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On 5 February 2019, the European Securities and Markets Authority (“ESMA”) published a consultation paper (the “Consultation”) in respect 
of draft guidance on liquidity stress testing (“LST”) applicable to undertakings for collective investments in transferable securities (“UCITS”) 
and alternative investment funds (“AIFs”) (the “Guidance”). 

The purpose of the Guidance is to encourage convergence of the supervision of LST by EU national competent authorities. The Guidance sets 
out 14 principles relevant to UCITS management companies and alternative investment fund managers (“Manager(s)”). The Guidance also 
sets out 1 principle for depositaries of UCITS and AIFs. On 8 April 2019, ESMA published responses from the industry to the Consultation.

EU Initiative 
The Guidance follows the publication by the European Systemic Risk Board (“ESRB”) setting out recommendations to address liquidity and 
leverage risk in investment funds (the “ESRB Recommendations”). The ESRB Recommendations requested that ESMA, in order to promote 
supervisory convergence, “develop guidance on the practice to be followed by managers for the stress testing of liquidity risk for individual 
AIFs and UCITS”. Furthermore, the ESRB recommended that the guidance issued on liquidity stress testing by ESMA should include, but not 
be limited to the following factors: 

 » the design of LST scenarios;

 » the LST policy, including internal use of LST results;

 » considerations for the asset and liability sides of investment fund balance sheets; and

 » the timing and frequency for individual funds to conduct LST.

ESMA sought feedback on the above factors in its Consultation. 

The Guidance
We have set out the 15 principles that the Guidance recommends Managers should consider and ensure are addressed by the LST policies 
and procedure:  

Risk Framework 1. LST should be integrated into the fund’s risk management framework and be subject to 
appropriate governance and oversight, including being subject to appropriate reporting and 
escalation procedures

2. Managers should have an LST policy, which should be periodically reviewed and reflected in 
the relevant risk management policy (“RMP”).
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Risk Framework 3. LST should demonstrate that the Manager has a strong understanding of the liquidity risks 
arising from the fund’s assets and liabilities.

4. LST should be conducted at least annually or a more frequent programme should be 
employed (e.g. quarterly), if required by the characteristics of the fund.

In what Circumstances should LST 
be used?

5. LST should be used to:

(i) ensure the fund is sufficiently liquid, pursuant to the provisions of its prospectus and 
supplement;

(ii) strengthen the ability to manage liquidity in the best interests of shareholders (including 
in periods of heightened liquidity risk);

(iii) identify potential weaknesses of the investment strategy and assist in investment 
decision making; and

(iv) assist risk management monitoring and decision-making, including setting relevant 
limits regarding fund liquidity.

Contingency Planning 6. LST should assist in preparing for a crisis and broader contingency planning.

Nature, Scale and Complexity 7. LST should be adapted appropriately to each fund, depending on its nature, scale and 
complexity, including: 

(i) the frequency of LST;

(ii) the types of scenarios employed to create stressed conditions, which should always be 
sufficiently severe, but plausible;

(iii) assumptions regarding investor behaviour (e.g. gross and net redemptions) and asset 
liquidation; and

(iv) the complexity of the LST model, which should account for the complexity of the fund’s 
investment strategy.

LST Scenarios 8. LST should employ hypothetical and historical scenarios as well as reverse stress testing.

Limitations of Data 9. LST should demonstrate the ability to overcome limitations related to the availability of data, 
including by:

(i) avoiding unjustifiably optimistic assumptions;

(ii) avoiding unjustifiable reliance on third parties’ LST models; and

(iii) exercising qualitative judgement.

Liquidity of Portfolio 10. LST should enable a Manager to assess not only the time and/or cost to liquidate assets in a 
portfolio, but also whether such an activity would be permissible given:

(i) the objectives and investment policy of the fund;

(ii) the obligation to manage the fund in the interest of shareholders; 

(iii) any applicable obligation to liquidate assets at limited cost; and

(iv) any obligation to maintain the risk profile of the fund following liquidation of a portion 
of its assets.

Risks and Liability 11. LST should incorporate scenarios relating to the liabilities of the fund, including both 
redemptions and other risks emanating from the liability side of the balance sheet.

12. LST should incorporate risk factors relating to investor type and concentration, according to 
the nature, scale and complexity of the fund.
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Combined Asset and Liability LST 13. Managers should combine the LST undertaken on both the assets and liabilities side of the 
fund balance sheet to determine an overall effect on fund liquidity.

14. Aggregate LST should be undertaken by Managers where appropriate.

Guideline applicable to 
Depositaries

15. Depositaries should verify that funds have documented LST procedures. This could include 
reviewing the RMP to confirm that the Manager carries out LST on the fund.

Commentary
The Guidance focuses on the liquidity risk specific to a fund, taking into account the characteristics relevant to that particular fund, including, 
among other things, its investment policy, assets, liabilities and frequency of redemption. In essence, the Guidance requires a specifically 
tailored approach to LST in respect of each fund.

In view of implementing LST, ESMA has stressed the requirement that Managers should be independent when delegating portfolio management 
tasks to a third party, in order to avoid reliance on or the influence of the portfolio manager/investment adviser’s own stress tests.

In this respect, Steven Maijoor (the ESMA chair) has also emphasised the importance of the role of Managers as regards LST (in a press release 
on 5 February 2019), noting that:

“Managers should be aware of the liquidity risk of the funds they manage and use stress testing as a tool to manage funds’ liquidity and to 
take appropriate actions to mitigate this risk, especially for scenarios in which redemption requests by investors may exceed funds’ ability to 
quickly liquidate assets. Redemptions scenarios need to be tested at fund level to avoid contagion to the wider market and any impact on 
financial stability.”

The International Capital Market Association (“ICMA”), the Asset Management and Investors Council (“AMIC”) and the European Fund and 
Asset Management Association (“EFAMA”) highlighted in a report titled “AMIC/EFAMA Report on Liquidity Stress Tests in Investment Funds 
2019”, issued on 8 January, that:

“an approach of “one-size-fits-all” is not appropriate for the regulation of LST, given the necessity of tailoring liquidity risk management 
practices to the unique characteristics of each fund. Fund managers must ensure an appropriate liquidity profile for the funds they manage.”

The Consultation notes that a cost-benefit analysis of implementing the Guidance should not present a significant burden for Managers in 
light of the fact that LST is already a major component of their management functions.

Feedback from the Industry
On 8 April 2019, ESMA published responses to the Consultation (the “Response”), which included responses from large Managers, the 
banking sector, issuers, investment service providers, the insurance and pension sector and others (for further details on the names of the 
responders and links to their responses please click here).

A number of stakeholders expressed concerns with the Guidance in the Response.  

 » Whilst the Consultation notes that implementing LST in accordance with the Guidance should not present a large cost, some 
Managers have countered this assertion. They note that the change of LST methodology and, in particular, implementing the 
recommendation that Managers should use reverse stress testing, will significantly increase costs. 

 » On the other hand, the Investment Association (the trade body that represents UK investment managers) is of the view that 
amendments to LST policies and procedures should not present significant cost increases. 

 » Some Managers expect that the Guidance will require a long implementation period of 18 to 24 months. 

 » An overhaul of the Managers’ IT system will be required in certain cases in order to adapt to modified LST policies and procedures. 

>>

https://www.esma.europa.eu/press-news/consultations/consultation-draft-guidelines-liquidity-stress-test-investment-funds
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Disclaimer:
The information contained in this advisory is necessarily brief and general in nature and does not constitute legal or taxation advice.  Appropriate legal or other professional advice 
should be sought for any specific matter.
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Investment Funds Key Contacts 
If you have any queries on the content of this advisory and/or the impact that it may have on you and your business, please speak to your 
usual contact in Walkers or connect with:

Nicholas Blake-Knox
Partner, Investment Funds
T: +353 1 470 6669
E: nicholas.blake-knox@walkersglobal.com

Sarah Maguire
Partner, Investment Funds
T: +353 1 470 6691
E: sarah.maguire@walkersglobal.com

Jennifer Fox
Partner, Investment Funds
T: +353 1 863 8531
E: jennifer.fox@walkersglobal.com

Eimear Keane
Of Counsel, Investment Funds
T: +353 1 470 6622
E: eimear.keane@walkersglobal.com

Michael Dyulgerov
Associate
T:+353 1 470 6683
E: michael.dyulgerov@walkersglobal.com

 » Certain stakeholders noted that it is unclear whether it is currently possible to provide sufficiently comprehensive data in respect of 
various types of assets in which funds are invested, and as such Managers may need to improve this. 

 » Some stakeholders have noted that the inclusion of money market funds (“MMFs”) and exchange traded funds (“ETFs”) under the 
Guidance is undesirable as MMFs are already subject to stringent LST and ETFs have a different liability structure.

 » A number of stakeholders agreed with the annual LST, but indicated that quarterly LST may be appropriate in rare circumstances. 

Whilst the Consultation recommends that ad-hoc LST should be undertaken as soon as practicable if a material risk to fund 
liquidity is identified, some Managers have resisted this in the Response by suggesting that ad-hoc LST may only be employed in 
emergency situations. 

Next Steps
 » The Consultation closed for feedback on 1 April 2019 and the Response was published by ESMA on 8 April 2019. 

 » ESMA will consider the Response in Q2 2019.

 » ESMA expects to publish a final report in Q3 2019.

Managers should review their LST policies in view of the principles set by the Guidance, refer to the Response and table any proposed 
considerations or changes to LST for discussion at board level.  


