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Executive Summary

© AQMetrics Limited 2023 3

The interconnectedness of markets and systemic risks from credit and liquidity crises have
been evident throughout history. In these turbulent post-pandemic times it is clear that
more of these crises are looming on the horizon unless liquidity risk is managed and
controlled across the financial services ecosystem. As a result, regulators, investors and
fund managers alike are asking how best can the ecosystem prepare, control and manage
liquidity risk in 2023 and beyond.

Today the real estate and private equity sectors are most popular with investors but they
are sectors vulnerable to cyclical risks related to heightened inflation, and a tightening of
financial conditions is also limiting the scope for refinancing existing debt and taking new
loans. It is well recognised that market stress from a potential sharp downturn in the
European commercial real estate sector could morph into systemic risk for financial
institutions and that may lead to higher capital needs. Further, if loan-to-value ratios
continue to rise there will be higher provision and capital requirements, which in turn will
restrict banks' ability to lend to others. It is also clear that global regulators are concerned
about liquidity mismatches in open-ended real estate investment funds, and funds need to
better align redemption terms and the liquidity of underlying assets. Going forward,
regulatory proposals are stating that they must assess risks arising from liquidity mismatch
and leverage.

In light of this heightened regulatory and investor focus on liquidity risk management and
control this whitepaper examines what liquidity risk control and management mean for
today’s fund manager; what challenges fund managers face, in implementing robust
liquidity control and risk management solutions and how innovative technology can help
with that. 



From infrastructure to private credit, it is
clear that the role of private assets is
becoming more important than ever as
more firms turn to these assets for
returns. Further, infrastructure and real
estate are becoming the go-to assets for
those looking to hedge against inflation.
As inflation remains elevated in 2023
there is an appetite for funds to move
further into real assets and private
equity. Notwithstanding, investment in
real estate and private equity is not
without risk. The UK pension crisis in
October 2022 highlighted how a sharp
rise in interest rates pushed funds to
access cash quickly. As the European
Systemic Risk Board (“ESRB”) said in its
recommendation to European Union
authorities “the sector is currently
vulnerable to cyclical risks related to
heightened inflation, a tightening of
financial conditions limiting the scope for
refinancing existing debt and taking new
loans''.

On Wednesday, January 18, 2023, the
ESRB chaired by European Central Bank
President Christine Lagarde, warned that
market stress from a potential sharp
downturn in the European commercial
real estate sector could morph into
systemic risk for financial institutions and
that may lead to higher capital needs. 

Fund Liquidity Risk Control

Global regulators are acutely aware of the interconnectedness of markets
and systemic risks from credit and liquidity crises. Black Monday (1987), the
Asian Financial Crisis (1997-1998), Long Term Capital Management’s
implosion (1998), the Global Financial Crisis of 2007-2009 or, more recently,
the Crisis of 2018-2019 are all essentially liquidity crises. We ask how firms
can best prepare themselves to control and manage liquidity risk in case
they have to face another liquidity crisis on the medium-term horizon.

The ESRB further published a report
entitled Vulnerabilities in the EEA
commercial real estate sector. Lending
to the commercial real estate sector is
occurring at high loan-to-value ratios. If
these continue to rise there will be higher
provision and capital requirements,
which in turn will restrict banks' ability to
lend to others, according to the ESRB.
Further, the ESRB added concerns
around liquidity mismatches in open-
ended real estate investment funds,
noting that funds need to better align
redemption terms and the liquidity of
underlying assets and must assess risks
arising from liquidity mismatch and
leverage.

With rising interest rates and falling stock
markets it's likely that fund liquidity will
continue to be a major focus area in
2023, dominating financial market
headlines and regulator attention. ESMA,
the SEC and the FCA all have liquidity
mismatches on their priority list for 2023. 

This whitepaper provides an overview of
what liquidity risk management means in
today’s world before it examines how
best firms can overcome the challenges
they face when implementing robust and
scalable liquidity risk control and
management tools across their firms. 
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Introduction 

https://www.esrb.europa.eu/news/pr/date/2023/html/esrb.pr230125~f97abe5330.en.html
https://www.esrb.europa.eu/pub/pdf/reports/esrb.report.vulnerabilitiesEEAcommercialrealestatesector202301~e028a13cd9.en.pdf
https://www.esrb.europa.eu/pub/pdf/reports/esrb.report.vulnerabilitiesEEAcommercialrealestatesector202301~e028a13cd9.en.pdf
https://www.esrb.europa.eu/pub/pdf/reports/esrb.report.vulnerabilitiesEEAcommercialrealestatesector202301~e028a13cd9.en.pdf
https://www.esrb.europa.eu/pub/pdf/reports/esrb.report.vulnerabilitiesEEAcommercialrealestatesector202301~e028a13cd9.en.pdf


  Fund managers must
ensure sufficient funds are
available to meet demands
from investors.

Liquidity risk means many things to many
people. This whitepaper focuses on one
type of liquidity risk - funding liquidity:
the impact that illiquid assets have on
the broader multi-asset portfolio. The
main focus of this paper is funding
liquidity risk control and management: a
fund management firm’s ability to ensure
its fund assets can cover its financial
obligations without incurring
unacceptable financial costs. 

Fund managers must ensure sufficient
funds are available to meet demands
from investors. Basic liquidity risk
measures include asset liquidity risk;
funding or redemption liquidity risk and
historical redemption rate patterns. 

What is liquidity risk control
and management?
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Asset liquidity risk is calculated as the
percentage of a fund’s net asset value
that can be liquidated and made
available to investors as cash over a
specified time period, at an acceptable
discount to fair value, or liquidation cost.
Funding or redemption liquidity risk is
estimated as a percentage of a fund that
could be redeemed in a defined time
period. Historical redemption rate
patterns are used to build a funding
profile based on investor concentration
and other investor characteristics.



     In the main when looking
at liquidity risk a fund
manager is asking: how much
are we trying to sell? How
long do we have to sell the
asset?
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In the main when looking at liquidity risk
a fund manager is asking: how much are
we trying to sell? How long do we have to
sell the asset? How much liquidation cost
or discount fair value can we accept? A
robust liquidity risk control and
management solution should provide
this information in a clear and concise,
easily understandable way.

There are three core parts to a robust
liquidity risk control and management
solution. Firstly, granular and timely
visibility of positions, payment
obligations and cash and funding
balances across all portfolios is required.
Secondly, this view must be global and
multi-jurisdictional. Effective ‘data
centralisation’ is key.

The importance of the holistic real-time
view or the full picture cannot be
understated. 

The liquidity coverage ratio (LCR) is
another required measure. It brings
together asset and funding liquidity risk
to estimate whether an open-end fund
has adequate sources of liquidity to
cover liquidity needs, such as investor
redemptions, in normal or stressed
market environments.

To mitigate liquidity stresses, sufficient
levels of high-quality liquid assets (HQLA)
must be maintained and there must be
access to borrowing lines and other
sources of funding. 
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    It is so important that
the data is analyzed in the
context of the fund
manager’s objectives.

Finally, analytical models to uncover what
the data is telling is key. Data analytics
are required to monitor cash and capital
restrictions and projected cash
movements over varying time periods. It
is so important that the data is analyzed
in the context of the fund manager’s
objectives.

The impact of current market
conditions
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As a response to inflation the U.S.
Federal Reserve, the European Central
Bank and the Bank of England all
increased interest rates in 2022. These
interest rate increases directly impacted
margin and growth at fund management
companies and this was further
challenged by the knock-on impact of
increased lending rates.  It is imperative
therefore, that fund managers rethink
their approach to liquidity risk control.

Rethinking liquidity risk
control and management
Liquidity risk is multifaceted by nature
and both the time and cost dimensions
are central to liquidity risk profiling. Fund
managers have existing albeit disparate
systems that already deep dive into these
dimensions. New technologies exist to
ensure the interoperability of these
existing systems so that the fund
manager can enhance and extend them
to better manage and control liquidity
risk.
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 Technology solution
providers have reimagined
liquidity risk control in order
to take what works from
existing fund management
systems into one platform
from which software then
tackles the additional data
challenges.
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reimagined liquidity risk control and
management in order to take what works
from existing fund management systems
into one platform from which software
then tackles the additional data
challenges that existing systems cannot
solve.

Data Challenges
OTC Instruments
The lack of security-level market activity
data needed to model the liquidity of
over-the-counter (OTC) instruments is a
challenge fund managers have to face
head-on. New technology solutions use
AI and advanced data analytics to
simulate the data needed to model the
liquidity of OTC instruments.

Illiquid Assets
The data challenges around illiquid
assets are further heightened by
regulatory pressures fund managers face
to report on these assets. For example,
having published a best practice guide in
early 2016 and the subsequent
suspension of several high-profile
property funds following Brexit the FCA
began to rethink how funds use risk 



    The regulators know of
the data challenges around
illiquid assets but that does
not diminish the regulatory
pressures fund managers
face to report on these
assets.

management tools, and what liquidity
risks certain funds may pose. In the UK
non-UCITS retail schemes (NURSs) invest
in immovables such as commercial
property. 

The FCA requires NURSs holding
property and other immovables to
arbitrarily suspend dealing when there is
‘material uncertainty’ about the valuation
of at least 20% of their portfolio. The FCA
has an explicit category for a fund
investing in inherently illiquid assets
(“FIIA”). For a NURS fund to qualify as a
FIIA, it must have at least 50% of its
portfolio invested in illiquid assets or
have 50% of the portfolio invested in
inherently illiquid assets for three
continuous months in the last twelve.
“Inherently illiquid assets” include real
estate, as well as infrastructure and
securities not listed or traded on eligible
markets, making a timely sale impossible.
This includes units in other FIIAs. 

The regulators know of the data
challenges around illiquid assets but that
does not diminish the regulatory
pressures fund managers face to report
on these assets. Technology solutions
alleviate the challenge by providing well-
designed regulatory classification
systems that ensure the data is managed
and controlled in a manner that
highlights and resolves the data
challenges at the outset before
regulatory reporting takes place. 
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Fixed income and alternative
asset data challenges

Some fund managers are challenged with
sourcing pricing and volume data,
particularly for fixed-income and
alternative assets. Some data providers
are starting to provide evaluated liquidity
services. 

But in the absence of historical liquidity
data, reverse stress testing can be
challenging. And for many securities,
data is haphazard, unreliable, or simply
not available. Regulators are beginning to
recognise the difficulty in sourcing data,
but they are still expecting fund
managers to implement the regulatory
guidelines as best they can.

In order to do their best, fund managers
have to adopt software platforms that
provide market data simulation and
liquidity risk profiling in one place. 



Technology as the solution 
To overcome data challenges fund managers must be willing
to embrace technology across a number of areas. A key area
is data centralisation. The first step to overcoming any
challenge is gaining a bird's eye view.  

Fund managers must first understand
their liquidity flows. Evaluation of cash
flows across each asset and liability
category determines contingent liquidity
risk. Understanding the interrelationship
of asset and liability accounts, through
data provides a sound basis for
determining the quantity of liquidity risk
across a firm. 

Automated liquidity risk monitoring and
control workflows can contain different
types of backward and forward-looking
scenarios the results of which inform the
fund manager’s decisions. Reverse stress
tests are beneficial to assess the potential
source of liquidity risks. Reverse stress
tests that fund managers may add to their
automated risk control workflow include
(but are not limited to) the Global Financial
Crisis (2008) and the Eurozone Debt Crisis
(2010-2012). Gross redemptions and
associated ratios such as the Redemption
Coverage Ratio (“RCR”) are also important
tools for assessing sources of liquidity
risks.

© AQMetrics Limited 2023 10
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model for fund managers and can be
easily adapted into an automated
workflow. The model provides for a
number of approaches to liquidity risk
management and control. Under the
waterfall approach, the most liquid assets
are sold first. The slicing approach keeps
the fund composition intact.

The STRESI Framework

For example, if there was a 10%
redemption in a Fund, it would sell 10% of
every asset class to meet the redemption,
ergo leaving the fund’s composition the
same. It is a legal requirement in some
funds that the composition not change too
drastically due to redemption
requirements. 

Both approaches, or a mixed approach
including cash and slicing, can be applied
when gauging redemptive stresses. Using
technology fund managers should be able
to clearly assess the difference in the
fund’s NAV before and after the test; the
difference in the fund’s liquidity profile
before and after the test; the overall price
impact of assets on the market and
whether the fund can meet the
redemptions, including further redemptive
rounds as the redemptions → fire sale →
redemptions loop worsens.

HQLA guidelines used by banks under
Basel III can also be easily adopted by
fund managers through the use of
technology. Time to liquidation (TTL)
means liquidity is measured by the time
required to sell an asset without causing a
large price impact. Notwithstanding, the
challenges around modelling often illiquid
and scarcely traded securities TTL can be
implemented in a variety of ways when a
fund manager is using a centralized data
system.

HQLA Guidelines



Highly liquid: those assets that can be converted into cash in less than
three business days, without significantly changing market value.

In accordance with regulatory guidelines,
fund managers should aggregate the
liquidity stress tests across funds, utilizing
the same liquidity stress tests on funds
that have similar strategies or exposures.
Through the automated aggregation of
liquidity stress test data fund managers
get a better view and understanding of
liquidation cost or TTL based on trade
sizes, stressed market conditions and
counterparty risk.

When extending their liquidity risk control,
where appropriate fund managers should 

include automated data “bucketing”, and
both high-quality liquid assets (“HQLA”)
and time to liquidation (“TTL”) data
analysis. 

Bucketing is a requirement under both
the SEC’s and ESMA’s liquidity stress test
rules and means that asset data is
classified into different buckets based on
varying degrees of liquidity. The bucketing
used by ESMA and the SEC is not the same
but they can be mapped to each other
through a centralized data management
system.

© AQMetrics Limited 2023 11

SEC Liquidity Buckets

W
H

IT
E

P
A

P
E

R
 / Fund

 Liq
uid

ity R
isk C

o
ntro

l: E
m

erg
ing

 R
isks and

 R
eg

ulatio
ns R

evisited

Today there are four SEC liquidity buckets as follows:

Moderately liquid: those assets that can be converted into cash in 4-7
business days without significantly changing market value.

Less liquid: those assets that can be converted into cash in no more than
7 business days without significantly changing market value.

Illiquid: those assets that can not be converted into cash in 7 days or less
without significantly 

On November 2, 2022, the Securities and
Exchange Commission proposed
amendments to Rule 22e-4 and Rule 22c-1
of the Investment Company Act of 1940.
Among other things, the proposal would
amend the current liquidity classification
system by eliminating the “less liquid”
category noted above and by requiring
daily, rather than monthly, liquidity
calculations.  These amendments would
require funds to incorporate stress into
their liquidity classifications by assuming 

SEC Proposed Amendments the sale of a stressed trade size. Further,
the proposed amendments would require
funds to maintain a minimum amount of
highly liquid assets of at least 10% of net
assets.

ESMA’s bucketing approach is less
stringent and prescriptive and is not a
legal requirement. Notwithstanding, it is
best practice for fund managers to include
the ESMA bucketing classification system
in their automated liquidity risk control
and management workflow alongside the
SEC classification system.

https://www.sec.gov/rules/proposed/2022/33-11130.pdf


Conclusion
Today’s fund managers need automated liquidity risk
management and control solutions combined with regulatory
reporting. Liquidity metrics and automated workflows focused on
simulation technology monitor, control and reduce liquidity risks

By bringing together data and algorithms fund managers can easily manage
both their regulatory and liquidity risk challenges in one place. Further, by
identification of market stresses through data analytics and early warning
workflows, and the ability to manage the identified liquidity risks, fund
managers can become more resilient. 
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Both investors and regulators
alike are demanding that fund
managers have robust liquidity
risk management and control in
place.

The regulators know of the data
challenges around illiquid assets
but that does not diminish the
regulatory pressures fund
managers face.

By bringing together data and
algorithms fund managers can
easily manage both their
regulatory and liquidity risk
challenges in one place.

Historic financial crises highlight
the impact of liquidity
mismanagement.

KEY MESSAGES REGULATORY INSIGHTS

In 2023 ESMA will report on the
outcome of the 2022 CSA on
valuation of less liquid assets.

In 2023, the IOSCO and FSB will
initiate a programme focused on
closing identified data gaps
relating to open-ended fund
liquidity mismatch.

The FSB, in consultation with
IOSCO, will publish a consultative
report on liquidity mismatch in
open-ended funds in mid-2023.

In the US the SEC has proposed to
increase minimum liquidity
requirements for money market
funds and more is expected on
this in 2023. 
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https://www.esma.europa.eu/sites/default/files/library/esma22-439-1055_2023_annual_work_programme.pdf
https://www.fsb.org/wp-content/uploads/P101122.pdf
https://www.fsb.org/wp-content/uploads/P101122.pdf


How AQMetrics can help
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AQMetrics helps financial services firms meet their regulatory obligations through
subscription-based regulatory technology software as a service (SaaS). AQMetrics
offers a complete cloud platform that can augment or even replace a customer’s
current regulatory systems, and meets new and emerging regulatory change
requirements.
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At AQMetrics, we provide a managed services platform that helps our clients address
their most complex regulatory challenges. As a global software company, we bring
multi-jurisdictional knowledge and high-quality technology to our clients.

This publication has been written in general terms and we recommend that you
obtain professional advice before acting or refraining from action on any of the
contents of this publication. AQMetrics accepts no liability for any loss occasioned to
any person acting or refraining from action as a result of any material in this
publication.

AQMetrics is a limited liability company registered Ireland with registered number
518969. AQ Metrics Limited UK Branch is registered in the UK with registered
number BR019692. AQ Metrics PTE. LTD. is registered in Singapore (Company
Registration No. 202118696H) and AQ Metrics Inc. (identification number 35-
2569563) is a wholly owned U.S. subsidiary of AQ Metrics Limited.

© 2023 AQMetrics. All rights reserved.
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