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1 Introduction

The autopsy of the 2007 global financial crisis has been a watershed moment for the way in
which the financial sector functions.* One of the most significant changes relates to the
functioning of the banking sector. The traditional banking sector (TBS), which is subject to
stringent prudential supervision under acts implementing the Basel Accords, consists of
credit institutions granting loans and accepting deposits.? However, this is not the only
form of banking; there also exists another banking sector — shadow banking.3 The shadow
banking sector (SBS), now dubbed ‘the future of global finance’, consists of a complicated
web of entities, activities and transactions that, arguably, only ‘Wall Street wizards’ truly
understand.4 There are numerous reasons why the SBS has risen to prominence; namely,
through the evolution of prudential banking standards, the negative impact on profitability,
the exploitation of regulatory arbitrage and new innovative financial products — which have
all been key facilitators of the shift towards the SBS.5

The aim of this study is to explore the significance of the most recent set of changes to the
Basel III framework — the so-called Basel IV® — both in relation to the rise of the SBS and in
the context of current coronavirus-related developments. In doing so, we intend to
demonstrate that ever more stringent regulation and supervision of the TBS without
creating an analogous framework for the SBS is not going to make the financial system
more stable. Our contribution will be structured as follows: Section 2 will explain the
shadow banking phenomenon, from its origins to the struggle to accurately define it.
Section 3 will describe the rise of the SBS by demonstrating that the impact of prudential
regulation on profitability has resulted in the exploitation of regulatory arbitrage, leading to
new forms of financial innovation. In that context, dichotomy between TBS and SBS and
the previous Basel Accords will be discussed. This analysis will provide a crucial benchmark
showing why market participants keep shifting their activities towards the less stringently
regulated SBS. Section 4 will examine the specific example of Basel IV and the main
novelties therein. Basel IV has arguably resulted in further debate, namely that the
regulation of the TBS has deepened the resulting imbalance between the TBS and the SBS.
However, its implementation has been postponed in order not to additionally burden banks
dealing with the current coronavirus crisis. Could it be seen as a chance to correct what was
omitted/add the SBS to the picture? Section 5 includes policy recommendations and
concludes the discussion.

2 Defining Shadow Banking
2.1 The Origins of Shadow Banking

In 2007, at the annual economic policy symposium of the Kansas City Federal Reserve in
Jackson Hole, Wyoming, American economist Paul McCulley coined the term ‘shadow
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banking’ to describe a system that posed a significant risk to financial stability because it
was untouched by regulation, has lain hidden for years and operates on a subterranean
level.” Although ‘shadow banking’ is a relatively new term, the concept is not; the origins
arguably go back to 19th century England, when Walter Bagehot wrote Lombard Street: A
Description of the Money Market.8

Bagehot observed that London banks operated in parallel with financial firms known as
‘bill brokers’, who performed much the same functions as banks, but were not banks.
Indeed, Bagehot noted that bill brokers were ‘a special sort of banker who allow daily
interest on deposits, and who for most of their money give security’ as collateral to hedge
risk.? In modern day terms, Bagehot’s definition of ‘bill brokers’, who performed the
activity of converting bills into money, is very similar to what is known today as shadow
banking.'® Yet Walter Bagehot is not the only commentator to recognise the importance of
the SBS over the decades. There have been a host of other examples,** one of which is
described by Friedrich Hayek, who, in 1931, observed that

There can be no doubt that besides the regular types of circulating medium, such as coin,
bank notes and bank deposits, which are generally recognised to be money or currency,
and the quantity of which is regulated by some central authority... there also exists other
forms of media of exchange... without being subject to any central control.1?

2.2 Defining Shadow Banking

The fact that the SBS now accounts for a significant part of the financial system makes one
wonder whether the term ‘shadow banking’ is ‘pejorative’.*3 Indeed, the term automatically
implies a sector of dubious legality containing somewhat ‘clandestine’ and ‘nefarious’
connotations.'# Arguably, however, this explanation does capture the activities that played
a large part in precipitating and exacerbating the financial crisis, such as excessive self-
interest, corporate greed, poor governance, high leverage and regulatory arbitrage; this is
potentially a reason for the ignominious reputation that SBS now has.s

How, then, can shadow banking be defined? The term ‘shadow banking’ is often used as a
catch-all term to refer to a number of divergent institutions, instruments, markets and
activities. Its amorphous nature has arguably become an obstacle to providing a clear and
commonly accepted definition, the most commonly used one being that of the Financial
Stability Board (FSB), which defines shadow banking as ‘credit intermediation involving
entities and activities outside the regular banking system’.16

The authors argue that trying to define shadow banking in such a broad and all-
encompassing way is a fruitless endeavour. First, the scope of this definition is too wide;
the purpose appears to be more for surveillance and monitoring than to provide an
adequate workable definition. Second, this definition is not the most enlightening and
raises more questions than it answers, questions, such as who the entities are and what
activities comprise the SBS?*”7 Third, financial innovation and regulatory change across
multiple jurisdictions ensure that the nature of the SBS is fluid and constantly evolving. It
is therefore submitted that trying to define shadow banking using this broad approach will
always be a challenge; identifying and summarising a complete set of characteristics that
can apply to past, present and future shadow banking entities and activities may prove to
be too difficult a task.

Instead, an alternative approach to defining ‘shadow banking’ could (and should) be
adopted. A better approach may be to construct a definition in relation to the purpose for
which shadow banking is used. For example, the purpose of this article will be to explore
shadow banking as a market-based finance system that has its roots in the money markets.
The money market is a market where transactions such as repos, securities lending and
derivatives contracts facilitate collateralised finance; it is a market where long-term capital
market assets are funded with short-term money market liabilities. ‘Shadow banking’ is,
therefore, a ‘market-based finance system’ that provides an attractive funding alternative to
that offered by the TBS.'8

The aforementioned description can be described as ‘functional’. A functional approach is
able to unpack the economic purposes of the transactions used within the SBS. Such an
approach is beneficial because it is intended to capture the complex practices through
which money is created within the modern financial system.'® Exploring the SBS in this
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way, that is, through the lens of the transactions with which the SBS functions, requires a
‘money view’.2°? The money view captures a distinctive element of the SBS: it is a market-
based finance system where debt relationships are organised via tradable securities.**

It is precisely the presence of collateral that gives the SBS its distinctive character.
Collateral comes in the form of marketable financial assets and, depending on the liquidity
of the collateral, implies the promise of cash immediacy without making much of a loss.
Collateral can therefore be described as a mechanism that is designed to hedge default risk.
It is a safety net that implies that should the borrower default, the collateral can be
liquidated to make good on the promise. Collateral is the underpinning feature that makes
such promises credible. As such, collateral is widely recognised as having the equivalence of
‘money’,?% ‘cash’®3 and ‘quasi-money’.?4 However, the implied liquidity of collateral, and
the fact that it can be considered to be as safe as money, makes the contracts backed by the
collateral, such as repos, securities lending and derivatives, subject to run,?> which was a
fundamental issue during the recent financial crisis.2®

2.3 The Makings and Scope of Shadow Banking

Bearing in mind the origins of SBS, one could conclude that it comprises a varied set of
entities, activities and transactions that function within the legal perimeter yet outside the
confines of prudential bank regulation. Unlike the TBS, the SBS is not a single identifiable
system but a constantly evolving network consisting of a varied and largely unrelated set of
activities. The crux of the SBS is that it provides an alternative source of funding to that
offered by the TBS. It provides funding by decomposing the process of credit
intermediation into a sequence of discrete operations, pursued by very different types of
financial market actors who interact across the wholesale funding market and rely on it for
funding.?” In doing so, the SBS participates in the activity of credit intermediation by
redistributing risk through credit, maturity and liquidity transformation, raising systemic
risks, especially if combined with high leverage. It is through credit intermediation that
shadow banks provide funding, as will be elucidated in what follows:28

1. Leverage: As opposed to using equity, leverage involves investing utilising borrowed
funds;

2. Transferring credit risk: The purpose of transferring risk is to pass it from one party
who does not want the risk to another party who is willing, for a fee, to take on the
burden of risk;

3. Maturity transformation: Involves borrowing funds for short periods and investing
or lending for longer periods; and

4. Liquidity transformation: The term ‘liquidity’ represents the ease with which an asset
can be turned into cash. Liquidity transformation relates to assets, such as cash,
which is used to invest in less liquid assets, such as bonds or derivatives.

The scope of the SBS is wide and varied. For example, participants in the SBS include a
broad range of bank and non-bank financial intermediaries conducting various activities.
Players typically include, but are not limited to, prudentially regulated banks, money
market mutual funds (MMMF), credit hedge funds, investment banks, large financial
institutions, private individuals, securitisation and special purpose vehicles.?? The
transactions through which these entities carry out their activities are generally repos and
securities lending and transactions. Although the SBS has many touchpoints, the scope of
this article will focus on shadow banking from a transactional perspective.

3 The Rise of Shadow Banking

How, then, has the SBS risen to prominence? There are four steps of reasoning, namely the
imbalance in prudential regulation between the TBS and the SBS, resulting in a subsequent
drop in profitability of the TBS and the ensuing exploitation of regulatory arbitrage,
thereby facilitating financial innovation.
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3.1 Prudential Regulation

In order to illustrate the regulatory imbalance between TBS and SBS, it is crucial to begin
with the dichotomy in the functioning of these two sectors. Subsequently, the most relevant
examples of prudential rules referring to TBS only, namely the Basel Accords, preceding
Basel IV, shall be examined.

3.1.1 The Dichotomy between Traditional Banking and Shadow Banking
Under the TBS, a bank is, among other things, an institution that grants loans and accepts
deposits. Figure 1 depicts official banking and illustrates that the essence of traditional

bank intermediation is deposit taking and loan making.

Traditional Banking: Deposit Taking and Loan Making

DEPOSITOR
Euros € Insured Funds
BANK
Euros € Loans
BORROWER

The logical starting point in the figure is that there is a depositor who deposits money with
a bank. As long as the total deposited amount in the bank account is below the European
Deposit Guarantee Scheme (EDGS) threshold of €100,000, the funds will be insured.3°
The bank will then loan out these newly deposited funds to a borrower, who, for instance,
requires money for a mortgage. In return, the asset the bank will receive, which will be
collected upon over time, is the loan itself; this ensures that the bank will receive a
recurring income stream for the life cycle of the loan. The bank itself is the essential
component; it is the intermediary between the supply of funds from depositors and the
demand for loans from borrowers.3*

Demand deposits are, however, of no practical use to institutions and private individuals
operating in the SBS.32 The fact that these entities often ‘deposit’ large amounts of money
for short periods ensures that the threshold would be exceeded and that anything above
€100,000 is uninsured (and subject to bail-inable claims33). This means that an entity
depositing more than €100,000 in the TBS could face a capital loss should the bank face
difficulties.34

Understandably, most market participants prefer risk-free liquid claims. As such, the SBS
has created an alternative of demandable debt not subject to prudential regulation and
credibly backed by a direct claim on liquidity.35 Within the SBS, when market participants
want a safe place to house their capital, raise funds or borrow securities, they generally do
so through the use of collateralised finance transactions. The SBS’ distinctive liquidity
guarantee arises from their issuing of collateralised financial credit in repo, securities
lending and derivatives transactions. As illustrated by Figure 2, the SBS is functionally
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equivalent to the TBS because debt contracts in the SBS are backed by FC (financial
collateral), just as debt contracts in the TBS are backed by the EDGS.

Functional Equivalence of Traditional Banking and Shadow Banking

Traditional Banking Sector (Demand Deposit)

Cash
[ DEPOSITOR J [ BANK ]

EDGS Insurance

Shadow Banking Sector (Repo)*

) )

* A repo example has been used here but it could equally apply to
securities lending and derivatives transactions.

Cash

Financial Collateral

In both transactions outlined in the figure, the TBS and the SBS perform similar functions
through ‘maturity transformation’. The TBS engages in maturity transformation when it
uses deposits (such as monthly wages), which are short-term, to fund loans (such as
mortgages) that are longer-term.3® The SBS does something similar through repo by
raising short-term funds in the money markets secured with FC. The collateral taker can
then use the acquired collateral to raise more cash and so on, thereby stimulating liquid
and efficient markets.37

Generally, the maturity of a repo is overnight, with the debt contract rolled over (renewed)
on a daily basis. This implies a confidence in immediacy because of its short maturity as it
is routinely rolled over.38 In addition, Aaa government bonds are often used as FC to
secure the repo, and the safety of the debt contract is dependent on the quality of the FC
(and the applicable level of margin). Aaa government bonds are deemed to be of the highest
quality, most liquid and therefore the safest form of FC as they are underpinned by a
credible government. As such, it is generally unnecessary for market participants to do any
due diligence on, or to determine the provenance of, the government bond because its value
is known and accepted by all.

3.1.2 Basel Accords before Basel IV

As shown earlier, TBS and SBS play similar roles in the economy when it comes to funding
and broader maturity transformation. However, the TBS is subject to prudential regulation,
and many commentators argue that the evolution of prudential regulation, such as the
Basel Accords, has inadvertently fuelled the growth of the SBS.39 In particular, the Basel
Accords are both expensive and burdensome for banks, and regulators are essentially
forcing banks to disclose information and hold minimum capital reserves. According to the
Basel Committee on Banking Supervision (BCBS), the aim of the Basel Accords is to:

Strengthen global capital and liquidity rules with a goal of promoting a more resilient
banking sector. The objective of the reforms is to improve the banking sector’s ability to
absorb shocks arising from financial and economic stress, whatever the source, thus
reducing the risk of spill-over from the financial sector to the real economy... The
Committee’s comprehensive reform package addresses the lessons of the financial crisis.
Through its reform package, the Committee also aims to improve risk management and
governance as well as strengthen banks’ transparency and disclosures. Moreover, the
reform package includes the Committee’s efforts to strengthen the resolution of
systemically significant cross-border banks.40
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Subjecting the TBS to the Basel Accords has the effect of moderating financial stability by
protecting and minimising the risk to depositors and governments. Yet from a commercial
perspective, the Basel Accords are costly and burdensome because banks have to
continually alter their business model to comply with incoming regulation, which
ultimately impedes profitability.4* There is therefore an argument whether the Basel
Accords are effective. Regulation is arguably effective when, on the one hand, risk is
minimised, while on the other, benefits are maximised.4* Yet finding the optimal
regulatory balance has proved to be ‘something of a holy grail, highly desirable but illusory
and difficult to achieve’.43

It has been widely argued that Basel I and II contributed to the 2008 financial crisis.#4 In
particular, the proliferation of off-balance sheet exposures and inadequate growth of banks’
capital undermined Basel IT’s risk-weighted capital regulation regime. Moreover, after this
global downturn Basel III came into effect, which significantly amended Basel II and was
aimed at preventing another crisis by reducing financial and economic stress and
minimising the aftershock effects in the economy.4>

Under Basel I11, there are three specific requirements that can be argued as being
significant. First, in the EU there is a capital adequacy regime requiring traditional sector
banks to maintain a set minimum capital level of 8%.4% This means that banks operating in
the TBS are required to hold a minimum ratio of capital to risk-weighted assets (RWAs). By
holding a percentage of deposits and equity on the balance sheet, the ultimate aim is to
ensure the stability of the financial system by keeping the TBS solvent. Additionally, Basel
III introduced a new countercyclical buffer, the aim of which is to incentivise banks to
increase capital cushions when times are economically good and thus avoid the temptation
to take more and more risk and invest all the capital for the highest gain possible owing to
favourable economic conditions. In addition to these requirements, global systemically
important banks (G-SIBs), as designated in accordance with the FSB’s annual list and by
national supervisors, are obliged to keep an additional buffer.

In order to calculate the capital a bank needs to hold against its assets, the Capital
Requirements Regulation (CRR) describes how to weigh a bank’s assets relative to risk.
This phenomenon is the so-called RWAs. Assets that are safe and highly liquid, such as
cash or gold, are disregarded from the RWAs regime, are considered risk free and have risk
weight of 0; other assets that carry a higher risk, such as loans to other institutions, are
assigned a higher risk weight. Then the amount of assets is multiplied by its risk weight,
and the sum of all RWAs constitutes the denominator, whereas the amount of capital
needed will be in the numerator. Consequently, the more risky assets the bank holds, the
more capital it has to maintain. Capital comes in two forms: going concern and gone
concern, each of which will be discussed in turn.

i. Going concern capital is the type of capital that has a loss absorbing capacity so that a
bank can continue its activities and remain solvent. This type of capital is referred to
as Tier 1 capital. Under Article 26 of the CRR, Tier 1 capital consists of both Common
Equity Tier 1 capital (CET 1) and Additional Tier 1 capital (AT 1). CET 1 can be capital
instruments, share premium accounts, retained earnings and other reserves. AT 1
capital is not defined in the CRR but must comply with Article 52 (1) of the CRR. For
example, certain subordinated loans, hybrids and convertibles.47

ii. Gone concern capital helps ensure that depositors and senior creditors can be repaid,
should the bank fail. This type of capital is called Tier 2 capital and is defined under
Article 71 of the CRR. Tier 2 capital consists of capital instruments, subordinated
loans and share premium accounts.48

The minimum 8% capital requirement regime is composed of the following — 6% Tier 1
capital, namely 4.5% of CET 1 and 1.5% of AT 1; and 2% Tier 2 capital.42 The G-SIB
systemic buffer is prescribed individually according to the ‘systemic importance level” of a
given institution. The FSB awards points for each of the relevant categories, and G-SIBs are
allocated into buckets using this score. The additional capital percentages vary from 1% for
the lowest first bucket to 3.5% for the fifth one.

Second, an underlying feature of the global financial crisis was the build-up of excessive
leverage in the TBS. In many cases, banks built up excessive leverage, while maintaining
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strong risk-based capital ratios. Basel III seeks to restrict this by encouraging banks to take
initiatives to reduce their balance sheets by placing a limit on the size of activities a bank
can develop compared with its own capital. To achieve this, a minimum leverage ratio has
been proposed.5°

Third, Basel III has introduced liquidity ratios. The first is the Liquidity Coverage Ratio
(LCR).5! The objective of the LCR is to promote the short-term resilience of the liquidity
risk profile of banks. It does this by ensuring that banks have an adequate stock of
unencumbered high-quality liquid assets that can be converted immediately into cash to
meet their liquidity needs for a 30 calendar-day liquidity stress scenario.3* The second is
the Net Stable Funding Ratio (NSFR).53 The NSFR requires banks to maintain a stable
funding profile in relation to the composition of their assets and off-balance sheet activities.
A sustainable funding structure is intended to reduce the likelihood that disruptions to a
bank’s regular funding sources will erode its liquidity position in a way that would increase
the risk of failure and potentially lead to broader systemic stress.34

Yet the Basel Accords, which are both a micro and macro prudential tool, refer to the TBS
only — they do not apply to the SBS.55 In particular, the Basel Accords have adversely
influenced banks by ultimately placing them at a competitive disadvantage compared with
other non-prudentially regulated financial institutions. The TBS, whose primary aim is to
maximise profits, have an incentive to circumvent the stringent prudential rules precisely
because the Basel Accords are an impediment to their primary function. The SBS, in
particular, has proved to be a popular route for various entities because it is a sector that is
subject to less stringent rules. This imbalance has given impetus to the development of the
SBS because it continues to remain untouched by prudential standards. As mentioned
earlier, the SBS ‘performs much the same functions as traditional banking, but the names
of the players are different and the regulatory structure is light... to non-existent.’5°

One could argue that SBS, owing to its close relationship with TBS, actually remains under
some regulatory influence of Basel standards applicable directly to banks. It is indeed true
that banks are often part of the same financial conglomerate as SBS entities, and many of
the rules apply on a consolidated basis to all institutions within the conglomerate. Also,
banks have to take into account exposures to SBS firms in their capital calculations.
However, still many ways remain for the banks or the parent companies to avoid such
‘indirect influence’. They could do it by establishing, for instance, special purpose vehicles
(SPVs) or even subsidiaries, depending on the particular national legal regime. Also, the
risk weights of SBS-stemming assets are rarely very low. Consequently, as long as SBS is
not directly regulated in a prudential manner, the problem described in this contribution
will persist.

It could also be contested that repos57 and securities lending transactions>® are regulated
under the Securities Financing Transactions Regulation (SFTR).59 However, despite
numerous publications identifying these transactions as a major source of systemic risk, it
is unfortunate that this is an area yet to be substantially tackled.®® The SFTR, for example,
aims to create a safer and more transparent financial system by placing additional
requirements on market participants entering into securities financing transactions. The
approach taken by the SFTR requires securities financing transactions to adhere to:

- The reporting requirement: securities financing transactions must be reported to
trade repositories; %!

- The disclosure requirement: transparency and disclosure obligations by
Undertakings for Collective Investment in Transferable Securities Directive
(UCITS) management companies, UCITS investment companies and Alternative
Investment Fund Managers (AIFMs) requiring periodic reports informing
investors of securities financing transactions and total return swaps;®2 and

- The collateral reuse requirement: prior risk disclosure and written consent before
counterparties are permitted to reuse or re-hypothecate assets.%3

However, commentators remain sceptical, arguing that the SFTR does no

more than provide another red flag in a sea already full of flags... The principles are noble
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but when there is so much regulatory change in the market, surely the goal should be to
focus

on the implementation of tangible and meaningful reforms.%4

So the fact that regulation in the SBS is not as comprehensive (or direct) as the TBS, and
the fact that the SBS performs very similar functions to the TBS, places the SBS at a
competitive advantage precisely because credit intermediation is performed outside the
prudential regulatory framework. This competitive advantage becomes particularly acute
when it is discovered that the net credit growth of the economy since the global crisis has
come from the SBS rather than traditional banking channels.®5 As such, the importance of
the SBS to the economy as a whole cannot be overemphasised. However, crucial to the
continued growth of the economy, and the stability of the SBS, there are calls for regulation
and effective oversight, in the hope of preventing another global economic meltdown.%®

3.2 Profitability

The further step in the rise of the SBS relates to profitability. While it is not disputed that
the tightening of prudential regulation strengthens the resilience of the TBS, the flipside is
that it does so by limiting the profitability of the TBS. The upward trajectory of forcing the
TBS to strengthen capital and liquidity has the paradoxical effect of negative trajectories for
banks’ profitability in the EU. A recent study by Roland Berger (see Figure 3) demonstrates
that the profitability of EU banks, as compared with that of US banks, has decreased by 9%
between 2009 and 2015. This drop in profitability poses a real challenge for European
banks, considering the low interest rates, economic growth and, significantly, regulatory
pressure and the associated costs.%7

Opposite Trajectories: Profitability of EU/USA Banks

WECE | 110%paa s

(&3]

Source: Roland Berger %8

While there is currently no empirical evidence for a causal relationship between regulatory
pressure and profitability, along with many other factors that have contributed to a
decrease in profitability, such as the Eurozone crisis, this drop in profitability implies that
regulatory pressure and the associated costs pose a real challenge for EU banks (see Section
4.3).99 As explained further on, Basel IV may contribute to the overall regulatory burden by
increasing the capital requirements in the arbitrary way of an output floor and restricting
the use of the IRB. Such a situation may ensure that profits could continue to plunge.
Sinking profitability constitutes a significant incentive for the TBS to migrate activities to
the less regulated SBS.7°

3.3 Regulatory Arbitrage

A third aspect in relation to the rise of the SBS is regulatory arbitrage. Given that the TBS is
so heavily regulated, consequently impeding profitability, it is unsurprising that there is an
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incentive to circumvent the rules by exploiting regulatory arbitrage and migrating activities
to the SBS.7* Regulatory arbitrage can be defined as the restructuring of financial activities
to circumvent burdensome regulation. The central issue is that as regulation within the TBS
tightens, by default the SBS will continuously gain traction. This argument becomes
particularly acute when we discover that

it takes roughly two hours to assemble a team of finance geeks and lawyers to devise a
product or transaction that will bypass any new rule or regulation coming our way.”2

According to Charles Goodhart, effective regulation of the TBS is indeed very difficult to
achieve. There is a pertinent argument that regulation of the TBS is self-defeating because
there will always be a way to circumvent the rules.”3 The regulation of the TBS is self-
defeating because of the so-called boundary problem. The boundary problem holds that as
one level of the TBS becomes regulated, or starts the process of regulation, there is an
incentive for financial market actors to scramble over the boundary into the less stringently
regulated SBS to conduct business. Owing to a continual drive to maximise profits, the
boundary problem then becomes perpetual because as regulation imposes new costs and
burdens, it will consequently facilitate regulatory arbitrage.”4

There is not only an economic significance correlated with regulatory arbitrage, but also
geographical significance. For example, low-tax or no-tax jurisdictions are regularly
exploited to take advantage of tax, regulatory, legal and administrative features inherent in
these jurisdictions.”> As such, the SBS has a global reach because the sectors’ activities span
across geographical jurisdictions, which results in cross-border implications.”® Different
regulatory and legal frameworks across various jurisdictions potentially provide a safe
harbour for the SBS to arbitrage the rules because of the difficulty in monitoring or curbing
the activities that spread across the globe.””

3.4 Financial Innovation

The final aspect of the rise to prominence of the SBS is the development of financial
innovation. While many commentators view regulatory arbitrage as a negative, regulatory
arbitrage can also be viewed positively as it facilitates financial innovation by creating new
ways to conduct business. The SBS is a case in point, given that there is now a genuine
economic demand for services conducted in the SBS. Competition from financial firms
specialising in niche markets offering an above market yield has allowed financial
innovation to flourish, resulting in an increased demand for novel and adaptable financial
products. Many entities, activities and transactions operating in the SBS now have valid
and valuable economic and financial market functions. The SBS is, indeed, a hotbed of
innovation. It is unstifled by the rules, and the growth of the SBS may be understood as one
consequence of evolving legal and regulatory structures stemming from the TBS.78

4 Basel IV: Another Brick in the Wall
4.1 Basel IV — Main Novelties

The most recent Basel Accord, Basel IV, is complementary to Basel III in that Basel IV was
introduced to repair the omissions of Basel III. By doing so, Basel IV ‘now completes the
global reform of the regulatory framework which began following the onset of the global
financial crisis.’”? It also constitutes the most recent global regulatory initiative, the
consequences of which boost the further expansion of the SBS sector.

Under Basel III the most important requirement is arguably that of capital adequacy, which
is reliant on the amount of RWAs. However, the issue of how RWAs were to be calculated
had never been comprehensively regulated in any of the Basel Accords.8° Banks could
either apply the standardised approach (SA) on the basis of risk weights determined by the
supervisors or recognised credit rating agencies or use the internal ratings-based model
(IRB), which allows the banks themselves to establish their own criteria for risk-weighting.
This choice was left to the banks’ discretion. In practice this means that banks could have a
direct influence on the final level of the required regulatory capital. It seems hard to find a
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better incentive for gaming such a calculation process.8! The Economist called the IRB
resulting capital ‘do-it-yourself capital’.82 The significant variation in RWAs across banks
with very similar portfolios only served to justify that nickname.83 Basel IV aims to solve
this problem by ‘restoring credibility in the calculation of RWAs and improving
comparability of banks’ capital ratios.’84

Basel IV introduces four main novelties. First, the use of IRB to calculate credit risk®3 has
been banned with respect to specific types of exposures. In the case of equity, only the SA is
permitted. In turn, the risk weight of exposures to banks and other financial institutions, as
well as particular corporates,3® should not be estimated using the advanced IRB, while the
foundation IRB variation is permissible.87

Second, owing to the high level of unpredictability borne by operational risk,38 the only
method to quantify such risk is by utilising the SA. Internal models have been assessed as
too unreliable in this regard.89 Certainly, SA is able to increase comparability between
institutions and the level playing field in this regard. On the other hand, given the vast
disparities between modern banking business models, it can be harmful to some of them,
imposing a ‘one size fits all’ policy.

The third novelty completes the risk-dependent capital adequacy framework for G-SIBs
with a new risk-independent requirement. It imposes a special extra leverage ratio on G-
SIBs ‘to maintain the relative incentives provided by both [risk-weighted and risk-
independent — K.P.] capital constraints’.9° The final leverage ratio these entities have to
meet is a sum of a base 3% requirement and a half of risk-weighted higher-loss absorbency
requirement as determined annually by the FSB. For instance, according to the 2019 FSB
list,9* Citigroup is placed in bucket no. 3 (2%). Thus, it will be obliged to meet the leverage
ratio buffer at the level of 4% (3% +0.5%2%).

Fourth, and arguably the most controversial requirement included in the Basel IV package,
is the introduction of the output floor. It is a fixed level of all RWAs calculated using the SA,
below which the amount of RWAs based on the IRB cannot fall. The threshold chosen is
72.5% of RWAs calculated with the SA. For instance, if the bank uses the IRB to count its
RWASs, then the resulting amount cannot be lower than 72.5% of this bank’s RWAs
calculated using the SA:

IRB-based calculation > 72.5% of SA-based calculation

If the IRB-based calculation falls below 72.5% of the SA-based calculation, the bank is
obliged to use the 72.5% of the SA-based result as its RWAs amount in the process of
calculating the required regulatory capital to be held.

However necessary these reforms sound, its final shape is far from perfect. Neither
‘restored credibility’ nor ‘facilitated comparability’9? that regulators aim for is entirely
worth the price that the EU banks will have to pay to comply with those requirements. Most
importantly, the negative consequences to be expected in connection with the
implementation of these rules could result in an exodus into the less regulated SBS.

4.2 Basel IV — General Consequences

4.2.1 Regulatory Capital

Even though one of the main articulated promises concerning Basel IV was no increase in
capital requirements,93 it is probable they will rise indirectly as a result of the change in the
models’ regime and output floors. Already after the announcement of the proposal, many
analyses94 delivered data concerning the future amount of required capital. The exact
numbers vary, but all of the reports have one thing in common — they conclude that the
increase will take place and be noticeable for banks. According to statistics from the BCBS
(which is one of the more optimistic prognoses?3), internationally active banks will
experience a capital shortfall of EUR 90.7 billion.?® European Banking Authority’s
assessment differs drastically — according to the watchdog capital, the shortfall at the EU’s
largest banks would reach EUR 135 billion.97

To comprehend why banks will be obliged to gather more capital, it is crucial to stress the
interdependency between final capital requirements and models of RWAs calculation. As
the Basel IV reform limits the use of the IRB approach, known for being more accurate and
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more institution tailored, banks will be forced to rely on the SA models, constructed by
their supervisors. That, combined with an automatically triggered output floor, means an
increase of the RWAs amount constituting denominator in the capital buffers’ calculation.
An increase in the denominator means a decrease in the overall result. Thus, banks holding
the same amount of equity/deposits as before Basel IV will suddenly find themselves in
breach of capital requirements. Consequently, the capital that banks are expected to have at
their disposal will have to rise, even though the requirements themselves will stay the same.
Banks’ representatives point to the severe methodological flaws in this logic, linked to the
fact that half of the whole capital increase will stem from output floors,98 which were
designed as a safety valve for correct RWA calculations, not the main source of capital
burden. Banks also stress the probability that they will be overcapitalised.29 However, this
argument from their side has been constantly repeated since the first Basel III capital ratios
were announced.

There are still two valid threats that the frozen capital could turn into reality. First, when
banks need to raise capital, they usually take on more debt, limit their lending activities and
make credit expensive.'®® Such deterrence from providing credit to the economy could
further result in an adverse impact on growth.*®* Second, the other way of achieving the
required capital threshold is to lower the return on equity (RoE). Analyses have already
demonstrated that owing to the Basel IV rules, RoE could fall by 0.6% in the whole
European banking sector.*®? This amount might not seem significant, but profit-oriented
investors are beginning to regain trust in banks, which this decrease could easily
undermine. Regulators are well aware of those threats, which was proven by their reaction
to postpone Basel IV implementation triggered by the coronavirus crisis (see Section 4.3.).

4.2.2 More Risk and Deepened EU Fragmentation

One of the main aims of the Basel IV reforms was to improve risk-dependent calculations,
to limit manipulative tendencies in the risk assessment and thus make the whole system
less risky. Paradoxically, it might turn the other way around. Usually, banks assess the risk
of borrowers'?3 and try to be as risk averse as possible or adjust the interest rate
accordingly. However, Basel IV’s output floor will impose an amount of RWAs, even if their
own IRB calculations come up with a lower result. The banks will lose their main incentive
to pick less risky borrowers, because their amount of RWAs may be increased anyway.
Additionally, when they inevitably choose to move some activities into the SBS, the risk will
also rise, as ‘shadow’ operations are known to be more profitable and riskier at the same
time. As a result, the whole banking system might actually become more, not less risky.'®4
In addition, the European banking system is known for having a very complex and
fragmented structure. Not only are the disparities between Eurozone and non-Eurozone
Member States noticeable, but also the way of financing the economy in EU countries
varies. The line can be drawn between ‘The North’ and ‘The South’. Specifically, banks in
the Netherlands and Sweden or Finland have their balance sheets full of mortgage loans
that, under new rules, could cause an increase in required capital buffers.*®3 In contrast,
southern banks from Portugal, Italy or Spain hold much more sovereign bonds, still
considered to be risk free. Even though the northern banks claim to be able to absorb the
impact of Basel IV, the differentiation in balance sheets across the EU will increase, also
misleadingly pointing to the North as a riskier region. This could contribute to the
deepening of the fragmentation of the EU banking system and jeopardise harmonisation
efforts.

4.2.3 More of Competitive Disadvantage Towards the US

The conflict of interest between the US and the EU (particularly France and Germany,
homes of the biggest EU banks) was the main cause of the delay'®® in completing Basel IV
standards. After the new rules are implemented, European banks will be put at a significant
competitive disadvantage in relation to their American counterparts for at least three
reasons. First, the US economy is financed differently than the EU economy. In the US,
almost 80% of financing comes from the capital markets in comparison with only 20%
provided by the banks. In the EU, the statistics look exactly opposite — when a European
entrepreneur wants to expand his business, he goes to the bank to get a loan, rather than
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issuing equity. Hence, the balance sheets of American banks are, in general, less leveraged
and thus less risky.*®7 Second, the EU financial institutions have much fewer opportunities
of securitisation than their US rivals, which leads to the situation that the loans remain on
balance sheets. More loans obviously increase the amount of RWAs, and thus required
capital. Also, EU banks overall are weaker because of the delayed post-crisis recovery.
When US banks were returning to profit levels that prevailed before the 2008 downturn,*®
EU banks had to face the sovereign debt crisis. Lastly, the US regulators have already
introduced the output floors, and even at the level of 100%. Consequently, for the US
banking sector it makes no difference what Basel IV rules prescribe on that matter. As the
result of the foregoing factors, European banks will suffer under new Basel IV standards
much more than the US institutions. The investors would logically tend to choose the latter
entities over the former, knowing that US banks will not be forced to increase their capital
buffers at the depositors’ or shareholders’ cost.*®?

8
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4.3 Basel IV — Implementation

Originally, provisions of Basel IV were supposed to be implemented by 2022 with regard to
risk and RWA calculations and output floor of 72.5% was to be achieved gradually by 2027.
However, a new downturn came quicker than expected when the coronavirus epidemic
forced whole nations into lockdown. Banks started to vocalise the problems described
above, threatening that they would not have the capacity to support the real economy.**° It
has become definitely visible how burdensome the additional buffers are. Regulators and
supervisors all over the world started rolling back capital requirements and freeing capital
in the fear that banks would not have enough resources to spend on lending. In EU, apart
from the European Central Bank (ECB) capital-loosening actions, France, Germany and the
Netherlands gave up on the countercyclical buffer.'** Also, the BCBS caved in and
introduced measures that shall ‘free up operational capacity for banks and supervisors as
they respond to the economic impact of Covid-19’.**# Specifically, it postponed the
implementation of Basel IV by one year, till the beginning of 2023. Even though it is highly
improbable that the final shape of the Basel IV could be amended, this time until
implementation could be wisely used by global regulators and supervisors to reconsider
striking some balance between non-existent prudential rules on SBS and the constantly
growing body of standards applicable to TBS.

5 Recommendations and Conclusion

It is not disputed that risks and vulnerabilities are an inherent characteristic of the SBS,
especially considering that the SBS was central to the global crisis of 2008.13 One
therefore has to wonder why the further tightening of the TBS through the recent Basel IV
was introduced rather than efforts to dampen the inherent systemic risks within the
SBS.14 Nevertheless, Basel IV has been introduced, which has created further negative
implications, especially with regard to profitability by putting EU banks at a competitive
disadvantage in relation to US institutions. Also, a further increase in capital requirements
caused by the amendments in calculation models will adversely impact EU banking
institutions, and they will look for a path to circumvent it. As such, the incentive for EU
banks to continue to migrate their activities into the shadows could not be more profound.
Could the postponement of Basel IV implementation be seen as a chance to fill the loophole
of SBS regulation? Could the institutions focused on combating economic externalities of
Covid-19 pandemic also formulate provisions for this omitted sector? Of course, while
regulation is necessary from a financial stability perspective, the flip side is that over-
regulation can have the perverse effect of limiting profitability and stifling innovation (or it
can be rolled back quickly once the crisis strikes, as we can see it now). However, various
commentators remain sceptical that the SBS can ever be comprehensively regulated. For
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example, some hold that the SBS is far too diverse to be regulated effectively, while others
argue that regulatory efforts consistently fail to catch up with new developments.**> Adding
to these comments, crucially, there is also a severe lack of granular data within the SBS.116
Obviously, it is very difficult to regulate something you do not know a huge amount about,
and, of course, we do not know what the SBS will look like in the future in view of to its
complexity, diversity and constantly evolving nature.™” Supervisory bodies, such as the
FSB,"8 the European Securities and Markets Agency (ESMA)'9 and the European
Systemic Risk Board (ESRB)*2° have introduced numerous publications on the issue of
regulating the SBS, but the fact remains that it is an issue yet to be substantially tackled.
The results to date are no greater than piecemeal solutions. It is unfortunate that
supervisors and regulators alike do not seem to be tackling this problem head on. But one
thing is for sure, and perhaps this answers why the focus has not been turned to the SBS —
if it were to be regulated to the similar severity of the TBS, then, by default, the SBS will
likely circumvent those rules and find alternative ways of engaging in financial markets —
which could, we think, lead us back down the familiar dark path of 2007.

The authors would like to introduce three plausible policy recommendations that may be
useful in the quest to appropriately regulate the SBS.

5.1 Recommendation 1

Before even considering the gargantuan task of regulating the SBS, the first logical
recommendation would be to concentrate on gathering sufficient data because it is
impossible (and ineffective) to regulate something without any. By imposing more
stringent reporting requirements on entities, activities and transactions will ultimately
create a more comprehensive image of what effective and targeted regulation should look
like.*2*

5.2 Recommendation 2

The second recommendation is the possible regulation of liquidity within the SBS. Within
the TBS, liquidity is an issue comprehensively regulated under the LCR and the NSFR.
Within the SBS, the use of FC and the liquidity of those assets is left for market participants
to decide. The general idea is that as long as the parties are in agreement about what
securities are used as collateral, it can be used as cash equivalent. Of course, this is
dangerous given that many financial securities are highly volatile and subject to frequent
and unpredictable intra-day price fluctuations.

The authors recommend that collateral liquidity should be regulated by way of a minimum
liquidity cap. This would mean that only certain predefined assets can be used to secure a
collateralised transaction commonly used in the SBS-assets such as cash or highly rated
debt, namely Aaa government bonds or investment grade corporate bonds, for example.
Since the global financial crisis, the assets posted as collateral have, in general, taken a
‘flight to quality’. In practice, liquidity and the promise of cash immediacy are paramount
when determining what is deemed ‘cash equivalent’. The BCBS/IOSCO and the RTS have
helpfully provided EU market participants with an informative list, which outlines the most
liquid and safest forms of collateral assets used to secure specific derivatives
transactions: 123

122

- Cash;

- High-quality government and central bank securities;
- High-quality corporate bonds;

- High quality covered bonds;

- Equities included in major indices; and

- Gold.
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To be ‘eligible’, the asset must meet the criteria negotiated and documented in the ISDA
Master Agreement Credit Support Annex, e.g. which currencies the FC may be in, what
types of bonds/assets are allowed and which haircuts are to be applied.*?4 Generally, cash
in the form of $USD, £GBP, €Euro and ¥Yen and highly rated government securities of the
USA, Canada, the Netherlands, Germany, UK, France and Belgium are the most liquid and
therefore the most sought after form of Eligible Credit Support.*?> Depending on which
form of assets are used, the general rule is that as long as the assets are liquid, can be
valued mark-to-market and meet the necessary regulatory requirements, and as long as the
parties are in agreement, the asset can be used as cash equivalent.'2°

However, this matrix applies only to certain derivatives transactions, not to all
collateralised financial transactions — namely repos and securities lending. The authors
propose to develop this collateral matrix by recommending that it applies to all
collateralised transactions. Any assets that do fall within these criteria would become
‘ineligible’, and the collateral taker would therefore have to notify the collateral giver, by
delivering a ‘Legal Ineligibility Notice’ outlining, among other things, the reasons why the
assets do not fulfil the eligibility requirements.*27

5.3 Recommendation 3

The third recommendation of regulating the SBS is by limiting the amount of leverage an
institution can hold — this can be done by minimum margin regulation. Within the SBS,
leverage levels can, theoretically, be infinite. Collateralised transactions facilitate leverage
by enabling financial institutions to borrow securities or cash ‘to make leveraged bets on an
already leveraged instrument’.*8 To build such positions, the Bank for International
Settlements has noted that in repos, for example, “market participants use cash raised
through an initial repo transaction to buy securities which, in turn, are repoed out to raise
more cash to buy more securities and so on... [ad infinitium].” With each transaction the
leverage ratio increases because the re-use/re-hypothecation of collateral allows market
participants to recursively leverage their positions, implying that there could, theoretically,
be infinite amounts of leverage.'*9

Prudentially regulated banks have comprehensive regulation with regard to the amount of
leverage they are allowed to hold through Basel III’s minimum leverage ratio.*3® The
European Markets Infrastructure Regulation (EMIR) has also made real progress in the
OTC derivatives markets by increasing the use of central clearing. Article 41 of the EMIR
requires central counterparties to impose, call and collect margin. Furthermore, the
Regulatory Technical Standards 153/2013 (RTS) provides alternative options linked to
procyclicality, leverage and margin.*3* In particular, both the RTS and the EMIR are
designed to limit the build-up of leverage in OTC derivatives markets that are subject to
central clearing.

AIFMs also have a leverage framework under the Alternative Investment Fund Managers
Directive (AIFMD).'32 As part of their risk management process, AIFMs set a maximum
level of leverage that they may employ on behalf of every alternative investment fund (AIF)
they manage, as well as the extent of the collateral reuse right that could be granted under
the leveraging arrangement.33

Reforms in other areas, such as the SFTR and the UCITS, however, have been less
convincing. Under the SFTR, where repos and securities lending transactions play a central
role, the substantive progress made on leverage and the use of margin is debatable.*34 The
same is true of the guidelines published by the ESMA on issues related to the UCITS, which
specify the requirements around efficient portfolio management and risk management
processes in greater detail. In particular, the use of collateral and the requirements for
‘conservative’ haircuts.'35

Yet the reciprocal of leverage is margin.'3® This means that, in practice, infinite leverage
comes up against a significant problem — margin. Margin requirements applied to any
given collateralised transaction ensure that leverage can be limited — this holds true
provided that market participants cannot fund their margin requirements through
unsecured borrowing.*37 Markus Brunnermeier notes that because the collateral giver must
finance margin with its own capital, it is not possible to borrow the amount equal to the
market value of the collateral.'3® For instance, when a financial institution, such as a hedge
fund, enters into a repo transaction and uses Aaa Dutch government bonds as collateral, it
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must negotiate, among other things,*39 the amount of cash that it can ultimately
borrow;*49 if the posted collateral is worth €100 and the cash received is €80, then the
initial margin/haircut is 120%/20%, the loan to value ratio is €80/€100 = 80% and the
leverage ratio 5:1. These ratios are all synonymous. In other words, margin requirements
determine the maximum amount that a party can borrow when using a given security as
collateral.'4* In light of the fact that leverage lies at the heart of many past financial
crises,'#? the authors propose the adoption of minimum margin regulation to mitigate the
procyclical effects that follow through the cycle leverage and liquidity spirals.*43

Before comprehensive data on SBS is gathered and, on its basis, liquidity and margin
aspects are regulated, there will always remain a loophole in the financial regulation that
slowly, but steadily, undermines the achievements of TBS-oriented prudential rules.
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