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Executive Summary

• In September 2019 ESMA issued the Guidelines (GL)
on liquidity stress testing (LTS) in UCITS* and AIFs**,
whose main purpose is to ensure these Funds are
sufficiently liquid to cope under severe liquidity risk
scenarios.

• To this aim, the GL, which are applicable from 30
September 2020, establish periodic LST based on
multiple severe but plausible scenarios, based also
on the assumption of high-volume withdrawals
requests from investors.

• The article “Liquidity Stress Test e Asset
Management”, published on FinRiskAlert by Michele
Bonollo, summarizes the elements of a fund liquidity
stress test framework and highlights possible
challenges related to the implementation of stress
test frameworks compliant with ESMA GL.

*Undertaking for Collective Investments in Transferable Securities

**Alternative Investment Funds
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Overview of Liquidity Risk in UCITS
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The harmonized open funds (UCITS)
allow the clients, within certain legal

limits and fund regulation, to almost

freely access or exit the fund without
particular time constraints. UCITS

must respect the following. The client

who hold shares in the fund can exit

with the following timing and

conditions:

The value of the share at which the redemption is

settled must be determined on the date of the receipt
of the request

1

The execution must take place within one day from the

receiving of the client request2

For outgoing clients holding more than 5% of the entire

fund, the value at which the client is liquidated can be
determined by observing the value of the shares on

several successive days, at most 5 days

3

The amount to be liquidated is guaranteed by a

settlement time of 15 days4

In special cases provided by law or due to liquidation

of the fund, the redemption request may be

suspended for one month
5
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IP and Liquidity Risk
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Liquidity risk arises on market phases where emotionality and fear of investors translate into above average withdrawal requests,

exposing the asset manager, and ultimately the investors, to the “Impact Price”(IP). IP can be defined as the loss incurred by the seller

when trying to liquidate a financial instrument within a short time horizon and in adverse market conditions.

Selling Technique

Waterfall technique: the asset manager sells the shares with respect to a ranking approach which starts

from the most liquid instrument to the less liquid one until the amount S is reached.

This technique minimizes the economic impacts coming from the liquidations but is unfavorable to the

remaining clients of the portfolio since they will remain with a higher number of less liquid instruments

Slicing or proportional technique: all the assets in the portfolio are sold with respect to a proportion

equal to an amount S (where S is the share of the fund standing for the overall amount of redemption

requests from clients). This approach preserves the remaining clients, the quality of the asset allocation

and liquidity of the fund

1

2

Liabilities

Assets

The redemption requests of a significant proportion of the portfolio. This aspect constitutes the input for

possible stress test, and it is linked to statistical methods, such as the percentile of net outflows over a

certain historical period

The degree of liquidity of the instruments in the portfolio. This aspect is linked to their intrinsic

characteristics (objective parameter) and to the quantities of each instrument in the fund (subjective

parameter)

Liquidity risk managers need to address two aspects: 
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In the 2019 ESMA issued the guidelines for monitoring and managing the liquidity risk for UCTS funds. The implementation was due by the

31/12/2020. The relevant points are:

The liquidity risk control tool has been determined in the implementation of periodic

stress tests (LST) which must model both the liabilities (redemption scenarios) and

assets (degree of liquidity of the portfolio instruments)

It is reaffirmed the need for a proportional approach for the measurement of liquidity

risk. The complexity of the models must take into consideration the size of the fund, its

asset allocation, the type of clients and the frequency of reporting: the entire risk

management process

For the liabilities it is assumed that the scenarios on outflows are analyzed with

statistical techniques, preferably with the segmentation of clients by size, type and

placement channel. It is requested to develop, where possible, structural or

macroeconomic scenarios, where for specific events the client's reaction is tested in

terms of redemption scenarios

For the amount of portfolio to be sold, ESMA require to use the following liquidity

measures: Hight quality liquidity assets (HQLA), Time To Liquidate (TTL) and the liquidity

indexes: Redemption Coverage Ratio (RCR) and Funds Liquidity Coverage ratio (FLCR)

1

2

3

4

Liquidity, Liquidation and Resilience

Fig.1 ESMA guidelines
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Impact Price 1/2
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The Impact Price (IP) issue has been debated for a long time, both in academia and among practitioners. For its modeling ESMA GL 

mentions the model developed by Cont et al*. Generally IP can be summarized as: 

IP is a function of at least two parameters: the 
Expected Liquidation Horizon (H), and the Quantity
(Q) that must be liquidated.

IP = IP(H,S) 

It is inversely proportional to H and directly
proportional to Q. The market struggles to absorb
orders if time available decreases or if the amounts
to be liquidated increases.

In this regard, market depth is defined as the ability
of the market to absorb selling orders and it can be 
measured by the average daily trading volumes.

Liquidity Surface

Fig.2 Shape of the function IP = IP(H,S) if plotted

*Cont, R. and Schaanning, E. (2017), “Fire sales, indirect contagion and systemic stress testing”, Norges Bank Working Paper No. 2.
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Going into more details, we can define the following quantities:

▪ 𝑨𝑫𝑽𝝁 = Average Daily Volume

▪ 𝝈 = instrument daily volatility

▪ 𝝉 = time horizon

▪ 𝑸 = quantity to be liquidated

A formula for the Impact Price is given by

Ψ𝜇 𝑄 =
𝑄

𝐷𝜇
Where:

𝐷𝜇 𝜏 = 𝑐
𝐴𝐷𝑉𝜇 𝜏

𝜎𝜇 𝜏
= 𝑐

𝐴𝐷𝑉𝜇

𝜎𝜇
𝜏

The days needed to liquidate an order 𝑫𝝁 𝝉 , depend: 

• Inversely on the square root of the horizon;

• Directly on a parameter 𝒄 to be calibrated (between 0.3 and 0.5)

We can now make some clarifications on the link between Settlement Time (TTL) and Settlement Cost (TCL).

There is no "absolute" TTL, however

it is often 1 day for most of the 

assets in the portfolio.

Exists an TTL that is related to the 

maximum TCL you are willing to 

accept, and a TCL in relation to 

the maximum TTL that can be 

tolerated.

Practically, the surface can be 

"cut" with a constraint (eg TTL = 2 

days), so as to obtain, by 

intersection, the curve that

provides the TCL.

1 2 3
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Common Survey Action – CSA 1/2
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• Absence or fragility of pre-deal check methods with excess confidence in the instruments' liquidity

• On-going measurement methods to be improved

• Excessive dependency on external providers data and models

• Poorly defined processes, with weaknesses in the formalization of limits, roles and remediation actions

Following the ESMA guidelines at
the end of 2020, quality control 

activities were conducted

ESMA launched in 2020 the 
Common Survey Action (CSA) 

on liquidity risk to fund 
managers asking them to 

complete a very detailed form

The answers were followed by a 
communication in March 2021
with the main findings. This was
then re-published by Bank of 

Italy and addressed to all fund 
managers under its supervision

These reports express a series of 
weaknesses of the liquidity risk 
control systems, which can be 

structured as follow:
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Asset management companies were asked to address and propose a solution to these weaknesses by 31.10.2021. As a 
consequence discussions between authorities and individual management company started. 
Some of these weaknesses present practical issues that need to be addressed:

Ex-ante checks on liquidity impacts are affected by many assumptions:
▪ the need for a huge amount of data;
▪ uncertain scenarios;
▪ technical issues regarding the integration into the position-keeping systems.

The request to have independent calculation models, for small asset 
management companies, violates the principle of proportionality. This would 
involve significant costs for small to medium-sized companies, in terms of: 
▪ alternative providers;
▪ model development; 
▪ proprietary software.

1

2
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