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Summary

The paper has three broad objectives.

To better understand the factors that have transformed the relatively simple traditional
banking model into one that is increasingly global and market-based.

To develop an analytical framework to help us appreciate market-based finance’s (MBF)
contribution to consumer welfare and identify its potential risks.

To gather information from various sources on recent developments and discuss their
significance for the FCA as a securities markets and conduct regulator.

The paper concludes that:

Market-based finance (MBF) is a system of financial services provision that exploits new
ideas and technology

MBF has grown in response to advances in financial engineering and the globalisation of
funding and capital markets, enhancing efficiency through specialisation, giving it
comparative advantages over the traditional (bank-based) model of finance. Specifically,
it has achieved diversification of the types of funding available to loan-making institutions,
geographical diversification of the investor base, and has contributed to the development
of new products and services for risk distribution and management.

Regulatory arbitrage is not a major contributor to the growth of MBF, though it did lead to
the emergence of a number of entities and activities that played a role in the development
of the financial crisis.

The MBF ecosystem is still evolving, so new products and services which are currently
not part of it can, over time, move inside the MBF perimeter if they become sufficiently
large and interconnected.

Market-based finance has many benéefits...

It can provide a ‘spare tyre’ for the economy in cases when traditional banks are unwilling
or unable to lend, thereby reducing the impact of economic shocks.

It provides a competitive constraint on traditional banking by making alternative forms of
finance available to firms and investors, thereby improving the efficiency of the system.

It provides access to larger markets for those products that prove successful in smaller
niches because it can draw on a diverse pool of investors.

...but there are some risks which should not be overlooked

May 2016 6



Occasional Paper 18 Its Contributions and Emerging Issues

e The system is complex, still not very well understood and can at times be unstable. This
is particularly true for some areas in which regulators have not yet gained access to data
to assess the risks.

e For some products, unsolved market failures are present.

The risks and potential market failures, including those that may lead to systemic instability,
illustrate that regulatory authorities need better data to assess whether policy intervention is
warranted.
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1 overview

Purpose

The severity of the global financial crisis of 2008 has marked, an “inflection point in economic
history.”* The extraordinary character of the crisis and its aftermath is revealed not just in the
maghnitude of the economic dislocations it caused. It also exposed the truth that large areas of a
modern, highly complex and evolving financial system have been developing much faster than
our grasp of it, both conceptual and quantitative. This prompted wide-reaching re-evaluations of
existing theoretical and regulatory frameworks among international organisations, academics and
regulators to understand the root causes of the systemic breakdown, learn lessons, and develop
effective regulatory and supervisory tools to address the causes proactively. One of the key
developments in the run up to the crisis that has come under increased analysis and scrutiny is
the rise of entities and activities collectively labelled the shadow banking system.

What do we mean by shadow banking? There is no shortage of definitions for shadow banking.
Perhaps the most widely accepted is that they are outside the regulated banking system, thus
shadow. Shadow banking is understood as carrying out credit intermediation, a core banking
function. This usually involves four aspects: maturity transformation, liquidity transformation,
leverage, and credit risk transfer.? We therefore arrive at a compact definition of shadow banking
as credit intermediation carried out by non-banks.

But while this definition captures important elements of shadow banking, it misses perhaps the
central element that really sets it apart from the traditional model of banking, namely that the
aforementioned aspects of credit intermediation are carried out and priced on, global markets for
money and risk. Because of these considerations, in this paper we use a more comprehensive
concept of market-based finance (or MBF) which explicitly emphasises the key roles of markets
and market-making mechanisms in the new system.

Why do we care? The intellectual and regulatory scrutiny of MBF by academics and
policymakers has been mainly directed at understanding its impact on the stability of the financial
system as a whole. In these concerted efforts, the perspective of securities and conduct
regulators such as the FCA has not been very prominent. It is important that this debate involves
expertise from securities regulators, since they possess significant knowledge of how these
entities operate and extensive practical experience in directly overseeing many of them. For
instance, hedge funds, broker dealers, derivative dealers, and more recently peer-to-peer
lenders, all fall within the regulatory remit of the FCA.

This paper should be seen as a first and cautious effort towards the formulation of such a
perspective. Its ambitions are limited. Above all, it reflects our attempts to get to grips with the
nature of MBF and to understand the benefits and risks that are particularly relevant for securities

! zandi (2010).
% For a discussion of what these key aspects mean, see IMF (2013). What is Shadow Banking?
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and conduct regulators. However we remain conscious of the fact that primary interest in MBF
continues to be inspired by its contribution to systemic risk and financial instability.

To arrive at the findings discussed here, we undertook a substantial review of the existing
literature on MBF to come up with a useful analytical framework for our purposes. We also carried
out a systematic review of the trade press and various web sources to look for new developments
in MBF and organised discussions with internal and external stakeholders to gather their views on
them, and to discuss our developing views on the significance of MBF for regulators.

Key findings

Our investigation has confirmed that MBF is important for securities regulators because it can
contribute to the achievement of their objectives in several respects. MBF can reduce the cost of
capital and improve allocation of resources, and it is becoming an important complementary
source of credit to companies and households. An economy that has a more diversified mix of
institutions financing the real economy is likely to be more resilient to adverse economic shocks.
MBF is also instrumental in developing products that can better match consumers’ and firms’
needs, and compete with the traditional banking sector.

The gradual evolution of the system of market-based finance suggests that MBF is not merely an
alternative way of providing banking-like services. It is in many ways a more efficient way of
providing these services.

The literature has identified two fundamental drivers of MBF:
e advances in financial engineering, specifically securitisation and risk management, and
e (globalisation of funding and capital markets.?

This is not to say that the stricter regulatory requirements now being imposed on banks do not
make marginal MBF activities attractive that otherwise would not have been. Several of them
involved traditional entities such as banks and insurance companies that backstopped MBF
entities with lines of credit and mechanisms to unload risk using credit default swaps. The growth
of some of these activities was made possible by capital requirements arbitrage. The post-crisis
regulatory reforms imposed more stringent capital adequacy and accounting standards on banks’
exposure to off-balance sheet entities such as ABCP conduits and SIVs. This contributed to a
sharp decline of the US ABCP outstandings from the $1.2 trillion peak in July 2007 to just $226
billion at the end of 2015."

In contrast with pre-crisis MBF, post-crisis MBF may be more accurately described as fund-
based, in which cash portfolio and risk portfolio managers’ functions are intermediated through
dealers.® The fund-based MBF operates with much lower leverage and much lower maturity
transformation.® Moreover, the funds’ business model makes them far less dependent on banks
and insurance companies as liquidity and credit risk backstops.

3 See, inter alia, Pozsar (2014) and (2015), Mehrling et al (2013), and Acharya et al (2013).
* Fitch Ratings (2016).
® We discuss these elements in the next section.

® FSB (2015, p. 25) observes that funds, including hedge funds, have low to moderate leverage with the caveat that derivatives-based (or
synthetic) leverage is not captured.
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Regulation introduced since the crisis has also made banks and insurance companies more
resilient to shocks and as such has contributed to making the system as a whole much safer.

Furthermore, a series of innovative activities that have blossomed in recent years are now
challenging banks in many of the services they traditionally provided. For instance crowd-funding
platforms represent a novel way of funding entrepreneurial ventures and peer-to-peer lending is
an obvious alternative to a bank loan for many people. As we elaborate below, these activities
have the potential to be beneficial for consumers and businesses by delivering services at a lower
cost and providing them with additional funding channels. Whether they are structured as dealers,
asset managers, insurance companies, or online peer-to-peer lending platforms, market-based
financiers provide competition to banks. MBF entities receive investors’ money and use it to
provide financial services that are generally helpful to the real economy.

The rest of the paper is structured as follows:

e Section 2 outlines the main historical developments that have led to the system of
market-based finance in its modern form.

e Section 3 elaborates on MBF’s contribution to consumer welfare and competition in the
economy.

e Section 4 presents the results of our assessment of a number of risks posed by MBF
activities.

e Section 5 concludes.

Equality and diversity considerations

We have considered the equality and diversity issues that may arise from the proposals in this
Occasional Paper.

Overall, we do not consider that the proposals in this Occasional Paper adversely impact any of
the groups with protected characteristics i.e. age, disability, sex, marriage or civil partnership,
pregnancy and maternity, race, religion and belief, sexual orientation and gender reassignment.
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2 Towards an understanding of MBF

Market-based finance as modern banking: an evolutionary view

There is a risk in approaching the MBF ecosystem as if it were simply a loose collection of non-
bank entities that perform bank-like functions, pose bank-like risks, and therefore have to be
regulated like banks. In this paper we argue that the focus on bank-like functions in non-banks
misses several important facts about MBF, and if acted upon by regulators is unlikely to achieve
appropriate regulation of this modern form of finance.

We outline elements of what we suggest is a more realistic approach and base our discussion on
an analytical framework of MBF known in the literature as the money view.’ The money view
characterises MBF as an intermediate stage in the natural evolution towards a financial system
that is likely to become more, not less, market based. MBF, in short, represents a modern and
different way of creating, distributing, and managing money, credit and risk globally.

This evolutionary view identifies the fundamental drivers of MBF growth and appeal not in
regulatory arbitrage, or at least not primarily, but in developments that are external to it. Consider
a world in which traditional banking is unregulated (or regulated at zero incremental cost to
traditional banks) and the technological and other changes exploited by MBF occur. Does it seem
likely that under these conditions MBF would not have evolved? The answer surely depends on
whether MBF could be cheaper or more efficient than traditional banking under zero regulatory
costs and therefore able to outcompete it. Given its diversification, scale economies and other
efficiencies, MBF has clear scope to outcompete traditional banking. Therefore MBF would in
principle have evolved even if traditional banking had been unregulated. It follows that
characterising MBF as mainly driven by regulatory arbitrage is unrealistic, though, as mentioned
above, at the margin the scope of MBF included and may still include some areas in which it can
only outcompete traditional banking because of the incremental costs of bank regulation.

The literature on the evolution of MBF has identified two fundamental drivers of MBF®:

Appendix 1: advances in financial engineering, specifically securitisation and risk management
(financial innovation), and

Appendix 2: globalisation of funding and capital markets.

Financial innovation is a relatively recent phenomenon that has three drivers (Bernanke 2009):
¢ financial deregulation that began in the 1970s,

e public policies toward credit markets (in the US the most prominent were the Community
Reinvestment Act of 1970 and government support for the development of secondary
mortgage markets), and

! Mehrling et al (2013) provides a compact overview of the approach.
® pozsar (2015), Pozsar (2014), Mehrling et al (2013) analyse the contribution of these factors in greater detail.
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e broader technological change that made possible “the low-cost collection, processing, and
dissemination of household and business financial data, functions that were once highly
localized and, by today’s standards, inefficiently managed.”

One result was cheaper, more accessible and individually tailored credit market products.

Financial globalisation and advances in financial engineering have gradually contributed to:

o diversification of the funding mix of loan-making institutions from purely deposit-reliant to
increasingly wholesale-based (eurodollar, repo, ABCP),

e geographical diversification of the investor base and development of global capital markets,

e creation of new products, the transformation and expansion of traditional banks’ range of
activities and

¢ the creation of new entities (money market funds, SPVs, SIV, etc) to manage the complex
web of activities and risks.

The cumulative impact of these developments has been an ongoing institutional and functional
transformation of the business of banking. Whereas traditional banks made loans funded by
insured deposits, linking up ultimate borrowers with ultimate savers, modern financial institutions
are increasingly becoming dealer banks (Mehrling et al, 2013) that purchase bond portfolios
which are funded by issuing un-insured money market instruments, so “rather than linking
ultimate borrowers with ultimate savers, they link cash portfolio managers and risk portfolio
managers who in turn manage ultimate savers’ savings.” (Pozsar, 2013)

To visualise the fundamental logic and contours of the transformed business of banking, consider
a highly stylised and simplified model of MBF depicted in Figure 1 below.’

Figure 1. A Basic Model of MBF

Global Money Dealer

Assets Liabilities
Capital Funding Bank MM funding “shares” Asset Manager
Assets Liabilities Assets Liabilities
Bonds MM funding “shares” Capital
CDS - . CDs
EXS Derivatives Dealer EXS
IRS IRS
Assets Liabilities
CDS CDs
FXs FXS
IRS IRS
[ ]
I

Adapted from Mehrling et al (2013)

The model singles out four key entity types, each performing a distinct function in maintaining the
market-based intermediation mechanisms of funding provision and risk transfer (or sale). And
while all four functions can be, and very often are, performed in-house within a single financial
institution, usually a large international bank, or a conglomerate, conceptually it might be helpful

° Annex 1 develops the model a bit further to analyse the nature of risks that are characteristic to MBF.

May 2016 12



Occasional Paper 18 Its Contributions and Emerging Issues

to associate them with individual entity types. The model further simplifies and abstracts from the
very sophisticated and complex financial engineering supporting the flow and management of
money and risk.

To understand the function and the purpose of the ‘capital funding bank’ (CFB), let us turn to the
balance sheet of the bank which on its assets side has an exposure to a long-term fixed-income
instrument, ‘bonds’, such as residential mortgage securities or other asset-backed securities. The
CFB typically holds three types of basic derivatives (credit default swaps, foreign exchange
swaps, and interest rate swaps) whose function is to carve off credit, foreign exchange, and
duration risks to which the bank is exposed by holding the bonds outright on its balance sheet.
One purpose of using swaps is to sell off these risk pieces to investors, here the ‘asset manager’,
who want exposure to them. Making markets in the risk transfer, i.e. intermediating the risk flow
and establishing the price of risk, is the function and business of the ‘derivatives dealer’.

After the CFB has sold off the risks from the bonds it holds essentially a risk-free asset. That risk-
free piece of the bond the bank uses as collateral to fund the asset in the (global) money markets.
The flow of funding is intermediated by a ‘global money dealer’. The ultimate funding source is
the asset manager who in the model we have assumed manages both the money of its clients
and their desired risk exposure.

In reality, the form in which the ultimate investors hold their wealth ranges from holding shares
backed by low-risk securities manufactured by the real-world equivalents of the CFB and
managed by cash portfolio managers, to investing with a leveraged fund pursuing a high risk-
reward strategy. And so we expect much variation in institutional forms and the complexity of the
processes of intermediation across time and jurisdictions that the model does not capture.
However, the key message that the model seeks to convey is the essential role of the dealers in
ensuring the smoothness and efficiency of credit intermediation from the ultimate savers to
ultimate borrowers.

The first analysis to link parts of the market-based banking space was developed by Pozsar
(2008). Gorton (2010), and Gorton and Metrick (2010, 2012) initiated research programmes that
have grown extensively and now represent a dominant paradigm (Adrian and Ashcraft, 2012;
Adrian and Shin, 2012). This work included analysis of off-balance sheet entities that critically
relied on repo and ABCP money markets and their contribution to the panic of 2007-08, problems
with maturity and liquidity mismatches in different corners of MBF. But ultimately it still places the
system of market-based finance squarely within the traditional banking model, arguing that even
though it has grown more complex and interconnected, fundamentally MBF is not that different
from traditional banking.

One practical implication of this analytical framework is that regulatory approaches do not require
much by way of retooling. Standard instruments in bank regulators’ toolkits should be sufficient to
capture the main risks and to design effective policy responses. So far monitoring efforts have
mainly concentrated on identifying relevant non-banks according to a number of typical ‘shadow
banking economic functions’ that they perform and mapping these functions to typical bank-like
risks which include maturity/liquidity transformation, leverage, and imperfect risk transfer.*® While
these are important parameters to understand and monitor, they are too blunt and old fashioned
to serve as the foundation for effective regulation of MBF.

% Cf. FSB (2013).
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The danger of approaching MBF as basically old wine in a new bottle lies in potentially
overlooking the fact that the system has evolved to acquire several unigue institutional and
functional characteristics that need to be taken seriously and approached accordingly. Being a
market-based system, MBF involves the type of market liquidity and market integrity risks that are
more familiar to securities regulators than bank regulators. If these are not addressed by
appropriate, market-based regulation, liquidity will be materially lower and prices inefficiently
higher than would otherwise be the case. An inappropriate model of regulation will therefore
mislead our thinking about the benefits as well as risks of the new system. In terms of regulatory
action, the danger of the traditional regulatory perimeter expanding around the widest possible
edges of the MBF ecosystem, such as regulating non-banks as banks or providing similar public
backstops, is that it is likely to impede useful innovation and competition while contributing little to
the system’s resilience.

In Annex 1 we further develop the model of MBF to highlight the key operational mechanics of
this new and innovative provision of banking-like services that call for an update of the traditional
bank-centred approach to financial regulation.

In summary, the market-based credit intermediation system, unlike the traditional banking system
is totally dependent on well-functioning markets in both funding and the assets that it manages.
These often global markets establish first, the price of the assets on asset markets, and second,
the price of funding in money markets. If looked at in this way, market-based finance is more aptly
described as “money market funding of capital market Iending”“, rather than credit intermediation
by non-banks, and the modern financial system more like a capital market credit system, rather
than a bank loan-based system. And in a capital market-based system both key prices are
determined in dealer markets. The main risk to the stability and efficient working of a globally
interconnected system is the failure of the dealer markets to provide efficient pricing of funding
and asset risk exposure. Failure of the dealer markets to perform their market making functions is
likely to lead to disruptions in market liquidity and risk transfer mechanisms well beyond local
epicentres of initial stress.

MBF and nascent MBF

The financial system’s evolution towards being more market-based is, in our view, appropriately
captured by analyses that emphasise entities and activities that are distinguished by a very high
degree of interconnectedness at the wholesale level. Put simply, the wholesale level is where
interbank direct lending and borrowing and such integrally important activities in modern finance
as risk transfer are taking place. The risks to market integrity arising from them therefore have
been and continue to be of material concern to regulators.

There is also a category of non-banks and their lending-related activities that are smaller in scale
and not (or only weakly) integrated with wholesale providers of credit and risk. Positive demand
developments, coupled with favourable technological and regulatory conditions surrounding the
underlying business models, might eventually enable them to grow in size and sophistication and
thus become part of MBF. We label these entities and activities ‘nascent’ MBF and discuss a few
of them in section 4 below. As long as they remain outside of MBF proper, risks in these activities
are not significantly likely to spill over into other parts of the market-based ecosystem and
therefore can be dealt with through our established policy tools. But because they have that

™ This definition of market-based finance has its origin in Mehrling (2010).
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evolutionary potential, it is worthwhile in our view to monitor their development in case they
become an integral and significant part of MBF.

In this paper we consider the entities and their business models that are currently outside of MBF
only insofar as our research showed that there are signs of them becoming MBF. Other activities,
which are sometimes referred to as ‘shadow banks’, such as buy to let or corporations lending to
other corporations, but are unlikely to develop into bona fide MBF, are excluded from the
discussion.

It should however be pointed out that it is inherently difficult to have an unambiguous list of
entities that should or should not be counted as MBF. Recent research has shown that over the
last three decades modern financial markets have come to be increasingly dominated by
conglomerates that house entities such as traditional commercial banks, broker-dealers, specialty
lenders, insurance firms and asset managers under a single holding company. Significantly, the
evolution towards this so-called “hybrid intermediation” (Cetorelli, 2014) structure seems to have
the same roots as the evolution towards more market-based finance in general.

“ “...asset securitization has been arguably one of the key events defining this change. Asset

securitization turned traditional intermediation upside down, changing both the lending
model—diminishing the need to hold and manage on-balance-sheet portfolios of credit
claims—and the funding model as well, since the growing stock of asset-backed securities
enhances collateral-based forms of financing, driving the increasing importance of dealer
intermediaries and the markets for both securities lending and repurchase agreements.

Cetorelli, 2014, p. 4

The case of securities lending being one of the characteristic activities of market-based finance
offers probably the best illustration of how entities such as pension companies, insurance
companies, mutual funds, hedge funds and other asset management entities who are neither
deposit-takers nor lenders in the classical sense are nevertheless key players in MBF. Securities
lending involves a temporary transfer of securities from lenders to borrowers usually backed by
cash collateral or some other security. Typical lenders are pension funds, mutual funds, and
insurance firms that manage large portfolios of securities while principal borrowers are broker-
dealers who demand securities to make markets on behalf of their clients, such as hedge funds,
or for proprietary trading. Securities lending has developed from a service offered by brokers to
facilitate the settlement of transactions on behalf of their clients into one that supports a number
of important market activities such as short-selling, market-making and derivative trading,
providing an importance source of income for both lenders and borrowers (Fabozzi & Mann,
2005).

At the end of 2015 from an available global lending pool of just under US $15.3 trillion, the
volume of securities on loan stood at US $1.9 trillion.** Mutual funds and pension plans are the
most important suppliers to the global lending pool. Together they made available 66% of the
total US $15.3 trillion owned by institutional investors. The market generated more than $8.611
billion gross revenue in 2015, of which by far the largest share at 44% was generated in the US,
followed by Europe with 32.8% and Asia with 16.8%. In terms of asset classes, fixed income and
equities have an almost identical weight ($843 billion of on-loan securities are fixed-income while
on-loan equities amount to $845 billion).™

2 |SLA (2016).
3 Datalend (2015)
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However, there are also services offered by entities that do not have a direct relationship with
market-based finance. Custodial services and selection of investment portfolios offered by asset
managers are obvious examples. Therefore, and to illustrate the point with a specific example, in
Table 1 below asset managers are in the MBF column as entities because they are involved in
securities lending but in the non-MBF column as an activity because the activity of managing the
assets on behalf of clients is not part of the MBF ecosystem.

Table 1: A summary of MBF entities

Part of MBF Nascent MBF Not part of MBF
¢ Global banks e P2P Lending/Online e Consumer credit
 Money Market Mutual e Corporations that lend to
Funds other corporations
« Finance Companies (and e Buy-to-let lenders

other specialty lenders
such as credit card
lenders, mortgage
institutions etc)

e Central Clearing
Counterparties (CCPs)

e Special Purpose Vehicles
(SPVs)

e Real Estate Investment
Trusts (REITS)

e Business Development
Companies (BDC)

e ABCP conduits

e Government Sponsored
Enterprises

e Pension Funds

e Insurance Companies
e Credit Hedge funds

e Asset Managers

* These providers offer products such as store cards and other revolving credit facilities, point of sale or other retail finance, personal loans
or short term credit.
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Table 2: A summary of MBF activities

MBF

Nascent MBF

Not MBF

e Securities Lending

e Collateral mobilisation
services (including repo)

e Securitisation activities
(warehousing of loans,
pooling & structuring of
loans into ABS, ABS into
CDOs, distribution &
intermediation of ABS,
CDOs)

e Derivative Overlay
Strategies

e Lending by credit funds

e Market-based long term
financing solutions

e P2P Lending
e Equity crowd-funding

e Lending to corporations
(by other corporate
entities)

e Buy to let

e Invoice financing

e Consumer credit

e Asset management
services (including
custodial services,
portfolio selection etc)
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3 Competition and the welfare-enhancing
contributions of MBF

The financial crisis revealed that the evolving architecture of the new form of banking was far
from perfect. Some of the activities and entities did not withstand the test of the financial crisis
and have either disappeared or are greatly reduced in size. For example, the pre-crisis
institutional landscape of securitisation intermediaries has almost entirely disappeared. Such off-
balance sheet entities as Special Purpose Vehicles (SPVs), which were used to help
disaggregate and relocate to investors the risks of a pool of underlying property-based credit
exposures, have largely been reintegrated onto the balance sheets of the sponsoring banks.™ In
terms of issuance volume, both the United States and Europe have yet to reach half the levels
observed in 2006.°

By some accounts, there also has been a slowdown in the pace of innovation. The dealer banks,
once the principal source of innovation particularly in the markets for derivatives products, have
suffered declining staff numbers and are facing greater public and regulatory scrutiny. As a recent
risk.net report on innovation observed, "ideas that were being pushed aggressively in the pre-
crisis years - derivatives on economic events and property, for example - have long since been
abandoned, while markets that actually got off the ground are now threatened with extinction.”*’ It
is too early to assess whether this has been net beneficial or harmful to competition and
consumer welfare. Much of the scrutiny was initially driven by the perception that certain financial
innovations such as Collateralised Debt Obligations (CDO) and Credit Default Swaps (CDS) may
have contributed to the financial crisis, which induced regulators around the world to adopt
measures to mitigate risks stemming from financial innovation.*®

But MBF remains an enormously important part of the financial system, and is here to stay.
Moreover, its continuing existence should be welcomed. It has attractive features that need to be
nurtured. It can complement traditional banking by expanding access to credit or by supporting
market liquidity, maturity transformation, and risk sharing. For example, in developing economies,
finance companies and microcredit lenders often provide credit and investments to under-banked
communities, subprime customers, and low-rated firms. These entities can be more efficient than
traditional banks through specialisation and economies of scale in the origination, servicing,
structuring, trading and funding of loans to both bankable and non-bankable credits. Finance
companies have for decades served subprime credit card, auto loan customers, and low-rated
corporate credits like the commercial airlines, which are not served by banks (Pozsar et al, 2013).

In more developed economies MBF can enhance the efficiency of the financial sector by
exploiting a number of specialisations and comparative advantages over the traditional banking

* pwC (2011).
*® Jones et al (2015).
" Becker and Cameron (2013).

8 FSB’s G20 meeting in 2009 explicitly addressed risks associated with financial innovation in one of its key recommendation, Financial
Stability Forum (2008).
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model of finance, most importantly by providing mechanisms for better risk sharing and by
deepening market liquidity and economising on costly capital. As a provider of alternative and
valuable sources of finance, MBF contributes to greater competition in the financial services
industry and is increasingly involved in financing projects of national importance, such as planned
long-term infrastructure projects in the UK."™ On the supply side, the most important driver is the
diminishing willingness to assume the long-term maturity risk of holding a portfolio of whole loans
which provides a powerful incentive for securitisation. On the demand side, there is increasing
appetite to buy income streams from infrastructure investments, like roads and power generation.

There are particular gains from specialisation that the evolution of MBF has brought about:

¢ Interms of direct borrowing costs to the consumers, the disintermediation of traditional banks,
behind which securitisation-based credit intermediation has been the driving force, allows
borrowers and lenders to avoid the higher mark-ups, in particular the credit spread, charged
by traditional banks.

e To the extent the securitisation process achieves genuine credit risk transfer it provides an
important way for an issuer to diversify borrowers, types of loan and markets. Furthermore,
securitisation enables lenders to take advantage of economies of scale in the origination,
servicing, structuring, trading and funding of loans.

e Securitisation may also contribute to the private, market-driven supervision of banks, by
providing third-party discipline and market pricing of assets that would otherwise remain
opaque if left on a bank balance sheet. With respect to funding costs, the manufacture and
retention of high-quality asset tranches from the securitisation process has allowed lenders to
access a greater variety and geographic location of funding sources and thus better manage
their asset-liability mismatches. For example, some securitisation intermediaries are able to
fund highly-rated structured assets at lower cost and lower levels of leverage to achieve
return-on-equity targets comparable to those of banks.

e The development of derivatives products, in particular interest rate and credit default swaps,
has helped to improve timely payment of principal and interest on an underlying debt
obligation by providing credit guarantees.

A decentralised and diversified financial system is potentially more robust to shocks to the extent
that it reduces the relative size of intermediaries and avoids the concentration of business into
systemically-important or too-big-to-fail entities. The diversification of functions among more firms
may also reduce system-wide correlation and dampen the transmission of systemic risk. It is
worth noticing, however, that the impact on the stability of financial markets of MBF cannot be
determined so easily. For instance, by developing new services and products that are not sold by

% See the BBA/KPMG study on Infrastructure Finance in the UK (BBA 2015). Also see AIMA’s recent study on the role of Asset Managers
in the financing of the real economy (AIMA 2015). Another AIMA study on the long-term trends of capital markets’ contribution to
economics growth argues for their crucial importance for sustainable economic development (Kaserer and Rapp 2014). Furthermore,
the success of Europe’s Capital Market Union is recognized to rely critically on projects financed through capital markets (market-
based finance) rather than through bank lending, see Véron and Wolff (2015).
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traditional banks, it can make the system more resilient to the failure of a firm as losses can be
shared among a more diverse set of participants, but by making the system more interconnected
it can result in shocks being propagated more widely and more quickly than would otherwise be
the case.

Box 1: What is the contribution of MBF to UK GDP

This paper analyses the activities that make up MBF, discusses the evolution
of the system and looks for innovations that might pose risks to the FCA’s (and
other conduct and securities regulators’) objectives. However, by providing a
potentially efficient alternative to traditional banking activities as a means of
fulfilling consumer needs, MBF also contributes to the macroeconomic
performance of the UK economy.

The effects of MBF on growth: current macro models are not of much
help

The literature has argued that there is no preferred source of finance (Rajan
and Zingales, 1998; La Porta et al, 2000; Beck et al, 2000; Levine et al, 2000,
Beck and Levine, 2004) between banking and capital markets. However,
Cuadro-Saez and Garcia-Herrero (2008) indicate that having a balanced
finance structure does have a positive impact on economic output. The idea is
that when one source of financing contracts, the other can pick up the slack
(Greenspan’s spare tyre argument, 1999; see also Adrian et al, 2013).

Since no one source of funding is preferable but the balance of funding seems
to be important, the implications of a shock to MBF on GDP might seem similar
to those of a shock to bank finance. If additional regulation were to curb lending
from MBF there would be no chance of the banking system picking up the
slack as it is currently constrained by policy interventions such as increased
capital and liquidity requirements that took place over the last few years. The
advantage of this approach to estimating the impact of MBF to UK GDP is that
there are modelling tools available and a large body of research to rely upon.
However, we believe that this approach has some very serious limitations.

First and foremost, current macro models do not incorporate the effect of MBF
on the money market. For instance, the supply of money-like instruments
generated by the MBF system depends on the underlying collateral. Therefore,
and unlike traditional sources of money (deposits or M2), changes in collateral
value and its availability can very quickly change the supply of non-M2
instruments. Moreover, the demand for non-M2 instruments comes mainly from
economic agents (e.g. asset managers, dealers, etc) whose
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consumption/dealing motives are very different from those present in traditional
macro models. Additionally, the impact of MBF on aggregate demand is not
well captured in current macro models. Another serious problem is that current
macro models were tailored to parameters of traditional banking which are not
applicable in the newly developed system.

An illustrative estimate

Having these limitations in mind, and purely as an illustration of the contribution
of MBF to economic growth, we can use previous studies to get an idea on the
impact of potential MBF regulation on economic output. For instance, Barrell et
al (2009) estimate the economic impact of bank capital requirements on UK
GDP, where higher capital requirements increase the cost of borrowing for
households and corporates. In the long run, a one percentage point increase in
capital requirements raises the user cost of capital by 0.85% and hence
reduces sustainable output in the UK by less than 0.1% (£1.83 bn in the

original paper). This may provide an idea of the potential economic implications
on UK GDP if MBF regulations led to similar increases in the user cost of
capital (holding everything else constant).

In its monitoring report of global shadow banking, FSB (2015) observes that
“‘jurisdictions with a greater increase in shadow banking assets between 2010
and 2014 tended to have greater increases in GDP over the same time period.”
There are big variations in the size of shadow banking sectors across
jurisdictions, so a more accurate comparison should take these differences into
account. The United States, for example, had the biggest shadow banking
sector in terms of assets with $14.2 trillion in 2014. In terms of its size relative
to GDP it stood at 87%. The UK is home to the second largest shadow banking
sector in absolute terms with $4.1 trillion in assets, but relative to GDP at 147%
it is almost twice as important as its US counterpart. Relative to its modest
GDP, Ireland’s shadow banking sector stood at 1,190%, with $2.4 trillion in
total assets.
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4 MBF: risks to securities regulators’ objectives
and emerging issues

The above discussion of the features of the MBF system suggests that, if appropriately designed
and supervised, it can enhance the efficiency of financial markets, reduce costs and risks to
borrowers and lenders, and reinforce the stability of the financial system. The challenge is to
make MBF simpler, more transparent and much more resilient, and at the same time preserve its
welfare-enhancing potential.

In order to evaluate the potential of current developments and emerging trends in MBF and
nascent MBF to pose risks to consumer protection, competition, and market integrity (including
financial stability issues), we conducted an extensive literature review including reports and
papers published by international organisations such as the IMF, the FSB and IOSCO as well as
academic studies. We followed this with a systematic search of the trade press including a
number of online sources to look for new developments in MBF. We have also held discussions
with trade associations and other practitioner groups to gather their views, and have had our
views challenged by FCA colleagues with respect to our preliminary findings.

As it is generally agreed that regulation cannot improve overall economic welfare unless market
failure is present, we based our assessment on what failures might be expected in the relevant
markets and how these impact the functioning of these markets. But given the wide scope of the
analysis, we have not considered in depth whether policy interventions could significantly improve
the observed outcomes so we do not discuss policy proposals here.

We note that the current market environment makes a confident assessment of MBF exceedingly
difficult. Global financial markets are still recovering, remarkably slowly, from the financial crisis of
2007-08 in an uncertain economic and geopolitical environment which poses unique challenges
to policymakers. This uncertainty is likely to lead to changes in the behaviour of market
participants, the consequences of which are equally difficult to predict. Moreover, even in
relatively calm economic conditions lacking features such as extraordinary monetary policy,
economic shocks regularly occur and alter the impacts of seemingly benign innovations. So it is
worth starting our assessment of MBF with the caveat that, despite our best efforts, our initial
assessment of the risks and consequences of MBF is likely to be incomplete.

In the first part of this section we offer a brief overview of the market failures that the literature has
identified are likely to befall MBF. As we have learned in our investigation, the list is neither
exhaustive nor is it possible to correlate them with the concerns raised by market participants and
other stakeholders at any given point in time.

The second and third parts are devoted to the analysis of important recent developments in MBF
and nascent MBF that in our view might warrant further scrutiny to assess the extent of the risks
inherent in one or more categories of potential market failures.
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Table 3: Ares of particular interest

MBF Nascent MBF

Potential for collateral shortages and clogged | Direct lending by credit funds
collateral flow

Risk absorption capacity of the dealer system | Peer-to-peer lending

Leverage shifting

In Annex 2 we have an extended table of areas of potential interest and offer a high-level analysis
of regulatory gaps to determine where existing regulations might fall short and why. In our view,
the biggest gaps so far are still in data availability as well as conceptual gaps in understanding
the system’s many moving, and evolving, parts.

Market failures in the MBF: an overview

1. Regulatory arbitrage

It is often argued that some, not all, MBF entities and activities do not face the same type or
degree of regulation as traditional banking does, despite in many respects posing comparable
degrees of risks, but at the same time these MBF entities/activities enjoy a comparable degree of
protection and ease of access to public funds.? This relative imbalance between private gains
and social losses across banking models may allow MBF entities to build excessive leverage and
other risks, the systemic consequences of which can result in the commitment of public funds. It
is also argued that established MBF structures may induce traditional banking activities to migrate
outside the so-called ‘regulatory perimeter’, thereby undermining the effectiveness of traditional
banking regulation. However, if, as argued here, the fundamental drivers behind MBF are
efficiency-enhancing technological changes and financial globalisation, then migration of
traditional banking activities should in principle be greeted as a positive development. On the
other hand, regulatory arbitrage is certainly negative if it leads to straight relocation of practices
that effective bank regulation currently keeps in check. We note, however, that much MBF activity
is regulated within banking groups or within entities subject to other forms of substantive
regulation. Incidentally, this is further evidence that MBF is far more than a story of regulatory
avoidance.

Related to regulatory arbitrage is also the issue of public guarantees to traditional banks that
during the crisis were indirectly extended to MBF entities. These public guarantees were originally
designed to contain runs on the traditional banking system. During the crisis traditional banks
used these guarantees to support, by means of credit lines, MBF entities such as the ABCP

% For example, EU securitisation prudential requirements apply to both banks and broker/dealers, whereas those securitisation rules do not
apply to loan-based crowdfunding firms. Another example is that certain types of lending are not subject to prudential requirements
(e.g. buy to let), but because banks and investment firms are subject to consolidated prudential requirements as well as individual
prudential requirements any entities in the group that do BTL lending would be included in the group prudential requirement. So having
group prudential requirements for banking and investment firm groups minimises the opportunity for arbitrage in such groups.
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conduits and SIVs that they sponsored.?* The problem is that the costs of these implicit support
measures were not borne by the banks through higher deposit insurance fees and capital
charges. Recent reforms in the pricing of deposit insurance schemes as well as tightened capital
regulations have substantially increased the cost of government backstops.?*

2. Agency problems

The theoretical and especially empirical literature on principal-agent problems in MBF is relatively
limited. The theoretical analysis of conflicts of interests between sellers and consumers of
products and services along intermediation chains has presented problems of opaqueness and
transparency.? The bulk of the discussion is concentrated on specific problems in securitisation-
based credit intermediations as well as related risk transfer mechanisms which do not exist for a
traditional bank that uses its own balance sheet for borrowing and lending. These include
predatory lending and borrowing, poorly underwritten loans and structured securities, conflicts of
interest between servicers, on one side, and investors and borrowers, on the other. This can lead
to imperfect risk transfer, threaten the solvency of financial institutions, cause massive losses to
investors and lead to the collapse of entire markets.

3. Information problems

MBF is a complex web of entities and activities involving long intermediation chains which may
exacerbate the following problems:

— Opaqueness associated with asymmetric information may spawn fraud, misconduct, and
other opportunistic behaviour.

— Wholesale money market funding such as repo and ABCP is low cost because it is
secured by money-like liabilities. The problem is that due to the opaque nature of the
underlying long-term assets the money-like liabilities may be mispriced. The availability of
cheap funding and ample balance sheet capacity results in low perceived ri