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Shadow Banking
Perspectives from
• Regulators
• Industry
• Academics

Regulators are working on
policy recommendations on
a range of fronts, but must
balance competing
objectives...

•
•
•

‘Shadow banking’ refers broadly to traditional banking activities taking place
outside the regulated banking sector
Regulation of shadow banking entails an extension of the regulatory and
supervisory perimeter
There is still some conceptual confusion around shadow banking

SUMMARY: The financial crisis highlighted the extent to which unregulated nonbank financial activity can impact both the banking system and the broader
economy. However, dealing with activities which fall outside the regulated banking
system is providing headaches for regulators. ‘Shadow banking’ can be more or less
precisely defined, but it is unclear whether activity referred to as shadow banking
makes up a discrete sector of the financial system analogous to, for instance, the
banking sector. Indeed, the diversity of activities which are said to comprise
shadow banking may mean that regulatory initiatives are more fragmented than
the catch-all name suggests.
Internationally, covering regulatory ‘gaps’ has been prioritised by the G20, and the
Financial Stability Board (FSB) has led the way with a consultation in early 2011, and
the publication of its recommendations in autumn. The FSB defined shadow banking
in broad terms as “credit intermediation involving entities and activities outside the
regular banking system”. However, the step from this broad definition to the more
targeted steps needed to address the specifics of shadow banking is not simple. The
FSB’s work resulted in a range of high-level principles, a methodology for ‘mapping’
the shadow banking system, and a range of more detailed regulatory measures which
are aimed at the specific areas of money market funds, securitisation, repo
transactions, and other entities such as hedge funds.
The FSB’s definition of shadow banking and its particular areas of focus have
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Details in Brief
In 2008, a G20 communiqué called for “a special
emphasis on institutions, instruments and markets that
are currently unregulated, along with ensuring that all
systemically important institutions are appropriately
regulated.” The FSB was then tasked in 2010 with
conducting a review of the perimeter of regulation, of
which its Task Force on shadow banking is a part.
The FSB defined shadow banking in broad terms as
“credit intermediation involving entities and activities
outside the regular banking system”. This broad
definition was needed in order to “cast the net wide”
over this complex issue, after which authorities were
to narrow their focus as the details of shadow banking
became clearer.

“We should be wary about the
wide ranging use of the term
‘shadow banking’, and now might
be an opportunity to explore some
key questions about the future
structure of the financial system.

There is a fundamental difference between two types
of shadow banking, recognised by the FSB, but
occasionally unclear in public discussions. The first of
these focuses on complex chains of credit
interconnected with the regular banking system, yet
not regulated within it. This does not necessarily occur
between ultimate lender and borrower, and may add
considerable complexity, and therefore opacity, and
therefore potential instability, to the banking system in
particular, and the financial system in general. A good
example of this is the repo market, widely acknowledged to have been implicated in the financial crisis.
Other forms of shadow banking may, however, connect
ultimate lender and borrower, and function as alternatives
to bank lending. Given current pressures on the regular
banking system, coming from a combination of tight funding
markets, supervisory pressure to raise capital without
deleveraging, and turbulence in sovereign debt markets, let
alone ongoing initiatives aimed at large scale restructuring
of banks, it is possible that sources of non-bank financing
will increase in importance to the economy.
Bearing this distinction in mind, regulatory initiatives which
are aimed at bringing transparency to complex chains of
credit intermediation interconnected with the banking
system, such as money market funds, securitisation vehicles,
and repo transactions, will have to be carefully separated
from regulatory initiatives which may restrict sections of the
financial system which are becoming more important to the
financing of real economic activity. As the banking sector is
compressed by new regulations, nonfinancial companies in
search of funds may find it easier and cheaper to raise funds
from asset managers such as pension funds and insurance
companies.
With this distinction in mind, there is a lot to play for in the
coming months, and indeed years, as the shadow banking
discussion develops and matures.

The ICFR Regulatory Briefing on Shadow Banking

April 2012

The Regulators
Lord Turner, co-chair of the FSB’s Task Force on Shadow Banking, and Chairman of the UK’s FSA, has argued for a
“bias to prudence” and a “bias against complex interconnectivity”. This bias should be against what Turner refers to
as “long complex intermediation chains” performing “non-transparent maturity transformation.” He argues that the
complexity of the shadow banking system, as assessed by Federal Reserve economists in the US, for instance, is such
that it will “defy complete understanding”, and that it is a “delusion” to suppose that regulators will be able to
calibrate a response as subtle as would otherwise be necessary.
In the European Commission’s Green Paper on shadow banking, published in March 2012, amongst a discussion of
the risks posed by certain forms of financial activity is the acknowledgment that some shadow banking performs
useful activities. While there is a general consensus that activities related to securitisation had a particularly malign
influence on the evolution of the financial crisis, there are increasing numbers of people, including former regulators
and existing central bankers, who suggest that there is a need to restart securitisation markets. This is an illustration
of the conflicts facing regulators – the need to ensure stability without stifling growth. However, as in other areas, it
is often unclear what ‘we’ want from our financial system. In this regard, it should be noted that Turner points us
towards a fundamental question, which remains unanswered: how much non-bank credit intermediation do we
want?
This question is at the heart of the shadow banking agenda. However, in the absence of an agreed answer,
regulators have continued their work on a range of fronts: The FSB advises a three-tiered approach for monitoring
shadow banking: (1) Scanning and mapping the overall shadow banking system; (2) Identifying aspects of shadow
banking which pose systemic risk or regulatory arbitrage concerns; (3) detailed assessment of systemic
risk/regulatory arbitrage concerns. The FSB also has five workstreams for assessing the case for regulatory action in
relation to (i) banks’ interactions with shadow banking entities; (ii) money market funds (MMFs); (iii) ‘other’ shadow
banking entities (i.e. non-MMFs); (iv) securitisation; and (v) securities lending a repo markets. The final
recommendations of the FSB will be published in late 2012.

The Industry
Since there are a wide range of industry sectors which will be affected by shadow banking regulations if regulators
continue on their current trajectory, shadow banking is a topic on which ‘the’ financial services industry does not
have a united voice. As with the debate over systemic importance, effort from some parts of financial services has
gone in to persuading policymakers that particular types of institutions are not shadow banks (for instance, in March
2012 the Alternative Investment Management Association (AIMA) issued a document arguing that credit hedge
funds are not shadow banks).
The Institute of International Finance (IIF), an association of more than 450 financial institutions spanning banking,
insurance, investment managers, and other areas of the financial services industry, has said it “strongly supports”
the FSB’s work on shadow banking. Indeed, there are few voices disagreeing with the drive to make the nexus of offbalance sheet activities which exacerbated the financial crisis more transparent or better monitored; however, there
are disagreements about the best way to achieve these objectives.
A recent paper from the International Capital Market Association (ICMA) argued that the term shadow banking is
“inherently pejorative”, “vague”, and “arbitrary”, and that “gradual migration” of the term has led to a situation
where the FSB is trying to coordinate a debate between too broad a range of interests. ICMA argues that this is
making the debate uncontrollable, with the potential for “incoherent regulation.” ICMA acknowledges that some of
the growth of shadow banking is caused by regulatory arbitrage, but argues that much of it is driven by the efficiency
gains of disintermediation. Where individual banks used repo markets to over-leverage, ICMA argues that responses
should focus on bank-specific tools such as leverage limits and capital, rather than instrument specific tools.
Consistency has also been a concern for industry. The current patchwork of regulation and regulatory authorities
within and across borders, coupled with the complexity of the shadow banking issue, suggests that the regulatory
reaction may be equally complex.
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The Academics
There is a diversity of opinion amongst academics and economists as to almost all the elements of a regulatory
agenda for shadow banking. Where some economists are happy to use the term, others question the coherence of
the concept, or suggest that it is inherently a “moving target”; where some emphasise the risks to financial stability
from regulatory ‘gaps’, urging legislators to regulate all financial activities, others suggest that shadow banking is a
useful complement to the regular banking system.
Goodhart and Lastra note that “while we mostly know what a bank is, the very expression ‘shadow banking system’
is imprecise and its contours are not clearly defined.” The difficulty for them is that setting the regulatory perimeter
at any one point creates incentives for market actors to place themselves outside it. Other writers recognise this and
similar problems. For instance, Poszar et al note that the term is “somewhat pejorative” for such a “large and
important” part of the financial system, and they use it to refer to entities as diverse as credit hedge funds, money
market mutual funds, securities lenders, government-sponsored enterprises, asset-backed commercial paper
conduits, and structured investment vehicles.

Semantic issues have not, however, prevented some academics, notably Tobias Adrian, Hyun Song Shin, Zoltan
Poszar, and colleagues, from conducting sophisticated analyses of the complex inter92f29(c)-31(a)-27(d)-27(u)-27(i)m[(s)-30(

