
May 6, 2016 Bloomberg Brief Financial Regulation 10

GUEST COMMENTARY

Bank Liquidity Is Essential for Financial Stability

U.S. banks should be 

rethinking their current

funding structures amid

further regulatory scrutiny 

of the systemic risks that 

banks may pose, writes 

MRV Associates 

Managing Principal Mayra 

Rodríguez Valladares

U.S. federal bank regulators recently 
released a notice for proposed 
rulemaking for the net stability funding 
ratio (NSFR), a bank regulation that will 
fundamentally change the nature of how 
large banks fund themselves. 
Systemically important banks in the U.S. 
that are over $250 billion or more than 
$10 billion in foreign exposures will have 
to prove to bank regulators that they are 
liquid for a 12-month period. The U.S.’s 
proposal is largely in line with the 
guidance that the Basel Committee on 
Banking Supervision finalized in 2014. 
The NSFR, together with the liquidity 
coverage ratio, form the liquidity 
standard, which is a new and very 
important element in Basel III.

The market and bank regulators have 
long allowed banks to fund themselves 
with a wide range of deposits and 
wholesale funding, such as interbank 
loans and repurchase agreements. The 
2007-08 financial crisis painfully exposed 
that this model works great, until it does 
not. During an economic or market crisis, 
when banks stop lending to each other, a 
bank can quickly become illiquid and 
eventually insolvent. At a May 1 
conference in Florida, William Dudley, 
president and chief executive officer of 
the Federal Reserve Bank of New York, 
emphasized that a bank’s illiquidity is a 
threat to financial systemic risk. He said: 
"During the financial crisis, the demise of 
several major financial institutions 
resulted from their inability to finance 
their long-dated illiquid assets. The

   

 

  

deterioration in funding liquidity also 
increased the degree of systemic stress 
as firms were forced to sell assets, which 
depressed their prices, undermining the 
solvency of firms throughout the financial 
system."

International Monetary Fund 
researchers Jeanne Gobat, Mamoru 
Yanase and Joseph Maloney highlight in 
their  on the NSFR that the working paper
banking model of funding themselves 
short with deposits and wholesale 
funding and lending long, exposes them 
to depositor and investor runs.

Not only will the NSFR compel banks 
to be liquid for longer periods of time, it is 
a useful metric to aid bank supervisors in 
monitoring banking that may have
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significant exposures to maturity 
mismatches. I concur with Gobat, 
Yanase and Maloney that over time the 
NSFR should also incentivize banks to 
migrate to asset and liability structures 
that are more stable and less pro-
cyclical. Importantly, the NSFR might 
also "push banks to upgrade their 
financial management system across 
their balance sheets and groups, helping 
improve more timely risk identification."

Fortunately, US regulators will require 
banks to report the NSFR quarterly and 
concurrently with financial reports. This 
allows the market at least some level of 
transparency to determine if it is 
comfortable with a bank's liquidity.  If a 
bank does not maintain an NSFR of at 
least 1, or in the event that a bank 
declines below 1, it would be required to

notify the appropriate federal regulator no 
more than 10 days after the date of the 
shortfall or the event causing the potential 
shortfall. Importantly, a bank would also 
be required to submit a remediation plan 
and progress reports to show how it will 
become compliant with the minimum 
NSFR. Bank regulators also included 
disclosure requirements that apply to:

covered companies that are bank 
holding companies and savings and loan 
holding companies; and

holding companies subject to the FRB’s 
proposed modified NSFR rule.

In its consultation document, the 
Federal Reserve Board is also inviting 
comment on a modified NSFR 
requirement for "bank holding companies 
and savings and loan holding companies 
without significant insurance or 
commercial operations that, in each case, 
have $50 billion or more, but less than 
$250 billion, in total consolidated assets 
and less than $10 billion in total on-
balance sheet foreign exposure (each, a 
modified NSFR holding company)."

The public can comment on the 
proposed rule until Aug. 5, and the bank 
regulators could finalize the rule by the 
end of this year. Banks would be required 
to comply with the rule at the beginning of 
2018. Rating agencies Moody’s and Fitch 
have reacted positively to the NSFR 
because the proposed rule decreases 
banks’ likelihood of failure.

The industry will deploy significant 
resources to fight the proposed NSFR. 
Old habits die hard; a major cultural shift 
has to change at banks so that bankers 
learn how to search for more stable 
sources of funding. To attract longer term 
deposits, banks will have to incentivize 
customers by paying higher rates, 
especially if interest rates start to rise 
soon. Banks' earnings will likely take a hit 
as they learn to minimize significant asset 
and liability mismatches. Yet, financial 
reformers should remember that the 
painful cost to taxpayers of failed banks is
too great to ignore, compelling banks to 
change their current funding structures.
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