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The Future of 
Risk Management

	 “Shaping the Future of Risk Management”: what does this entail?  We asked and searched deep to find 
our answers to bring about the needed changes.  While we focus on the immediate “risk and regulatory hot top-
ics” and “building the next generation”, we know that there is much more beyond these.  Nonetheless, pragma-
tism requires that we focus on areas like these where we can supplement the efforts of many others in the industry 
seeking to address these same challenges.  One of our initiatives is this FinRisk Young Professionals Journal.
	 We received helpful feedback and encouragement, especially about the value and quality of the articles for 
our inaugural March 2014 issue of our FinRisk Young Professionals Journal.  We are privileged to continue to ob-
tain strong support from key leaders in the industry to contribute excellent articles for this July 2014 issue.  We ap-
preciate greatly their support and contribution.  While this is a good start, we hope to use this and other channels 
to promote greater Young Professionals activism in the Financial Risk & Regulatory industry and build this as a plat-
form where Young Professionals will increasingly use to develop and hone their skills, and share their insights.
	 In this issue, we remember the late Mr. Graham Strong, one of the founding members of The Financial Risk 
Institute.  Graham has been a great mentor to students and young professionals alike, and his services and pas-
sion in reaching out to them have moved many of us.  His recent departure is indeed a sad and sudden loss to us 
and many of the Young Professionals, especially those in the Washington DC area.  Many will remember his fa-
therly style of nurturing the young and building their readiness to deal with the complex challenges in this industry.  
Graham’s selfless dedication and unbridled willingness to share his experience and knowledge is a strong encour-
agement for many at FinRisk to aspire to do the same.  
	 We included in this issue one of Graham’s recent articles on Quantifying Sustainable Investments, which 
is highly insightful; weighing the macro picture and encouraging us to think beyond the transitional pricing of secu-
rities.  While not specifically mentioned, it also alludes to key factors that drive investment as well as trading deci-
sions, and provides useful insights for those of us seeking to examine these in light of the bigger picture implica-
tions of such decision making process on the economy and policy actions.  We have also included Frank Mori-
sano’s article on the Management of Liquidity, an area not well appreciated and understood by even large com-
panies, as evidenced in the massive and widespread liquidity crunch experienced by many in the 2008 crisis.  As 
we examine the fallouts of the 2008 crisis, it is not surprising to see the inevitability of government interventions, 
with their intended and unintended consequences.  Alex Pollock very aptly discussed these in his brief article on 
“The Financial Crisis as Soap Opera”.  David Rowe opined in his short article “Optimal currency areas and the 
Euros”, one of key challenges confronting economies in the EU, especially in the wake of the 2008 crisis that has 
largely crippled policy options available to struggling economies seeking to stabilize outward flow of capital and 
resources.  Peter Wallison’s article on “If You’re Big and Move Money, Watch Out” expresses his concern that 
“unless Congress acts, the feds will say that all large financial firms pose a 'systemic' risk and need bank-like regu-
lation.”   
	 We hope you will find this publication helpful.  Please give us your comments and suggestions via email to 
info@finrisk.org.  We are planning much more this coming year.  We encourage all readers to learn more about this 
and other FinRisk initiatives at our website: www.finrisk.org.

	 	 	 	 	 	 	 	 	 	 Steven P. Lee

	 	 	 	 	 	 	 	 	 	 Chair, FinRisk Founding Committee

mailto:info@finrisk.org
mailto:info@finrisk.org
http://www.finrisk.org
http://www.finrisk.org
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       This FinRisk Young Professionals Journal’s primary goal is to create a Young Professionals friendly environment, to encour-
age participation by seasoned and Young Professionals alike, to share and create a credible source of up-to-date risk manage-
ment information and thought-provoking discussion.  We welcome written contributions on FinRisk hot topics, including regula-
tory issues and risk management, especially those would be particularly helpful for Young Professionals.  

   We endeavor to bring an interesting collection of articles for our FinRisk participants and Young Professionals readers; one that 
will hopefully interest you to engage and participate actively in our FinRisk and Young Professionals events and activities.  It is our 
belief that through active participation, we can all benefit from our collective sharing.   

   We welcome diverse topics, discussions and points of view.  Publication is merit based, and submission does not guarantee 
publication.  As a policy, we do not accept compensation of any kind, including money, gifts or other favors, in exchange for edi-
torial publication.  The FinRisk Young Professionals Journal Editorial Board makes all editorial decisions, and decisions are final.  
The Board reserves the right to edit all content for clarity, accuracy, length and/or other factors.  Authors are responsible for the 
content and accuracy of reported data and statistics.  The individual viewpoints represented in this Journal express the view-
points of the author, and do not necessarily reflect the views of the Financial Risk Institute (FinRisk) or our sponsors and support-
ers.

   FinRiskYoung Professionals Journal accepts paid or sponsored advertising, separate from editorial content.  Please contact us 
at Info@FinRisk.org for more information on sponsorship and ad rate structure.

 Editorial Policy



An Approach For 
Quantifying Sustainable 
Investments
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1. BACKGROUND

The purpose of this paper is to provide an 
approach to financial analysis that asset 
managers can use for determining the in-
vestment value of ESG (Environment, So-
cial and Governance).  The integration of 
ESG into investment analysis represents 

the attempt to attribute financial value by 
understanding the drivers that impact the 
underlying business or asset portfolio and 
to use the same criteria as other invest-
ments, namely, lowering risk or increasing 
returns, which lie at the core of any finan-
cial analysis for investment.   
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ABSTRACT
	 Asset managers in the investment community are challenged in how to quantify ESG (Environment, Social and 
Governance), otherwise know as sustainability.  This paper shows how sustainability can 1) use forward-looking indica-
tors, 2) mitigate risk factors, and 3) diversify portfolios.  These are especially relevant given the higher incidence of fi-
nancial crisis.
	 Forward-looking indicators have a better track record in forecasting future asset class returns than historical 
measures.  The latter do not work well because expected returns vary over time (boom-bust cycles).  In addition, long 
run returns for any investment tend to be especially high following adverse events.  It is becoming clear that quantify-
ing sustainability will come from a thorough understanding of forward looking (top-down) valuation ratios, in addition to 
bottom up approaches.
	 Another central insight is that that an asset’s stand alone volatility (risk-return tradeoff) has little to do with re-
turns as is the current paradigm, but rather, has more to do with the risk premium.  It is the systemic risk factors that 
are the source of volatility that needs to be understood.  The degree to which sustainability mitigates these risk factors 
needs to be understood, and from this, the risk premium can be ascertained, and then factored into the risk-return ra-
tio.
	 Finally, the need for negatively correlated return sources that fare well in bad times has been amply demon-
strated in the last financial crisis. Sustainability ought to smooth portfolio returns during bad times or adverse events 
and can potentially provide a diversification opportunity.  
	 These and other insights could go along way to quantifying ESG and set in motion an exciting dialogue with the 
financial community.

The Late Graham Strong,
Founding Member, 
The Financial Risk Institute (FinRisk)
Formerly Faculty Advisor, Systems Analyt-
ics, Carnegie Mellon University, 
H. John Heinz College, 
School of Public Policy & Management



Externalities: ESG continues to raise 
awareness of the externalities that are im-
pacting society, industry and businesses 
and the need to scan for emerging threats 
and opportu-
nities.  Busi-
nesses will 
need to un-
derstand the 
external 
forces that 
will impact 
them using 
“strategic 
analysis” to 
augment the 
traditional stra-
tegic planning process.  This can be sum-
marized in a SWOT analysis framework 
where opportunities and threats (OT) repre-
sent the external environment, and 
strengths and weaknesses (SW) represent 
the internal environment.  The impact of 
OT can be scored using a risk landscape 
map and scenarios incorporating macro 
risk drivers.  

Downside risk: There are many examples 
of threats (downside risk) and the reinsur-
ance sector has shown that extreme 
events can be capitalized through healthy 
balance sheets.  Vulnerabilities to those 
balance sheets can be anticipated before 

an unexpected event materializes and defi-
ciencies addressed beforehand.  ESG is-
sues tend to have similar major impacts to 
the downside and represent a “fat tail” of 

extreme out-
comes that can 
have significant 
influence on the 
variability of re-
turns.  Similarly, 
during bear mar-
ket conditions, 
the degree to 
which busi-
nesses can avoid 
earnings variabil-

ity is a key consid-
eration.  Investors will demand a higher 
risk premium for businesses exposed to 
downside risk.

Earnings variance: A business that is un-
able to exploit the external environment or 
is subject to exposures will experience vari-
ances in corporate earnings over time as 
the environment changes. The main hy-
pothesis of this paper focuses on down-
side risk as it relates to sustainability in 
bad times or extreme events, costs as they 
relate to higher prices, and opportunity 
cost related to making latent business deci-
sions (“decision latency”) to invest under 
changing and uncertain conditions.
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Free Rider Problem: external costs are 
gradually being forced upon businesses by 
legislation and societal expectations.  The 
free rider problem in economics refers to 
when businesses produce more than is op-
timal of a specific good because external 
costs are not considered.  At some point, 
these external costs will come back to 
businesses in the form of external shocks, 
increasing earnings variability.  The prob-
lem is that a given negative outcome (say 
from climate change) is not going to be im-
mediate.  The decision to defer making a 
decision about a far off future event is 
known as decision latency.  To address 
this common phenomenon, a risk assess-
ment landscape is used that takes a future 
ready perspective.  That is, better long-
term sustainability is based on forward 
looking indicators while also scanning for 
emerging risks in the short to mid-term. 

Standard Deviation on Returns:  sustain-
able investments mitigate emergent envi-
ronmental risks, resulting in lower earnings 
variability, and producing a lower standard 
deviation on returns.  Comparisons should 
be made within industry sectors to control 
for the potential moderating influences of 
industry-specific environmental contexts. 
In the following slides, it will become evi-
dent that the risk-return relationship of sus-
tainable investments will be the inverse of 

current practice (positive relationship), 
showing that sustainable performance is 
reflected in a negative risk-return relation-
ship.

Natural (Ecological) Limits:  In a classic 
study on speed limits (feasible growth 
based on climate change, environmental 
pollution, scarce natural resources), the 
supply of total investment returns equals 
income for all assets, plus growth in the ag-
gregate market value of investable assets 
minus new issues.  If the aggregate value 
of investable assets is assumed to be a 
fixed proportion of social wealth, they 
should in the long run grow at the same 
speed.  The natural limit trend growth of 
current yield and net new issue data, 
should guide investor views of sustainable 
long-run real returns.  This is to say that 
trend growth in GDP is a ceiling for trend 
earnings growth over the very long term.  
As the economy encounters natural limits, 
externalities will increasingly become inter-
nalized, challenging businesses to become 
future ready for adverse consequences 
arising from shortages, scarcity etc.

Risk landscape mapping refers to the de-
gree to which cause and effect can be de-
termined based on the interaction of com-
plexity and uncertainty.  Securities mispric-
ing occurs when cause and effect contain 
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feedback loops. Risk analysis methods 
need to be suited to a given domain 
(known, knowable, complex, chaos/
uncertain) and usually involve a mix of 
structured and responsive techniques. 

Known:  cause and effect relations repeat, 
are perceivable and predictable.  Ap-
proaches to managing risk can be reduced 
to best practice guides. The consideration 
of future instability 
does not belong to 
the known domain.

Knowable: cause 
and effect are sepa-
rated over space 
and/or time. Know-
able factors corre-
spond to the likeli-
hood of instability 
over the short to 
medium term. Analysis is based on sys-
tems dynamics or structural modeling. At 
the macro level, the characteristics of a 
portfolio that outperforms during a period 
of deceleration are different from than 
those of a portfolio that outperforms as 
leading indicators are accelerating.  Incor-
porating ESG information into the portfolio 
construction process has the potential for 
adding alpha and exceeding the returns of 

an analogous non-ESG portfolio, regard-
less of the business cycle.

Complex: cause and effect are only coher-
ent in retrospect and do not repeat.  Under-
standing requires monitoring of emerging 
patterns and flexible response (to ecologi-
cal limits).  At the macro level, methods 
used for the complex domain (e.g. SWOT 
analysis) are designed to produce context 

specific in-
formation in 
a flexible 
manner to 
ascertain ge-
neric rela-
tionships 
driving insta-
bility.  The 
complex do-
main re-
quires moni-

toring of emerging patterns and the emer-
gent nature of unstable events, which be-
come more apparent as time horizon gets 
shorter.  Early warning systems seek to 
flag emerging crisis as early as possible on 
the basis of recognizable patterns or feed-
back loops. At the micro level, complex re-
gimes, in which multiple risk factors are in-
terrelated, require dynamic valuation to de-
termine a stock’s value relative to its cur-
rent market price and relative to all other 
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stocks in the universe (e.g. S&P 500 In-
dex).     

Chaos: no cause and effect relationships 
perceivable. 

FEEDBACK LOOPS can amplify market 
movements.  Such (procyclical) dynamics 
are especially powerful when applied to 
demand/capacity feedback loops and they 
can be overlaid on the performance of any 
asset or strategy.  Feedback effects from 
procyclicality make asset returns and risks 
endogenous, via correlation with resource 
depletion.  Market prices reflect expecta-
tions of future capacity based on feedback 
loops which can result in either a virtuous 
cycle or vicious cycle.  Feedback loops 
that boost procyclicality include:

• Multiple and interacting factors, including 
droughts combined with socio-economic 
pressures, affect human security;

• Increases of average temperature above 
threshold levels have led to significant hu-
man health impacts such as increased inci-
dences of malaria;

• Increased frequency and severity of cli-
matic events, such as floods and 
droughts, affect both natural assets and hu-
man security;

• Accelerating changes of temperature and 
sea level rise pose a threat to some natural 
assets and food stocks

• Substantial biodiversity loss and on-
going extinction of species are affecting 
the provision of ecosystem to support an 
increasing GDP

Increased demand results in natural re-
sources having varied impacts on the eco-
logical footprint, which pushes resource 
use in excess of what the planet can sus-
tainably generate.

Given pro-cyclicality, these feedback ef-
fects are sufficiently important that in the 
absence of sufficient sustainability invest-
ments, the annual rate of world GDP 
growth gradually falls from about 2.7 per 
cent per year in the period 2010– 2020 to 
2.2 per cent in the period 2020–2030 and 
further to 1.6 per cent in the period 2030–
2050 (UNEP Report 2012).

RISK ASSESSMENT METHODS attempt 
to estimate a portfolios vulnerability to in-
stability based on a firm’s resiliency to ad-
verse events, thereby being labeled as sus-
tainable.  On the basis of knowable risk fac-
tors, assessments determine which firms 
are more or less vulnerable to potential in-
stability.  The appropriate transformation 
between resilient/not resilient, is carried 
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out using ESG risk and return scoring, 
which separate firms into predicted sustain-
ability.

Establishing the appropriate risk/return is 
contextual and based on an accurate risk 
assessment that avoids type 1 and type 2 
errors where type 1 errors (false positives) 
occur when sustainable firms are pre-
dicted but are in fact unstable,  and type 2 
errors (false negatives) occur when unsus-
tainable firms are not predicted, but are in 
fact stable:

• Type 1 error – sustainable firms are pre-
dicted but this is not accurate (false posi-
tive)

• Type 2 error -  unsustainable firms are 
predicted but are resilient (false negative)

False negatives, which result in resilient 
(sustainable) firms not being selected, are 
far more costly to a portfolio decision 
maker, than false positives, because, dur-
ing downturns, there is no risk mitigation 
to counteract loss.  

Even a 25% success rate in successful 
identification of sustainable firms would be 
enough to make significant preventative 
portfolio loss.

CDS Spreads: CDS spread widen when 
volatility rises.  Losses result as the risk 
premium at which the stock was pur-
chased, falls short of the risk delivered.  
Thus returns are poor when volatility rises 
quickly and in excess of what is priced into 
the risk premium.  The behavior of volatility 
can change in time. Asset classes have “re-
gimes” of volatility – flat volatility, periods 
of heightened volatility, periods of de-
pressed volatility. Volatility approximates 
risk, but is not risk.  

Risk assessments that permit comparabil-
ity between different investment strategies 
and asset classes provide an important 
means to prioritize where and when to 
make investments and to avoid mal-
investments. At the macro level, methods 
that quantify implied volatility will enable a 
direct comparison.  Risk assessment be-
comes part of a wider decision support 
system where implied volatility provides an 
important aspect of assessing the threats 
and opportunities from externalities.  At 
the micro level, explicit modeling is 
needed to understand cause and effect re-
lationships, system feedback effects and 
time delays in information flows.

2. RISK-RETURN RELATIONSHIP
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Conventional thinking supports the relation-
ships between risk-return where higher 
level of risk provide better returns, but stud-
ies have shown this is only relevant across 
asset classes, but not within an asset 
class.  Within an asset class (e.g. renew-
able energy stocks), the relationship is the 
inverse, where returns decrease at higher 
risk levels and therefore there is no trade-
off between risk and return (no efficient in-
vestment frontier).  More stable corporate 
or project earnings are associated with 
higher average returns.

Lower Earnings Variability: Ex post analy-
sis studies, analyzing data from firms that 
operate within specific industry groups 
shows a negative risk-return relationship 
where lower earnings variability is associ-
ated with higher reported earnings over 
the same time period.  Hence there is an 
inverse relationship between the standard 
deviation on returns (SDR) and the average 
returns (ROA) over the same period (Ander-
sen, Denrell, and Bettis 2007).

Portfolio Construction: an inverse risk-
return relationship can be explained by sus-
tainable operations and capabilities where 
there is an ability to respond appropriately 
to environmental changes arising from the 
effects of natural limits.  Responsiveness 
can be inferred from 1) expected return cal-

culation over the coming period, and 2) 
MSCI ESG data on each security used to 
calculate the ESG score.  Hence, a firm 
that has this ability to respond appropri-
ately will avoid adverse and unsustainable 
economic events, and results captured in a 
lower standard deviation of returns relative 
to unresponsive competitors.

3. SUSTAINABILITY AND RISING MAR-
KET VOLATILITY (VALUE PROPOSI-
TION)

The interconnectedness between the real 
economy and the financial system in-
creases as externalities reach and exceed 
their tipping points as measured by natural 
(ecological) limits. The investment horizon 
becomes shorter as the impact of shocks 
(e.g. shortages) and unexpected events in 
the real economy increase volatility levels 
in the financial markets. Investors overpay 
(asset valuation risk) for high volatility 
stocks that perform poorly in the long run 
(Baker-Bradley-Wurgler. 2010).  Similar pat-
terns exist in the fixed income markets.   

Investor behavior: utility maximizing inves-
tors seek the most attractive portfolio of 
risky assets (with the maximum sharpe ra-
tio), and lever this position up or down to 
reach their volatility target, or if cannot 
lever up, hold a greater weight in inherently 
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volatile assets, thus reaching for volatility, 
using high beta stocks as a substitute for a 
levered 
portfolio.  

The value 
proposition 
for sustain-
ability de-
rives from 
the diversi-
fication 
benefit 
from sus-
tainable investments in a portfolio of mixed 
assets classes that offset the effects of 
volatility.  This is particularly the case dur-
ing downturns, where volatility increases 
and the marginal utility derived from sus-
tainability at its highest.  Volatility levels re-
flect the impact of externalities on the fi-
nancial system; as the impact from exter-
nalities increase, less resilient businesses 
will be adversely affected as natural (eco-
logical) limits are reached.  

4. FORWARD LOOKING INDICATORS 
(FUTURE READY)

The environment contains unknowable risk 
factors and an absence of precise measur-
able indicators.  Understanding the future 
using scenarios connects the future to the 

present (future ready).  Inferences can be 
drawn from an assessment of risk-return 

shift as leading indica-
tors peak and trough.  
Signals sent through 
the business cycle 
show macro trends 
that can be used to 
avoid mal-
investments and se-
lect sustainable 
stocks instead.  Effec-
tive investment portfo-
lio construction re-

quires future-oriented analysis of forward 
looking indicators of asset returns.  The in-
vestment in sustainable stocks reflects a 
shift from reactive (quarterly) stock selec-
tion, to preventative long-term stock selec-
tion. 

Long-term:  For the long term, a constella-
tion of risk assessment methods is re-
quired to provide the requisite level of sup-
port to decision makers.  The scope of 
these methods run from future scenarios, 
risk (premia) regimes shifts across the busi-
ness cycle, to systems dynamics (feed-
back loops).  The primary mode of analysis 
for different methods varies with the hori-
zon and should be conducted using a fu-
ture back workflow using slow moving indi-
cators.
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Short-term: The constraints imposed by un-
certainty rule out of the possibility of mak-
ing definitive predictions of the medium to 
long term.  In the short term, risk factors 
fall along a spectrum of unknown, known 
unknown, known, and complex.  In the im-
mediate short term, it is possible to spot 
emergent instability in it early stages 
through the use of high frequency indica-
tors (see next slide) and focused monitor-
ing (EWS)

Phase Transitions: the macro themes sug-
gested from scenarios and inflection 
points in risk premia regimes (coincident 
risk factors) are telling signs of a coming 
reality.  Credit spreads are a coincident in-
dicator.  When credit spreads rise, it is an 
indication of risk clarity that is weighed real-
istically.  When spreads explode, it is the 
moment of panic.   Phase transitions occur 
when the constituent properties of a sys-
tem undergo fundamental and abrupt 
change or reach a tipping point.  

A MACRO RISK ASSESSMENT includes 
an early warning system (EWS) comprised 
of slow moving and high frequency indica-
tors. The possibility to spot emergent un-
sustainability in its early stages is enabled 
by monitoring these indicators closely.  
This enables decision makers to restrict at-
tention to a subset of high risk (or high po-

tential impact) risk factors.  The risk assess-
ment distinguishes among three catego-
ries of indicators within a spectrum of 
measures that can help determine the 
build-up of sector risks in order to predict 
potential distress at a reasonable forecast 
horizon and sufficiently high degree of ac-
curacy:

1. Leading (but slow-moving) indicators 
that signal in advance rising vulnerabilities 
but cannot inform the timing of distress 
(from externalities) or the onset of an im-
pending crisis: movements of various indi-
cators such as demand-supply aggre-
gates/ imbalances and other mac-
roeconomic data and macro trends, signal 
sector risks with associated systemic impli-
cations.

2. Near-coincident indicators that signal 
that risks are about to materialize (“immi-
nent distress”) but provide some foresight 
(via forward-looking indicators) well ahead 
of time that risks are building up (“near-
coincidental”) and forewarning of potential 
dramatic imbalances.

3. Coincident indicators that document the 
realization of stresses (and provide some 
measure of possible escalation).  The coin-
cidence of different factors, acting simulta-
neously, can create feedback loops that 
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can induce systemic, non-linear, non-
periodic behavior and phase transitions.  

5. THE QUANTIFICATION GAP (RISK 
PREMIA)

The equity risk premium (ERP) refers to the 
expected or realized return of a broad eq-
uity (sustainable) index in excess over 
some non-equity index alternative (e.g. risk-
less asset such as a Treasury bill or long-
term treasury bond).  The most popular 
relative value indicator across major asset 
classes is the spread or ratio between eq-
uity market E/P and 10-year Treasury yield. 
This ratio is high when stocks are expen-
sive vs. bonds.  However, shifts in the rela-
tive risk of asset classes can reflect a struc-
tural change that undermines the useful-
ness of valuation signals like the yield ra-
tio, particularly when a risk regime change 
occurs. For this reason, the risk framework 
outlined previously needs to be operational-
ized to watch out for risk regime changes 
resulting from externalities. As externalities 
in the real economy impact the financial 
system, trailing moving averages (price, 
yield, spread) will play an important role in 
understanding natural limits

Resilience: An important risk indicator is 
the relation between equity market volatil-
ity and subsequent market returns.  Equity 

market volatility reflects two offsetting ef-
fects – the average volatility of individual 
equities and the average correlation 
among equities.   Thus if a sustainable eq-
uity class is mildly correlated with the over-
all market, it will be more resilient.   When 
markets are stressed, resilient stocks are 
those that carry a high marginal utility (MU) 
as performance is less impacted relative to 
other non-sustainable stocks.  Risk premia 
will be higher for more volatile stocks, re-
ducing returns.

RISK PREMIA are higher for assets that 
fare poorly in bad times whereas safe ha-
ven assets (e.g. government bonds) may 
even have negative risk premia over cash.  
Sustainable investments, as an asset 
class, exhibit high marginal utility (MU) dur-
ing adverse environmental changes. Ex-
pected return differentials across assets re-
flect rational risk premia resulting from mar-
ket inefficiencies and demand-supply ef-
fects arising from natural limits (environ-
mental sustainability).

The expected excess return of a given as-
set over the riskless rate is often called the 
ex-ante risk premium of that asset.  In a 
world of uncertainty and time-varying ex-
pected returns, price = the stochastic dis-
count factor (SDF) times x (cash flow) 
for a given asset, where SDF represents 
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the uncertainty in the time-varying dis-
count rates, thus the risk premium for any 
asset reflects its co-variation with bad 
times or shocks.  Investors are willing to 
pay more (accept lower expected returns) 
and therefore require a lower risk premium 
for assets that do well in bad times or dis-
tress from shocks.  Conversely, investors 
require higher risk premia for assets that 
tend to suffer in bad times or shocks ema-
nating from climate change, shortages, re-
source degradation etc.  Therefore the 
risk premium for an asset = -covariance 
(asset excess return times SDF) with bad 
times or shocks.

Risk Premia impact: it is estimated that 2/
3rds of a stock’s performance is explained 
by macro trends.  Investors, therefore, will 
have a difficult time explaining the perform-
ance of stocks in isolation from the macro 
environment and underestimate the influ-
ence of externalities.  Top-down environ-
mental analysis shows how stocks are influ-
enced by macro-induced peaks and 
troughs.  Getting the big picture right has 
become a necessity for a sustaining global 
economy.  The five risk drivers shown can 
be used to create scenarios around a 
given “risk premia regime” and determine 
its impact on expected returns (Antti Ilma-
nen 2011): 

a. Market Frictions:  Close inspection of 
coincident indicators show the potential 
for feedback loops between the real econ-
omy and financial markets. Resilience re-
fers to marginal utility (MU) and how asset 
prices withstand or recover after a shock.  
Aftershock illiquidity is the most important 
market friction and illiquidity-related pre-
mia appear to raise the expected returns 
of certain alternative/ sustainable asset 
classes, as well as less liquid pockets of 
traditional asset classes.  Illiquid asset (un-
sustainable) classes have high risk-return 
ratios precisely because they are prone to 
dramatic losses in downturns.  

b. Systemic Risk Factors (Interconnect-
edness): if there are several risk factors 
that generate undiversifiable risk, then a 
multi-factor relation holds.  Thus the risk 
premium can be described as depending 
on co-variation with the SDF (bad times, 
high MU periods) applied to the risk fac-
tors – not just the individual assets. These 
different risk factors create different 
sources of return uncertainty and can have 
different market prices.  So, either one can 
view bad times as a meta-concept or one 
can treat different dimensions of bad times 
(negative growth, high inflation, financial 
crisis, illiquidity spiral, high volatility/
correlations etc.) as distinct factors.  To-
gether, these factors constitute a set of 
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high MU periods or regimes.  Investors 
who bear these priced factor risks effec-
tively supply insurance to other investors 
against enduring losses in bad times and 
earn a systemic risk premium as compen-
sation. Direct inferences between risk driv-
ers and a particular scenario are made pos-
sible by understanding causal patterns 
and relationships (interconnectedness) that 
explicitly link risk factors to likely (unstable) 
outcomes.  

c. Business Cycle:  Returns on assets 
vary over time with required risk premia be-
ing high in bad times such as business cy-
cle troughs, reinforced by boom and busts.  
A solid understanding of the business cy-
cle is necessary for understanding how the 
risk-return relationship shifts as leading in-
dicators peak and trough. The characteris-
tics of a portfolio that outperforms during 
expansion and contraction are different (re-
fer risk premia regimes found on slide 16, 
showing the four stages of the business cy-
cle).

d. Resource Efficiency:   equal or higher 
growth could be attained with a more sus-
tainable, equitable and resilient (high MU) 
economy, in which natural resources 
would be preserved through more efficient 
use. The key aspect of resource efficiency 
is not asymmetry in the standalone returns 

of a given asset but its contribution to the 
market portfolio’s resource efficiency (i.e. 
the co-skewness of the asset with the 
resource-efficient market).  Investors prefer 
assets that are positively skewed that tend 
to earn high returns.  Such (sustainable) as-
sets are currently rare.  Conversely, inves-
tors dislike negative skewness and require 
extra ex ante reward for holding assets 
that perform poorly.

e. Demand-Supply Effects: a sudden 
shortage can cause sharp upward spikes 
in prices in certain commodity prices. Scar-
city becomes a factor where the net sup-
ply cannot be increased in response to de-
mand, thus boosting current asset prices 
and reducing expected returns while abun-
dance may do the opposite.  Understand-
ing the fundamentals of the demand and 
supply for a market is the key to gauging 
whether or not there is an imbalance.  Dis-
crepancies may signal an impending bub-
ble.  Macro trends and trailing averages 
can confirm this and act as a guide to pre-
vent extreme extrapolation from current 
conditions. 

6. SUSTAINABILITY COVARIANCE 
(VALUATION)

To understand what kind of environments 
are constituted, it is useful to determine 
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the marginal utility (MU) of the environ-
ment, or the MU regime, and how such a 
regime co-varies with good and bad times.  
If the covariance of an asset class or strat-
egy is high, they tend to lose money (in 
bad times).  High covariance with bad 
times produces volatility.  Low covariance 
with bad times produces sustainability. 

Generating Risk Premia Regimes (Sce-
narios):  the covariance of risk drivers and 
the environment produce scenarios that 
can be used to make investment valua-
tions.  As explained elsewhere, low risk in-
vesting (low beta, minimum variance or 
risk weighting) is one of the more enduring 
sustainable strategies. The anomaly is that 
low risk portfolios can offer a higher return 
than riskier portfolios. In bear markets, 
volatility is high which favors low-beta 
stocks. In bull markets, betas are tight and 
volatility is low, so low-beta stocks barely 
underperform. Over the cycle, low beta 
wins out.

7. RISK PREMIA REGIMES 

Understanding risk premia regimes re-
quires a shift in thinking away from ex-
pected asset or strategy returns and to fo-
cus on their underlying return drivers (fac-
tor risk premia).  Each asset or strategy 
can be viewed as a bundle of relevant fac-

tor sensitivities.  These underlying charac-
teristics may be priced inconsistently 
across assets and at times offer exception-
ally high or low returns in certain assets at 
certain times through the business cycle 
(stages 1 – 4).  Growth, inflation, liquidity 
and tail risk are the four most important re-
gime influencing factors, where tail risk is 
comprised of volatility, correlation and 
skew (only two regimes are shown here).

Asset Exposures: risky equity assets have 
the most growth exposure, commodities 
benefit from rising inflation, while long 
Treasuries suffer. All risky assets suffer 
when market illiquidity or volatility esca-
lates.  Different risk factors may each have 
a different market price of risk, reflecting 
their different covariance with bad times 
(marginal utility). Extreme conditions in any 
risk factor tend to coincide with bad times 
(cycle stage 3 and 4) during which the 
trade shifts in favor of companies with 
more sustainable business models.

Business Cycles: fluctuations related to 
business cycles are surprisingly important. 
Stock market returns have been histori-
cally low in early to mid-recessionary peri-
ods while both stocks and bonds have 
fared well late in recessions and near the 
cycle trough.  Leading indicators (LDIs) are 
the most useful tool to distinguish among 
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stages in the cycle.  Once LDIs turn down, 
the risk-return profile of financial markets 
change dramatically and stability over cycli-
cality becomes the preferred sector posi-
tioning (counter-cyclical sectors outper-
form when LDIs decline).  Returns during 
the waxing and waning of the business cy-
cle are almost the mirror image where 
counter-cyclical pick up while cyclical 
wane as the cycle matures.

8. SUSTAINABLE INVESTMENT QUANTI-
FICATION FRAMEWORK

Risk Appetite/Tolerance: the use of natu-
ral limits reflects a well-informed risk toler-
ance that specifies the absolute amount of 
investment that is acceptable.  These lim-
its of risk tolerance result in an indicative 
target to which a portfolio can grow.  This 
risk-limited investment portfolio is smaller 
in size than the size that leads to maxi-
mum value.  Portfolio weights are opti-
mized on expected risk and return and 
ESG score. 

Risk-Return Profile: quantitative valuation 
is one of the most importance aspects of 
the risk-return profile for sustainability and 
involves, 1) top down changes in leading 
indicators that presage a stage shift in the 
business cycle, and 2) bottom up explicit 
modeling of cause and effect relationships, 

systemic feedback effects and time delays 
in information.    

Risk Mapping and Assessment: mapping 
the frequency and severity of risks can pro-
vide the basis for an indicative ranking of 
risks, thus reducing uncertainty.  For exam-
ple, renewable energy projects are ranked 
by riskiness as follows – 1. Wind, 2. Bio-
mass, 3. PV, 4. Hydro. 5. Geothermal, 6. 
Solar Thermal, 7. Waste-to-energy, 8. 
Other.  This ranking is indicative of the risk 
premium that needs to be applied based 
on long-term portfolio risk-return character-
istics. 

Portfolio Risk Management: a low fre-
quency sustainability stress index (LSSI) is 
used to manage medium-term risk and a 
high frequency systemic stress index 
(HSSI) is used to manage short-term risk. 
This latter includes variance (implied volatil-
ity, skew, kurtosis, fat tails) risk premia cal-
culation. 

Risk Monitoring: refers to monthly re-
evaluation and rebalancing based on sig-
nificant deviations from expected returns.  
Appropriate thresholds are established, 
which once breached, trigger some sort of 
response.  These responses can be formal-
ized into contingency plans.  In addition, 
unanticipated emergent risks needs to be 
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identified in situations of increasing uncer-
tainty and volatility.  In these circum-
stances, weak signals and unexpected 
events need to be sensed using environ-
mental scanning.  

9. CONCLUSION 

The overarching hypothesis presented 
above points to a view that sustainability is 
measured by a higher return on a lower 
level of risk.  Risk is measured as the stan-
dard deviation of returns.  The argument 
presented is that effective sustainability 
practices are evidenced by more stable 
earnings development.  The inverse risk-
return relationship can be explained by sus-
tainable capabilities where the ability to re-
spond to changes in the environmental 
context (externalities) is essential. 

Sustainable capabilities: The sustainabil-
ity investment quantification framework 
shows the managerial capabilities needed 
to respond to emerging environmental 
changes. In times of downside risk, sustain-
able companies weather the impact better 
than their competitors by avoiding large 
losses and being positioned to develop a 
stream of new business opportunities that 
will support a steady flow of corporate 
earnings.  We can interpret sustainability 
as capabilities that enable businesses to 

obtain a better fit with the prevailing envi-
ronmental context over time. 

Proof-of-concept: the hypothesis needs 
to be tested using a proof-of-concept 
(POC) as shown above, developed in asso-
ciation with the key concepts that have 
been outlined.   Securities that are se-
lected for the POC should show an adap-
tive capacity based on sustainable capabili-
ties suited to their industry sector, where 
the inverse risk-return outcome holds.  

In assessing performance, we will want to 
understand how risk factors at a macro 
level (top down) are used for portfolio con-
struction, while using ESG scoring and 
portfolio optimization (bottom up) to select 
securities for long-term risk and return per-
formance that avoid excessive downside 
losses. 
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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 

20



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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The Financial Crisis As 
Soap Opera

3

Title: Stress Test: Reflections on Financial 
Crises 
Author: Timothy F. Geithner 
Publish Date: 2014 
Publisher / Edition: Random House

"When government financial officers, like 
Treasury Secretaries and Fed Chairmen, 
stand at the edge of the cliff of a market 
panic and stare down into the abyss of po-
tential financial chaos, they always decide 
upon government intervention. In the first 
place, nobody wants to go down in the ig-
nominy of being the ones who stood there 
and did nothing in the face of a financial 
collapse. Secondly, nobody will or should 
take the risk of triggering the unnecessary 
financial and economic destruction of a 
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debt deflation. So they always do and 
should intervene.  
 
In a panic, the desire for return on capital is 
replaced by the desire for return of capital 
(as Will Rogers said), uncertainty premiums 
grow extremely high, and everybody wants 
a government guaranty. To supply the mar-
ket with the government guarantees it 
craves, government balance sheets inter-
mediate between the panicky market’s ex-
cessive demand for safety and risk assets. 
Their expansion allows private balance 
sheets to reduce risk. It should always be 
temporary and limited to the crisis."  
 
I wrote the above lines in March, 2008. It 
was true of Hank Paulson, Ben Bernanke, 
and Tim Geithner at that time. It is true of 
all governments in all countries in all times. 
No responsible officers are ever willing to 
go down in history as the ones who just 
stood there. Put in their position and faced 
with the same intense uncertainty and per-
vasive fear, you would make the same deci-
sion. 
 
Governments typically go through three 
phases when faced with a financial crisis. 
First, there is delay in realizing the extent 
of the losses while issuing later-
embarrassing public assurances. Second, 
the central bank acts as lender of last re-

sort, following Walter Bagehot’s classic ad-
vice to the Bank of England for dealing 
with panics. Then it is realized that large 
swaths of the financial sector are not only 
illiquid, but broke, and they need not just 
loans, but more equity. The government as 
investor of last resort provides equity in 
one form or another. It is always objected 
that these interventions create moral haz-
ard (long-run weakening of discipline), and 
so they do. But the threat of immediate fi-
nancial collapse trumps the objections. 
 
The preceding four paragraphs pretty well 
sum up the intellectual argument and the 
outline of the events covered in the 500 
pages of Stress Test, by Tim Geithner, for-
mer Secretary of the Treasury, and before 
that, President of the Federal Reserve 
Bank of New York. In these positions 
Geithner was a principal actor in shaping 
and carrying out the government’s many 
and massive interventions during the finan-
cial crisis of 2007-2009, as well as the in-
evitable political and regulatory overreac-
tion afterwards. 
 
In this crisis memoir, he is determined and 
anxious to defend and fully justify the inter-
ventions and bailouts in which he played 
such a prominent part. Fair enough. But 
the basic argument is repeated what 
comes to seem like dozens of times, as is 
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the dismissal of those who objected to the 
interventions as “Old Testament moral haz-
ard fundamentalists.” The book is tenden-
tious, and as far as the fundamental intel-
lectual proposition goes, repetitious.  
 
Nonetheless, it is a good read, very inter-
esting and enjoyable. This is because of 
the intensely first person insider experi-
ences it relates, numerous colorful person-
alities, the conflicts and disputes, the 
doubt and fear, the fall and crash of for-
merly famous institutions, the unhappy sur-
prises, the desperation, the anger, the 
hope, and finally surviving the crisis. It is a 
good story, nice and gossipy, quoting lots 
of private remarks and conversations, and 
quite emotional—the financial crisis as 
melodrama, or perhaps, as soap opera.  
 
Stress Test vividly expresses the extreme 
uncertainty facing decision makers in the 
midst of a financial crisis. There is “the fog 
of uncertainty,” and “making life or death 
decisions in a fog of uncertainty, dealing 
with the constant risk of catastrophic fail-
ure” when you do not and cannot know 
what the results of your actions will be. 
“The uncertainty of waiting for the stress 
test was agonizing . . . The President 
asked me, ‘Tim, Are you sure your plan is 
going to work?’ I said no.” There is also 
the “fog of diagnosis,” the huge difficulty 

of knowing what is really going on and 
how big and where the losses are. “No one 
would know who was safe.” “No one in the 
room could be sure their firm would sur-
vive.” “We were in uncharted territory.” 
“Manias are inherently unpredictable.” “Hu-
man interactions are inherently unpredict-
able.” While the crisis lasts, you cannot get 
out of the fog. 
 
Geithner correctly observes how hard it is 
to imagine how bad things can get in a cri-
sis, how much worse than your worst case 
scenario the reality may become. Consider-
ing the many “failures of foresight” of the 
financial regulators, he reflects, “Our crisis 
was largely a failure of imagination. Every 
crisis is. For all my talk about tail risk . . . 
we didn’t foresee how a nationwide de-
cline in home prices could induce panic.” 
“I got to see how much power the belief in 
the ‘Great Moderation’ had over smart peo-
ple . . . the widespread belief that devastat-
ing financial crises were a thing of the 
past.” “We certainly could have been more 
prescient . . . But we were human.” You 
“cannot depend on omniscient supervi-
sors.” That’s for sure: there were not and 
will not be any of those. 
 
Uncertainty and therefore surprises force 
improvisation. Henry Paulson, Geithner’s 
predecessor as Treasury Secretary, said of 
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the crisis, “We had no choice but to fly by 
the seat of our pants, making it up as we 
went along.” Geithner says they were 
“lurching”: “The U.S. government as a 
whole fell too far behind the curve of the 
panic, lurching from emergency to emer-
gency, averting disasters with duct tape 
and ad hoc authorities.” “We were lurching 
from emergency to emergency without a 
comprehensive plan.” “Our constant zig-
zags looked ridiculous. We were lurching 
all over the place, and no one had any idea 
what to expect next.” Meanwhile, “Foreign 
governments and other investors…were 
screaming for U.S. government protec-
tion.” 
 
This brings us to dramatic emotions, for ex-
ample, “crushing fear and nausea”: “I re-
member in August [2008] . . . I pulled off In-
terstate 95 at an exit in Warwick, Rhode Is-
land, to finish a call . . . I don’t remember 
the conversation—it’s lost in the fog of 
war—but whenever I drive past that War-
wick exit, I get a wave of the same crush-
ing fear and nausea I felt that summer.” On 
becoming Treasury Secretary: “It felt dark 
and daunting.” “Ever since high school, I 
had dreaded public speaking . . .The run-
up to my speech was horribly tense . . . My 
inept delivery and lack of detail . . . My pub-
lic debut had been an unmitigated fiasco.” 
“If you weren’t traumatized by the fall of 

Lehman and terrified by the thought of an-
other Lehman, you weren’t paying atten-
tion.” “It’s hard to describe the stress.” 
“You know things are dark when you have 
to convene a 3 a.m. conference call.” “Any-
one who wasn’t scared had no idea how 
close we were to the abyss.” “The pace 
was frantic, the pressure overwhelming. I 
was worried the world was coming to an 
end.” “It was a horrible feeling. I tried not 
to be paralyzed by it or sit around whining 
. . . the paralyzing risk of catastrophic fail-
ure . . . the uncertainty . . . the pain and 
guilt . . . the loneliness and numbness . . . 
the terror of those days.” “I had never felt 
this kind of dread.” 
 
The emotions verge on self-pity: “I’m sure 
a lot of the public saw me as that hapless, 
cowed-by-the-banks caricature.” “I had 
been portrayed throughout my confirma-
tion as a tax cheat.” “I already felt crushing 
guilt about the humiliation I was forcing on 
my family.” “One meeting . . . devolved 
into psychoanalysis, with various col-
leagues offering theories about how the cri-
sis had warped me.” “We could expect 
withering attacks no matter what we did.” 
“I don’t think the public ever really got to 
know me.” 
 
Geithner’s story has the dramatis personae 
required for a good soap opera. The embat-
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tled protagonist, of course, himself. Some 
stalwart heroes: Hank Paulson and Ben 
Bernanke. A wise counselor, Bob Rubin, 
often consulted in spite of his close asso-
ciation with the teetering Citigroup. (The 
call from I-95 was to him.) Loyal support-
ers– the New York Fed and Treasury staffs. 
A witty, intellectually dashing Mercutio to 
Geithner’s anguished Romeo, Larry Sum-
mers, impressive 
at deflating every-
body else’s argu-
ments. And many 
hateful villains: all 
Republicans ex-
cept Paulson and 
Bernanke (and ex-
cept President 
Bush when he 
supported TARP). 
It is these villains 
who create the “backbiting and posturing 
and political gamesmanship in Washing-
ton”; “all kinds of unnecessary obstacles in 
the way”; and “the steady stream of ab-
surdity emanating from Capitol Hill.”  
 
Geithner does not like politics and was 
much more comfortable as a behind the 
scenes mandarin than a public figure, and 
would prefer bureaucrats, not politicians, 
running the show. He does not like “the 
soul-crushing pathologies of Washington,” 

the “selfishness and grandstanding, 
shameless hypocrisy and mindless parti-
sanship.” Yet this is a thoroughly and in-
tensely partisan book.

It is a book entirely loyal to President 
Obama, although a few discords are por-
trayed. The President is shown as overpro-
mising, and thereby setting up for possible 

failure, Geithner’s 
disastrous first 
speech as Treasury 
Secretary. Obama 
then proclaims 
when everybody is 
outraged by bo-
nuses paid at the 
bailed out AIG that 
“I want everybody 
to be clear that Sec-
retary Geithner has 

been on the case.” But the case was hope-
less. So, says Geithner, “I didn’t see the 
need to remind everybody that I was on 
the case.” Finally, Geithner reports that at 
a White House Correspondents’ Associa-
tion dinner, Obama “quipped” that “one of 
his goals for his second hundred days in 
office would be to housetrain his new dog, 
Bo, so that he wouldn’t treat me like a fire 
hydrant.” Could you really forgive that 
one? 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Never mentioned in the book is the fact 
that the government itself can induce great 
risks and indeed was an important cause 
of the 2007-2009 financial crisis. There is 
no mention of the Clinton administration’s 
promotion of “innovative” mortgages—that 
is, riskier mortgages with lower credit stan-
dards. Never mentioned is how the Federal 
Reserve stoked the housing boom in 
2001-2003 in order to try to promote a 
“wealth effect” and thereby puffed hot air 
into the housing bubble. Somehow never 
mentioned is that the egregious Fannie 
Mae and Freddie Mac were creatures and 
designs of the government, which while 
borrowing on the Treasury’s credit card, in-
flated the bubble on a hyper-leveraged ba-
sis. Or that the government’s deposit insur-
ance promotes high leverage.  
 
This inability to see the major systemic 
risks created by the government is not 
only a lack in Geithner’s crisis melodrama, 
but a signal failure of a significant political 
offspring of the crisis, the “FSOC” (Finan-
cial Stability Oversight Council). The FSOC 
will never successfully deal with systemic 
risk if it cannot deal with the risks created 
by its own member bureaucracies—espe-
cially, but not only, by the Federal Reserve. 
 
Also never included for comparative analy-
sis in Stress Test is the great financial cri-

sis of the 1980s, which resulted in the 
1982-1992 failure of over 2,200 U.S. finan-
cial institutions. “The American financial 
system is being held together only by gov-
ernment guarantees,” I wrote in my journal 
on August 27, 1989. But then Geithner, 
who was born in 1961, was only in his 
twenties for that crisis. After the “Reform, 
Recovery and Enforcement” legislation at 
the end of the 1980s, then-Secretary of the 
Treasury Nicholas Brady proclaimed, 
“Never Again.” But only 20 years later the 
Again came, and his successor Tim 
Geithner was dreading a financial collapse. 
 
Much to his credit, Geithner does not 
make the same mistake of thinking that 
“Never Again” has been achieved. “Ex-
perts always have clever reasons why the 
boom they are enjoying will avoid the disas-
trous patterns of the past—until it 
doesn’t,” he reflects. “There will be a next 
crisis, despite all we did.” 
 
I believe he is right about that. After the 
memories fade, which takes only ten years 
or so, and the now best-selling books 
about the crisis are no longer read, there 
will be another crisis. There will then be an-
other set of government interventions. And 
more memoirs afterwards. 
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Optimal Currency 
Areas and The Euro

4

The immediate intensity of the euro area’s 
financial crisis has eased in the past year, 
but as The Economist recently noted, ‘euro-
phoria’ is distinctly premature.1  Fundamen-
tal economic hardships remain, including 
unemployment that is above 25% in 
Greece and Spain, and above 10% in Italy 
and France.

Colin Lawrence, formerly of the UK’s pru-
dential regulator and now with consulting 
firm EY, recently reminded me of Robert 
Mundell’s seminal 1961 paper, A theory of 
optimal currency areas.2 In a concise 
eight pages – and without a formula in 
sight – Mundell provides a cogent explana-

tion for the conundrum at the heart of the 
European single currency.

For purposes of his exposition, Mundell de-
fines a region as an area within which there 
is mobility of the factors of production, 
mainly capital and labour, and between 
which there is factor immobility. He gives a 
simplified example of two regions initially 
at full employment, one of which

– region A – produces cars, while the other 
produces lumber. If there is an increase in 
demand for cars and a decline in demand 
for lumber, this will create inflationary pres-
sure in A and increased unemployment in 
B, assuming institutional constraints on “in-
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ternal devaluation” (reducing wages and 
prices) in the latter.

If there is a common currency across 
these regions, then the situation of A calls 
for monetary stringency to constrain infla-
tion whereas the situation in B calls for 
monetary ease to fight unemployment. The 
monetary authority can prevent inflation in 
A or unemployment in B, but not both. If A 
and B have their own currencies, then a 
flexible exchange rate would allow B to de-
value relative to A, effectively reducing the 
price of lumber and in-
creasing the price of cars. 
This could re-establish full 
employment in B without 
the need for domestic in-
ternal inflation in A.

This illustrates Mundell’s 
main point that “the opti-
mum currency area is the 
region”. Consider a situa-
tion where the east and 
west of two countries are 
separate regions with little 
factor mobility between 
them. Further assume 
that cars are produced in 
the east and lumber in the 
west of both countries. In 
this situation, independ-

ent currencies for the two countries will 
not resolve the dilemma. Both countries 
will face a trade-off between fighting infla-
tion and promoting full employment.

Mundell recognized this argument alone 
would imply creating a currency for every 
minor pocket of unemployment arising 
from labour immobility; an arrangement 
that clearly defies common sense. Such a 
situation is unrealistic in a world where cur-
rencies are closely tied up with national 
sovereignty and it would seriously under-

mine the value 
of money as a 
medium of ex-
change. In 
Mundell’s 
words, “the va-
lidity of the ar-
gument for 
flexible ex-
change rates... 
hinges on the 
closeness with 
which nations 
correspond to 
regions”.

Turning this 
around, one 
can say that 
the viability of 
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a common currency area is directly related 
to how well it approximates a single region 
with the internal mobility of capital and la-
bour.

This line of reasoning has fairly obvious im-
plications for the suitability of the eurozone 
as a common currency area, particularly 
when compared to the US. Despite the 
much talked about regional divisions in the 
US, it does enjoy the basic solidarity of a 
nation state. The nationwide dominance of 
English as a common language, national 
control of obstacles to inter-state com-
merce and broadly similar legal systems in 
most states make internal mobility of both 
labour and capital much greater in the US 
than in the eurozone. Furthermore, the sig-
nificant role of the national government in 
automatic stabilizers such as unemploy-
ment insurance and means-tested income-
support payments tends to ameliorate the 
disparate impact of economic shocks 
across regions.

Viewed in this light, the contrast with the 
eurozone is stark. Results of the recent 
European Parliamentary election underline 
the lack of trans-European solidarity. Lan-
guage differences, a patchwork of licens-
ing and professional certification require-
ments, and the rising political sensitivity to 
immigration present significant obstacles 

to labour mobility. The recent controver-
sies sparked by cross- border acquisitions 
and the defence of national champions 
pose significant constraints on mobility of 
capital. All these well-recognised obsta-
cles to mobility of the factors of production 
make the eurozone a far from optimal cur-
rency area. The recent comparative calm 
in financial markets has done nothing to 
change this fundamental reality.

1. Beware of europhoria, The Economist, May 10, 
2014. 
2. Mundell, Robert: A theory of optimal currency ar-
eas, The American Economic Review, Vol 51, No. 4, 
November 1961, pages 509–517. Also reprinted in 
100 Years of the American Economic Review: The 
Top 20 Articles, pages 657–665, available at 
http://www.aeaweb.org/aer/top20/51.4.657-665.pdf
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If You're Big and 
Move Money, Watch 
Out

5

Since the financial crisis in 2008, central 
bankers and bank regulators world-wide 
have repeatedly called for controls on 
"shadow banking." Federal Reserve offi-
cials, including former Chairman Ben Ber-
nanke, have been among the most outspo-
ken. But if bank regulators get their way, 
much of the U.S. financial system will lose 
its capacity for risk-taking as well as its dy-
namism, innovativeness and flexibility. And 
the U.S. economy would not be any safer.

Bank regulators have been cagey about ex-
actly what firms they consider to be en-
gaged in shadow banking. But in recent 
months (as outlined below), the targets 
have become clear. Shadow banking con-
sists of all participants in the capital mar-

kets and the securities business that are 
not already covered by the prudential su-
pervision of risk-taking and capital require-
ments that characterize bank regulation.

The stakes are high. The capital markets 
and the securities industry are far and 
away the principal sources of credit for 
American business. According to the Fed's 
flow-of-funds data, in the past 25 years 
the capital markets' financing of busi-
nesses—as well as state and local govern-
ments—has grown more than three times 
faster than bank lending. By 2013, the capi-
tal markets' outstanding loans to these bor-
rowers were approximately $10 trillion 
while those of banks were less than $4 tril-
lion, and the gap continues to widen.

Peter Wallison
Senior Fellow
The American Enterprise Institute
Washington DC, USA
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Over the years, because of better commu-
nications technology, it has become easier 
for borrowers to disseminate their financial 
information directly to investors and other 
funding sources. For firms that registered 
securities with the Securities and Ex-
change Commission, and thus had access 
to the capital markets, it was far more effi-
cient to sell bonds, notes and commercial 
paper through a broker or underwriter than 

to negotiate a loan from a bank.

The 2008 financial crisis, however, offered 
regulators a once-in-a-lifetime opportunity 
to expand their reach. The government's 
narrative about the financial crisis, ac-
cepted by the media, claimed that any 
large financial institution could pose a dan-
ger to the financial system if it fails. The im-

plication: Every large financial institution re-
quires bank-like prudential regulation to 
prevent failure. Chief among these finan-
cial institutions were the illicit-sounding 
"shadow banks," which were (not coinci-
dentally) out-competing the regulated 
banking system.

The principal moving party in this effort 
has been the Financial Stability Board 

(FSB)—an interna-
tional group of cen-
tral bankers, fi-
nance ministers 
and financial regula-
tors. In 2008, 
shortly after the fi-
nancial crisis, the 
G-20 (the heads of 
government of the 
20 major econo-
mies) met in Wash-
ington and charged 
the FSB with re-
sponsibility for de-

veloping plans to prevent another crisis.

The FSB has since moved aggressively, 
with the concurrence of the U.S. Treasury 
and the Federal Reserve (who are mem-
bers, along with the Securities and Ex-
change Commission), to designate large 
financial firms as "systemically important 
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financial institutions." SIFIs are institutions 
that, supposedly, could cause a break-
down in the financial system if they fail. 
Thus far the FSB has designated 39 banks 
and nine insurance firms.

The FSB is now turning its sights on the se-
curities business, reporting in September 
2013 that it is "reviewing how to extend 
the SIFI Framework to global systemically 
important nonbank non-insurance (NBNI) 
financial institutions." This category of 
firms, said the FSB, "includes securities 
broker dealers, finance companies, asset 
managers and investment funds, including 
hedge funds."

When companies are designated as sys-
temically important, the FSB assumes that 
their home-country supervisors will place 
them under much stricter regulation. In the 
U.S., this will be done by the Financial Sta-
bility Oversight Council, a body created by 
the Dodd-Frank Act and made up primarily 
of the heads of the federal financial regula-
tors. The council, led by Secretary of the 
Treasury Jack Lew, has the authority to 
designate U.S. firms as systemically impor-
tant. When it does, they are turned over to 
the Fed for the bank-like regulation that 
Dodd-Frank requires.

Last July the FSB designated three insur-
ance companies—AIG, Prudential PRU.LN 
-0.64% and MetLife MET -0.88% —as sys-
temically important. The Financial Stability 
Oversight Council then promptly desig-
nated AIG and Prudential as systemically 
important and is investigating MetLife for 
this purpose.

Before the FSB had suggested publicly, in 
January 2014, that asset managers with 
$100 billion under management should be 
considered for designation as systemically 
important, the Financial Stability Oversight 
Council had already asked the Office of Fi-
nancial Research, another Treasury agency 
set up by Dodd-Frank, for a report on 
whether asset managers might cause a 
systemic breakdown of the U.S. financial 
system. The agency, following Treasury pol-
icy, said yes.

In its September 2013 report, the Office of 
Financial Research argued that "a certain 
combination of fund- and firm-level activi-
ties within a large, complex firm . . . could 
pose, amplify, or transmit a threat to the fi-
nancial system." The agency seemed not 
to understand that, unlike a bank, the 
losses of a managed fund fall on its inves-
tors and do not threaten creditors or cre-
ate systemic risk.
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The FSB and the Financial Stability Over-
sight Council are clearly working in tan-
dem. The council follows the FSB's lead, 
although Congress probably expected that 
the council would make independent and 
fact-based judgments about which firms 
should be considered systemically impor-
tant.

This leaves the most important financial 
sources in the U.S. economy exposed to 
stringent and unnecessary bank-like regula-
tion. If nothing is done by Congress, and 
soon, we can expect that—after the FSB's 
decisions about securities firms, asset 

managers, finance companies, hedge 
funds and the like—these institutions will 
disappear into the welcoming arms of the 
Fed.
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