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Introduction
Basel III will introduce a wealth of
new regulations and reforms that
will change how firms operate in very
fundamental ways. Understanding
how these operational changes
will impact the business is critical
to ensuring success. To better
understand these implications,
this paper will delve into some
of the most pertinent issues
surrounding Basel III Liquidity Risk
Measurements and the associated
impact on IT infrastructure.

Basel III, in combination with
related regulatory changes will
substantially alter business
models and the infrastructure
required to support them.
Firms who rethink their
strategy and supporting

An internationally harmonized
leverage ratio to constrain
excessive risk taking.
Contains Liquidity measurement
and stress testing standards.
More of a qualitative as well as
quantitative focus on scoring
and metrics.
Greater regulatory supervision.

technology now will have a

other aspect of significant concern will be the
nuances (additional regulatory requirements
and their cascading impacts) created by various
governmental regulatory authorities under their
national discretion.

BASEL III Requirements and Ratios
Building on Basel II, Basel III will require the
following:
Higher and better quality of capital for
banks by greater reliance on equity.

Figure 1: Ratings One Month Prior to Default
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One of Basel II’s biggest weaknesses
distinct competitive advantage was that it placed too great of an
emphasis on capital and not enough
over those who do not.
on liquidity. Furthermore, regulators
generally were accommodating of
There are many new rules and
the firms’ internally derived stress
requirements for gathering and
tests
for
both
capital
and liquidity. Both banks and
measuring liquidity risk within a firm. More importantly,
regulators were accommodating in outsourcing credit to
from an IT infrastructure standpoint, the required reporting
the rating agencies, the results of which are illustrated
will only increase in frequency until requirements for
in Figure 1 below.
daily complex reporting are permanently in place. The

Focus on liquidity:
With Basel III and other regulations we will witness
a rapid, and quite possibly a painful evolution in the
regulatory environment as countries use their individual
regulatory power to create rules to implement new
standards for obtaining access to cash, as well as ratios
and governance of liquidity and its associated Stress
Testing. Some countries intend to have these liquidity
measurements at a subsidiary level or even as the UK
has proposed, at a branch level. This will require defined
funding sources for each subsidiary and possibly branch
rather than on an aggregate corporate level.

In the US, this will result in further complications, as the
regulatory framework arising from the implementation
of the Dodd-Frank Act begins and other nations
introduce their own regulations being imposed from
other nations.

One of the greatest risks facing the industry is the
potential of having to deal with a regulatory framework
that is disorganized and lacks industry-wide standards.

Two new liquidity measurement ratios
There will be an emphasis on two new ratios under Basel
III, they are analogous to the Current and Quick Ratios
we are all familiar with in financial analysis. The Basel
Committee has prescribed runoff rates and haircuts
associated with the ratios.

When we think back about how firms have organized
themselves, they have been primarily driven by
regulatory or tax considerations. In the future, some
if not all of these drivers will have to be rethought and
possibly re-engineered in light of the new regulatory
backdrop.

These developments will drive banks to carefully control
and consider the cost impacts on various strategic
initiatives.
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Figure 2: The new Liquidity Ratios are an attempt to make
financial institutions plan for the following sample scenario:
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The Liquidity Coverage Ratio is comparable to the Current
Ratio measurement for corporations to ensure they have
sufficient liquidity to meet the current obligations due.
The Net Stable Funding Ratio is comparable to the Quick
Ratio as it limits the items selected to measure stress
in liquidity.

In 2010, the Basel Committee conducted an impact study
of the effect of new liquidity requirements and capital
rules. Based on the findings of that study, banks will
have to assess the strategic business models and the
potential cost of particular product lines and offerings.

Liquidity Coverage Ratio (LCR)
This standard aims to ensure that a bank maintains
an adequate level of unencumbered, high-quality
liquid assets that can be converted into cash to meet
its liquidity needs for a 30 calendar day time horizon
under a significantly severe liquidity stress scenario
specified by supervisors. At a minimum, the stock of
liquid assets should enable the bank to survive until Day
30 of the stress scenario, by which time it is assumed
that appropriate corrective actions can be taken by
management and/or supervisors, and/or the bank can
be resolved in an orderly way.

assets as a defense against the potential onset of severe
liquidity stress. Given the uncertain timing of outflows
and inflows, banks and supervisors are also expected
to be aware of any potential mismatches within the
30-day period and ensure that sufficient liquid assets
are available to meet any cash flow gaps throughout
the period.
The scenario for this standard entails a combined
idiosyncratic and market-wide shock that would result
in run-off of a proportion of retail deposits, a partial loss
of unsecured wholesale funding capacity along with six
other shocks to be considered.

The final rules introduce this ratio by currency as a
new monitoring tool. As it is not a standard, there are
no thresholds defined as of yet. Regulators may have
left this undefined to prevent banks from gaming the
results or they may simply want to see where the ratio
falls. The requirements to report this ratio by currency
will increase the data and reporting requirements of
financial institutions.

The Net Stable Funding Ratio (NSFR)
This ratio is intended to promote increased medium and
long term funding of assets and activities. The NSFR
standard is structured to ensure that long term assets
are funded with a minimum amount of stable liabilities
in relation to their liquidity risk profiles. The NSFR aims
to limit over-reliance on short-term wholesale funding
during times of buoyant market liquidity and encourage
better assessment of liquidity risk across all on-balance
sheet and off-balance sheet items. In addition, the NSFR
approach offsets incentives for institutions to fund their
stock of liquid assets with short-term funds that mature
just outside the 30-day horizon for that standard.

The ratio is defined as:

Assets are considered high-quality if they can be easily
and immediately converted to cash with little or no loss
in value. The regulation also assigns a haircut to Level 2
assets. The Basel Committee allows national supervisors
to require one for Level I assets.

The ratio is defined as:

Available amount of stable funding
Required amount of stable funding >100%
The methodology includes required amounts of stable
funding for all illiquid assets and securities held,
regardless of accounting treatment (e.g. trading versus
available-for-sale or held-to-maturity designations).
Additional funding stable sources are also required
to support at least a small portion of the potential
calls on liquidity arising from off-balance sheet (OBS)
commitments and contingencies.

The total net cash outflows for the scenario are to be
calculated for 30 calendar days into the future. The
standard requires that the value of the ratio be no lower
than 100% (i.e. the stock of high-quality liquid assets
should at least equal total net cash outflows). Banks
are expected to meet this requirement continuously
and hold a stock of unencumbered, high-quality liquid
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Stock of high quality liquid assets
Total net cash outflows over the next 30
calendar days

New Data and Technology Infrastructure
Requirements
One of the most important issues related to these
new regulations is that banks must now re-examine
their existing infrastructure and technology. Often,
management objects to the need for new technology
when existing infrastructure is currently adequate and
paid off. However, would you drive a 1975 eight cylinder
auto even though it is fully paid for with gas at $5.00 per
gallon? The carrying cost is only a small consideration,
but the larger issue is whether this car will get you where
you want to go. Financial services is more like a race
than a steady walk to the finish line. Those who make
the right investments will most certainly win.

be done to strengthen these practices. In particular, the
aggregation of risk data remains a challenge, despite its
criticality to strategic planning, decision making and risk
management.”
The report emphasized the importance of implementing
an all-inclusive risk data infrastructure that includes
“consolidated platforms and data warehouses that are
required to use comprehensive taxonomies. The report
emphasized the need to report data on a legal entity as
well as by line of business. Establishing this sort of holistic
view of risk data will not only provide a critical head start
with respect to dealing with the coming regulation, but
can provide insights that will improve a firm’s competitive
advantage now. For example, in a business divided into
silos, the credit department may be brought into the new
product approval or trade process only as an afterthought
for an opinion or even later as part of a request to monitor
the risk. In past years, and in less demanding regulatory
environments, “good enough” seemed fine. In the current
environment, improvements in infrastructure will soon be
demanded and first mover advantage is tremendous.

A typical Basel III reporting infrastructure must be
capable of producing:
detailed contractual cash flows,
over multiple time dimensions,
by legal entity,
in native and home base currencies,
aligned to specific legal entities (and possibly
branches)

Strategic Implications
Banks and financial institutions need to be proactive
to quickly gain a footing in this new environment of
aggressive regulatory reform and tight liquidity rules.
Going forward we can expect a rapid change in the
regulatory framework as countries move to create and
impose their particular version of Basel regulations
around governance, stress testing, as well as liquidity risk
management. This may very well lead to a patchwork of
regulations each with a different version of requirements
for liquidity pools in different markets.
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This intensive, high volume level of reporting will
demand a completely new approach to data sourcing
and management. It will also require significant
enhancements to IT infrastructure.
In December 2010 the Senior Supervisors Group (SSG), senior
financial supervisors from ten countries, issued a report on
risk appetite frameworks and IT infrastructure.
“The report—Observations on Developments in Risk
Appetite Frameworks and IT Infrastructures—concludes
that while firms have made progress in developing risk
appetite frameworks and have begun multiyear projects
to improve IT infrastructure, considerably more work must

These developments will have to be managed carefully
by each bank. Each activity must be tracked and assessed
for impacts of the cost for each existing business model
and potential future ones.
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Summary

at increasingly frequent intervals

Key Client Concerns
Integrating silos
There are significant data aggregation and underlying
system challenges to produce granular group-wide liquidity
stress testing, especially on a less than monthly basis.

Ask yourself: Is technology a function-level tool or a
strategic driver in our organization?
The spirit, versus the letter of regulation
Regulators are expecting banks and institutions to
develop enterprise wide infrastructure that directly
supports their strategic decision making and prudent
risk management.

Ask yourself: How long will it take to do this the right
way in our firm?
Complicated stress testing
Rules have introduced a number of new assumptions
for stress testing. Additionally, breakdown of liquidity by
business lines will be expected as well as the accruing
of its associated cost or benefit.

Ask yourself: Will your current infrastructure provide
this level of guidance?
Changing business models
New Capital, leverage and liquidity calculations will
fundamentally alter the business model we have come
to know.

Ask yourself: Are our systems capable and flexible
enough to deal with a variety of stress testing
requirements at various levels of granularity?
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Technology managed risk
Technology and risk measurements are joined at the hip
and cannot be addressed separately.
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Ask yourself: Do you want to be at the forefront of
changing business models or have to play catch-up
later?
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