) and the Federal 
Institution for Supervision of Financial Service (Bundesanstalt für 
Finanzdienstleistungsaufsicht, or BaFin) – have revised their current 
recommendations or regulations and put forward new principals for the 
management of liquidity. 

Generally speaking, the regulations state that each company or financial 
institution is responsible for sound management of its liquidity risk to 
define a strong management framework which guarantees that there is 
sufficient liquidity, including a buffer of high quality unencumbered 

BASEL III 

The Basel III Accord (Basel Committee in 2010) is seen as a landmark in terms of liquidity 

regulation. It develops standards to measure and control liquidity risk, leading to two 

ratios of compulsory compliance and tools for monitoring liquidity risk. 

The purpose of the LCR (Liquidity Coverage Ratio) is to guarantee that the bank or 

financial institution maintains a sufficient level of high quality unencumbered liquid assets 

to survive a 30-day liquidity stress scenario, and the aim of the NSFR (Net Stable Funding 

Ratio) is to ensure that there is a balanced balance sheet structure and to limit excessive 

dependence on short term wholesale financing, for which purpose a minimum stable 

financing with a one-year horizon. 



In addition, independent, regular reviews 
of various components of a company’s li-
quidity management processes should be 
conducted. These reviews should test and 
document the current measurement proc-
esses, evaluate the system’s accuracy and 
recommend solutions for identified weak-
nesses. Independent reviews should also 
assess policy and procedure compliance.  
Noncompliance should be reported and 
the appropriate corrective action is taken.

LIQUIDITY AND RISK  
Liquidity is the life-
blood of any com-
pany, but it is par-
ticularly crucial to 
leveraged entities, 
such as financial 
institutions. 
Sound liquidity 
risk management 
involves both the 
Board of Directors 
and executive 
management de-
veloping a com-
prehensive proc-
ess that identifies, measures, monitors and 
controls a company’s liquidity risk expo-
sure. 

Many factors can affect a company’s liquid-
ity requirements. They include balance-
sheet items such as fixed assets, net re-
ceivables and payables; off-balance-sheet 
items such as forward-dated contract obli-
gations and undrawn lending facilities; out-
standing debt, such as unsecured fixed 
maturity long-term debt, committed and 
uncommitted facilities drawn down, time 
deposits, unsecured variable-term long-
term debt for variable-term and call depos-
its and secured debt; undrawn facilities, 

portfolio characteristics with assets 
pledged and not pledged, assets for sale 
and assets hedged. They can also be af-
fected by its reputation.
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Managing liquidity involves estimating pre-
sent and future cash needs and providing 
for those needs in the most cost-effective 
way possible. Moreover, well-managed 
companies have their liquidity risk manage-
ment process integrated into the com-
pany’s overall strategic planning and risk 
management frameworks.

It is important to note that liquidity manage-
ment and liquidity risk management are 
not the same, although regulatory supervi-
sion requires both to exist within a com-
pany. This difference has a great impact on 
the measures in how one or the other is be-
ing quantified and monitored.

LIQUIDITY MANAGEMENT

Liquidity management begins with an un-
derstanding of the company’s investment 
objectives. The creation of well-defined ob-
jectives combined with an understanding 
of the timing and the levels of cash re-
quired to support them are the foundation 
for forming an appropriate profile of liquid-
ity risk.

Liquidity management is the daily manage-
ment of the company’s liquidity under “nor-
mal” market conditions. Whereas, liquidity 
risk management, in its broadest sense, in-
cludes quantitative and qualitative objec-

tives for preventing liquidity issues, hence 
including managing the liquidity position.

Liquidity risk refers to the risk of the com-
pany being unable to meet its financial obli-
gations as they fall due without incurring 
unacceptable costs or losses through hur-
ried fund raising and/ or assets liquidation. 
Liquidity risk could be a result of the inabil-
ity of the company to manage unplanned 
decreases or changes in funding sources 
as well as the failure of management to rec-
ognise or address changes in market con-
ditions that affect the company’s ability to 
liquidate assets quickly and with minimal 
loss in value.

When developing, managing and monitor-
ing liquidity, the Board of Director’s must 
take responsibility for defining a robust 
company strategy, an appetite for taking 
risk and the establishment of limits to en-
sure its solvency.

Strategy: a company strategy or action 
plan is incomplete without an accompany-
ing plan to deal with uncertainty or the risk 
of tight liquidity.

A company strategy is composed of both 
an upside and a downside analysis. It is 
built on clear guidance of the risks the 
company will encounter due to their busi-
ness model as well as the various sources 
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of revenue that are being pursued. Focus-
ing too much on risk and the mitigation of 
the risks will reduce the potential for oppor-
tunity. Beyond quantifying the risk in a 
company’s products and services, a com-
pany needs to set clear liquidity bounda-
ries or limits, permitting executive manage-
ment to delineate as well as understand 
the associated risk- reward trade-off of 
capital investments.

The company strategy, not the needs of 
the current portfolio, should be the driving 
force of executive management in design-
ing the company’s future. Strategy requires 
the Board of Directors to become comfort-
able with the ambiguity in the information it 
receives and build robustness into its plan-
ning process while executive management 

executes the strategy to reach the goals, 
constrained by measurement and monitor-
ing.

There are two basic questions an effective 
corporate strategy should address:

• What is the company realistically try-
ing to achieve given the liquidity it 
has?

• How much liquidity does the com-
pany, given what the business serv-
ices and products are trying to 
achieve?

Satisfying these questions can be highly 
advantageous to a company while permit-
ting it to understand which type of risks 
are necessary to be undertaken and how 

much risk should 
be pursued as it 
moves forward to 
channel cash into 
strategic invest-
ments and gener-
ate value and 
earnings for its 
stakeholders.

Appetite: is an 
overall guide to 
resource deploy-
ment and capital 
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allocation at a company. Risk appetite is 
determined by the Board of Directors to 
recognize the impact of risk on earnings, 
the volatility of revenues, how capital is de-
ployed, workforce retention and reputa-
tional integrity. A risk appetite encom-
passes defined risk parameters related to 
the company strategy, the kind of risks 
and environment which a business is to op-
erate, the challenges that the businesses 
products and services are to face at the 
outset and a dashboard of “key” metrics 
that demonstrate adherence to the ap-
proved appetite.

The ability to articulate a company’s appe-
tite for accepting risk is a complex proc-
ess. Risk appetite changes with the 
macro-economic environment and differs 
with the maturity of a company or a finan-
cial institution. Risk appetite also reflects 
personal experiences and perception of 
those establishing it. Risk appetite should 
be allocated to individual risk types, busi-
nesses, and additional dimensionality (or 
combinations thereof) based on liquidity 
and capital relative to the potential returns 
and respective concentrations.

Whereas the risks associated with a com-
pany’s liquidity can be very difficult to man-
age, due to uncertainty about cash flow ob-
ligations that would depend on external 

events and the behaviour of other parties it 
is very important to connect the setting 
and management of risk appetite with a 
comprehensive risk management process 
that covers identifying, measuring, monitor-
ing and controlling the liquidity risks of

the business, the products, and the busi-
ness lines in a prudent and effective man-
ner.

There are two basic questions that an ef-
fective risk appetite should address:

• How should the company hold and 
generate liquidity?

• How should the company manage as-
sociated risks, such as, counterparty, 
sovereign, tenor, diversification and 
leverage?

Capacity: represents the maximum 
amount of risk that can be supported by a 
company expressed as an aggregate, avail-
able capital amount. The capacity for risk 
taking is determined by considering the 
availability of capital resources, the ability 
to raise capital (access to capital markets) 
and earnings strength and stability.

To establish capacity limits a company 
must surround the business strategy with 
an understanding of risk. Limits, whether 
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for liquidity or any other risk type, must 
flow to all levels of the organization. Moreo-
ver, limits must control significant risks ef-
fectively within the context of overall state-
ment of risk appetite. Limits should be ex-
pressed in specific metrics that are appro-
priate for a given risk. They should also re-
flect a company’s risk preferences and be 
aligned to support capital planning and al-
location. Limit should also be established 
at levels that can be tested periodically 
(i.e. they should be exceeded sometimes).

There are two basic questions an effective 
limit structure should address:

• Who at the company is overseeing, 
monitoring and managing the com-
plexity of the funding network: 
banks, bondholders, shareholders, 
suppliers and customers? 

• Does the company have a robust, ar-
ticulated contingency funding plan to 
handle liquidity problems or limit 
breaches?  
Hence, the importance of liquidity 
and its’ management in running a 
company and why it remains the fo-
cus of the regulators, the Board of Di-
rectors and executive management 
around the globe. 

STRESS TESTING AND LIQUIDITY

Stress testing enables the Board of Direc-
tors and executive management to over-
see liquidity across subsidiaries and geo-
graphies more effectively and understand 
the impact of such stresses at both a local 
and an enterprise-wide level. Stress tests 
begin with scenarios to identify situations 
that could cause extraordinary losses; how-
ever stress testing is also about manage-
ment response to these possible scenar-
ios.

At one extreme, a company does not need 
to withstand every single state of the 
world. Central banks, for instance, are sup-
posed to provide protection against sys-
temic crises. Indeed, the Federal Reserve 
acted aggressively during the last financial 
crisis by injecting liquidity in the financial 
system. Likewise, there is little point in try-
ing to protect against a widespread nu-
clear war. Relevant scenarios, however, re-
quire careful planning and a plan to re-
spond to its occurrence.

A company must establish, test and review 
plausible scenarios to test its resources to 
navigate and survive a stressed liquidity 
event. Stress testing activities should be 
seen as work in progress requiring familiar-
ity and support from the Board of Directors 
not just executive management. Stress-
testing programs are needed to provide an 
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integrated view of risk that encompasses 
all types of risk, including secondary ef-
fects and liquidity risk, such as bank de-
posit outflows or counterparty failures.

The stress testing analysis platform must 
allow different liquidity scenarios, as well 
as the production of metrics, information 
and data for timely monitoring. An effective 
platform can also facilitate rapid manage-
ment responses. A central organization 
should monitor and communicate all stress 
test results, thus providing risk, financial 
and other qualitative information that will 
help a company to make the proper deci-
sions and develop effective plans.

Even the most sophisticated stress test is 
only as good as the scenario on which it is 

based. Construct-
ing a good sce-
nario involves esti-
mating the prob-
ability of an occur-
rence, ensuring 
the variables actu-
ally

influence the out-
put concerned, 
taking into ac-
count various as-
sumptions, and 
having clear docu-

mentation about the rationales.

Scenario analysis must correspond to the 
portfolio of exposure. In the world of finan-
cial institutions one-size does not fit all! 
That is to say, the scenarios must be rele-
vant to the institution. It must test normal 
conditions as well as various versions of 
extreme volatility. Furthermore, to fully 
grasp the liquidity risk of a bank, stress-
tests should cover the group-wide liquidity 
exposures on a consolidated basis, includ-
ing the risks of multi-currency exposures, 
complex instruments and off balance 
sheet contingencies. Finally, the analysis 
function must concentrate risk around par-
ticular asset classes, and have outcomes 
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that directly assist management to take 
timely action.

The future could turn out to be entirely dif-
ferent from the scenarios tested and ana-
lysed during stress testing. Nonetheless, 
the scenario forecasts must be built on 
events and outcomes that form a cohesive 
story about how a business would evolve 
in such circumstances. The company 
should also have a robust governance 
model to ensure that the stress testing 
works in accordance with its objectives 
and that models and methodologies are 
consistently applied across all business 
units, with the results used to steer good 
business behaviour. To ensure the com-
pany would survive a substantial liquidity 
crisis, the Board of Directors needs to 
have Board members who possess an un-
derstanding of what can go wrong with li-
quidity, under normal, stressed and ex-
treme scenarios. That will help the Board 
to perform their governance role more ef-
fectively on behalf of the company share-
holders.

The reporting function must be able to pro-
vide internal and external liquidity reports 
in a seamless fashion, especially since it is 
likely that future regulatory requirements 
will demand more information on how 
stress testing is being conducted by a com-

pany, which assumptions are being made, 
which methodologies are being used and 
what actions plans are developed to cor-
rect instances of stress.

The Board of Directors and executive man-
agement should ensure strong and trans-
parent linkage exists between business 
line strategies, liquidity,

risk, capital adequacy and limits. A com-
pany may also want to consider setting 
and holding liquidity buffers as part of a 
sound liquidity management program, 
which identifies and measures the full 
range of liquidity risks, including the inter-
action between market and funding liquid-
ity and potential feedbacks on banks’ repu-
tation related to signalling effects or flawed 
external communication.

IS YOUR COMPANY PREPARED?

The recent financial crisis and ensuing envi-
ronment of uncertainty call for the Board of 
Directors and executive management to 
place a special emphasis on the active 
management of liquidity. Your company 
has a tremendous challenge beyond the 
need for new liquidity instruments, there is 
a need for the company’s management to 
conduct very detailed stress testing of the 
asset and liability positions to ensure suffi-
cient cash and safeguard solvency.
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There is also the need to start preparing 
for upcoming regulatory challenges, specifi-
cally, the changes being proposed by 
Basel III. Given the consequences of the 
regulatory changes on the business model 
of financial institutions, company Board of 
Directors and executive management must 
start to ask tough questions to ensure their 
company or financial institutions is safe 
and sound.

These questions include:

• What are the Treasurers’ plan to in-
crease their additional long-term 
debt and capital? 

• How will your financial institution re-
duce their committed credit and li-
quidity facilities? 

• Who in the company will adjust the 
pricing of assets to compensate for 
the higher cost of funding? 

• What impact that the requirements 
from the regulators will have on their 
liquidity management framework 
(e.g., the new supplemental measure 
of “leverage ratio”)? 

• Are the information systems at your 
company able to manage the granu-
larity and sophistication of liquidity? 

• What is senior managements’ knowl-
edge of the impending Basel III regu-
latory changes and what impact will 
that have on your company?

In anticipation of these upcoming chal-
lenges, the Board of Directors first must be-
gin to openly communicate and discuss 
with businesses how liquidity is used. Sec-
ond, the executive management of the 
company must enmesh the Treasury func-
tion into the businesses so that they be-
come a trusted partner ensuring govern-
ance is followed and adhered with. By mak-
ing a much broader treasury toolkit avail-
able to the businesses, the Treasury func-
tion will transform the way the company 
function; setting capital reserve require-
ments for its’ products and services while 
protecting the company from all types of 
financial crises.

Finally, the Board of Directors and execu-
tive management should recognize that 
normal is not the state of nature for the 
company, but a state of transition.
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