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Preface  
 

The year 2008 is conventionally considered to mark the start of a financial crisis that shook 

the foundations of the advanced capitalist world, starting from the USA and spreading to 

Europe with the speed of a wildfire.  Indeed, the collapse of ΨLehman BrothersΩΣ ŀ ¦{ ōŀǎŜŘ 

investment bank, on 15 September 2008 made the leaders of both the USA and of the EU 

hold their breath.    

Although the novelty of the situation and the fear of a new depression spearheaded many 

governments into action, ten years later, the ripples from the shock of the crisis are still 

there.  This is not only due to the intensity of the crisis, but also to the ways and means 

adopted in dealing with it both in the US and in the EU. Thus, on the occasion of an 

ΨǳƴƘŀǇǇȅ ŀƴƴƛǾŜǊǎŀǊȅΩΣ ǿŜ ǘƘƻǳƎƘǘ ƛǘ ǿŀǎ ǘƛƳŜ ǘƻ Ǿƛǎƛǘ ŎŜǊǘŀƛƴ ƛǎǎǳŜǎ and areas that are 

pertinent to the present state of the financial services sector. Our main focus is on Europe 

and in particular on the EU, although references are also made to the USA, which remains 

the precursor of things to come in the financial world.   

This present volume includes papers presented and discussed during a workshop that took 

place on 28 and 29 March 2019 at the Nicos Poulatzas Institute, Athens.  The objective of the 

workshop was to contribute to the debate over the state of the European financial system 

after the 2007/2008 global financial crisis, by bringing out the adjustment process that has 

taken place, its future prospects and the alternatives that may be proposed from a left 

perspective. 

Areas under discussion included the US-EU financial nexus, new developments in the financial 

services sector and associated risks, the economic and social implications of non-performing 

loans, with special reference to the Greek case.  Alternatives from a radical Left perspective, 

especially put forward by the European Economists for an Alternative Economic Policy 

(EuroMemo Group) were also extensively discussed.  

It is hoped that the present publication will contribute to the deepening of the discussion of 

issues that may appear technical at first sight, but which are deeply political and that it will 

be the beginning of a much needed further debate in this area from a radical Left perspective.   

Project Coordinators 

Marica Frangakis  

Aimilia Koukouma 
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Part I - 4ÈÅ %5ȭÓ ÆÉÎÁÎÃÉÁÌ ÁÎÄ ÂÁÎËÉÎÇ system ɀ Global Considerations  

 

The Coming Dollarisation of the Eurozone 
John Grahl1 

 

Abstract -  

Although dollarization is typically a consequence of uncontrolled inflation, it can also be a 

result of a deflationary crisis and thus relevant to the Eurozone today. It would amount to a 

ǇǊƻŎŜǎǎ ƻŦ άƛƴŘƛǊŜŎǘ ƛƴǘŜƎǊŀǘƛƻƴέ ǘƘǊƻǳƎƘ ǘƘŜ ŎƻƳƳƻƴ ǎǳōƻǊŘƛƴŀǘƛƻƴ ƻŦ ƳŜƳōŜǊ ǎǘŀǘŜǎ ǘƻ ¦{ 

ƛƴǎǘƛǘǳǘƛƻƴǎΣ ōǳǘ ǘƘƛǎ ǿƻǳƭŘ ōŜ ƴƻǘƘƛƴƎ ƴŜǿΦ 9ǳǊƻȊƻƴŜ ǾǳƭƴŜǊŀōƛƭƛǘȅ ƛǎ ƛƴŎǊŜŀǎŜŘ ōȅ ǘƘŜ 9/.Ωǎ 

lack of an active external strategy. The fact that much of the world is already dollarized 

increases the threat to the EU. In the Eurozone two important monetary functions, 

transnational funding and collateral provision, are already performed by the dollar. The 

European failure to supply safe assets in the form of high-quality euro-denominated bonds is 

exacerbating these weaknesses. A key market in the relations between dollar and euro 

ǎȅǎǘŜƳǎ ƛǎ ǘƘŀǘ ŦƻǊ C· ǎǿŀǇǎΥ ƘŜǊŜ ǘƘŜǊŜ ƛǎ ŀ ǇŜǊǎƛǎǘŜƴǘ άōŀǎƛǎ ǎǇǊŜŀŘέ ƎƛǾƛƴƎ ƛƳǇƻǊǘŀƴǘ 

advantages to dollar-based investors. The establishment of continuing dollar-swap facilities 

between the US Fed and other major central banks reflects the increasing dominance of dollar 

finance; these are not symmetric arrangements but rather involve the latter in the 

stabilisation of asset prices and financial markets in the US. There is no escape from creeping 

dollarization through a break-up of the monetary union which would only give rise to 

accelerated dollarization in the fragments. Only a unified approach, deepening both the 

economic and the political coherence of the monetary union, offers a possible assertion of 

autonomy. 

 

Introduction 

 

The project of European monetary integration was not based solely on the internal goal of 

reduced transactions costs but also on an ambition to build a currency, a financial system and 

an economy with a great measure of autonomy from policy and financial developments in the 

US. At present the increasing subordination of monetary and financial conditions in the 

Eurozone to those in the US is threatening to undermine the entire process of European 

construction. Thus the recently introduced structure of financial regulation in Europe can be 

circumvented if the Trump administration abandons the Dodd-Frank reforms. More generally 

it will be increasingly difficult to influence the governance of European corporations if they 

                                                           
1  Professor Emeritus in Economics, Middlesex University ŀƴŘ ƳŜƳōŜǊ ƻŦ 9ǳǊƻaŜƳƻΩǎ DǊƻǳǇ {ǘŜŜǊƛƴƎ 

Committee. 
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are tied into dollar-based financial markets. Subordination can be tracked in the security 

markets, especially in the dominance of US bond markets, in the functioning of the ECB and 

now in the money markets and the supply of short-term credit. It is argued here that unless 

the Europeans can recover their original ambition for a currency union and financial system 

sufficiently liquid and robust to work in parallel to the dollar-based system rather than as an 

appendage to it, the social and environmental goals of the EU will be increasingly beyond its 

powers.  

 

Can the notion of dollarization be applied to a case of illiquidity and deflationary pressure 

and not just to cases of hyper-inflation? 

 

We can invoke Aglietta and Orléan (1984) on the breakdown of monetary systems. A rapid 

move to a new monetary object seems more likely following an inflationary crisis because 

that tends to be a centralising process, facilitating a general move from the discredited 

money, and a process dominated by debtors who will be advantaged by the elimination of 

their old currency liabilities. A deflationary crisis is decentralising, attenuating or destroying 

old economic relations, and one dominated by creditors who might stand to lose if old 

currency claims were wiped out. In the classic case of deflationary breakdown, the general 

departure from the gold standard in the 1930s, there was no common move to an alternative 

until Bretton Woods. Nevertheless, the salience of the dollar as an alternative and the 

unresolved deflationary pressures arising from the workings of the Eurozone may make 

dollarization plausible ς in the form of a slow erosion of certain monetary functions. Nor 

would the process be unified ς one might expect the turn to the dollar to be earlier and more 

complete in the weaker Eurozone economies than in Germany.  

 

Indirect European integration ς via Americanisation ς would be nothing new 

 

There is firstly the enormous role played by the US in the birth of the integration project 

(Lacroix-Riz, 2014). There are many subsequent examples. After the dissolution of the EPU 

(insisted on by Britain) in 1959, monetary integration was, until 1971, a consequence of the 

Bretton Woods exchange rate regime: the franc was tied to the D-mark because both were 

ǘƛŜŘ ǘƻ ǘƘŜ ŘƻƭƭŀǊΦ 5Ŝ DŀǳƭƭŜΩǎ ōƛŘ ŦƻǊ ƳƻƴŜǘŀǊȅ ƛƴŘŜǇŜƴŘŜƴŎŜ ŎƻƭƭŀǇǎŜŘ ǿƛǘƘ ǘƘŜ événements 

of 1969. {ƛƳƛƭŀǊƭȅΣ ǘƘŜ ƛǊƻƴȅ ƻŦ ǘƘŜ ǇǳǊǎǳƛǘ ƻŦ ǘƘŜ ά9ǳǊƻǇŜŀƴ /ƻƳǇŀƴȅέ ǿŀǎ ŎƭŜŀǊ ǘƻ Ƴŀƴȅ 

ŎƻƳƳŜƴǘŀǘƻǊǎΦ ¢ƘŜ ŎƻǊǇƻǊŀǘƛƻƴǎ ǿƘƛŎƘ ƳƻǾŜŘ Ƴƻǎǘ ŦƭǳŜƴǘƭȅ ŀŎǊƻǎǎ ǘƘŜ 9/Ωǎ internal borders 

and were least tied to particular locations were in fact American multinationals. 

ά¢ƘŜ Ǿƛƭƭŀƛƴȅ ȅƻǳ ǘŜŀŎƘ ƳŜ L ǿƛƭƭ ŜȄŜŎǳǘŜ ŀƴŘ ƛǘ ǎƘŀƭƭ Ǝƻ ƘŀǊŘ ōǳǘ L ǿƛƭƭ ōŜǘǘŜǊ ǘƘŜ 

ƛƴǎǘǊǳŎǘƛƻƴΦέ US financial practices, often imperfectly understood by their European imitators, 

had enormous impact on both private and public actors in the EU. Consider the breath-taking 

leverage ratios achieved by Eurozone banks in the subprime/securitisation bubble, which 

easily surpassed those of their US counterparts. Again, just when the shareholder value drive 

was meeting some determined judicial and legislative resistance in the US, the European 
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Commission went all out for a takeover directive which would have abolished any effective 

defense against hostile takeovers. 

 

The EǳǊƻȊƻƴŜΩǎ ǊŜƧŜŎǘƛƻƴ ƻŦ ŜȄǘŜǊƴŀƭ ƻōƧŜŎǘƛǾŜǎ ǿŜŀƪŜƴǎ ƛǘǎ ƛƴǘŜǊƴŀƭ ǇƻƭƛŎƛŜǎ 

 

The external use of the euro is carefully monitored by the ECB which insists, however, that it 

has no external policy objectives. This is a damaging abdication, ǿŜŀƪŜƴƛƴƎ 9ǳǊƻǇŜΩǎ ǇƻǘŜƴǘƛŀƭ 

influence on the evolution of global financial institutions and practices; it has also led to a 

weakening of internal monetary policy. The absence of an active policy reflects, as do so many 

of the dysfunctional aspects of the monetary union, the parochialism of the German 

authorities, now reinforced by the equal commitment to Biedermeier styles in the so-called 

IŀƴǎŜŀǘƛŎ [ŜŀƎǳŜΦ ¢ƘŜ 9/.Ωǎ нлмт ǊŜǇƻǊǘ ƻƴ ǘƘŜ ƛƴǘŜǊƴŀǘƛƻƴŀƭ ǳǎŜ ƻŦ ǘƘŜ ŜǳǊƻ Ǉǳǘǎ ŀ ŦƛƎǳǊŜ ƻŦ 

5% on the loss of efficacy of monetary policy instruments due to the growing interpenetration 

of US and Eurozone financial systems (ECB, 2017, pp. 7-8). 

It is worrying that the ECB suggests that this loss is compensated by moves in the $-ϵ 

exchange rate induced by its interest rate moves. Countries which implement monetary 

policies essentially by targeting their $ exchange rates are already in a clearly subordinate 

ǇƻǎƛǘƛƻƴΥ ǘƘŜǊŜ ƛǎ ƴƻ άǘǊƛƭŜƳƳŀέ ŦƻǊ ǘƘŜƳ ς their open capital accounts eliminate monetary 

independence because they can never treat their exchange rates as a matter of indifference. 

On the contrary, regardless of the formal nature of the policy ς float, crawling peg, or 

whatever ς they have to set interest rates in function of FX pressures; See Rey (2013). Turkey 

is a recent case in point. 

Much of the world is already partially dollarized. The US will not be much constrained 

by capital outflows to countries which make substantial use of the dollar ς there is no real 

threat to convert dollar balances to rival stores of value. This impunity is an effect of scale: 

the more countries there are in such a position the weaker the external constraint on US 

finance and US macro policies. We have been waiting a life-time for these chickens to come 

home to roost but, as with the sterling balances of the British Empire, the very possession of 

hegemony leads to its reinforcement. Ito and McCauley (2018): άThis study divides the world 

into currency zones according to the co-movement of each currency with the key currencies. 

The dollar zone groups economies that produce well over half of global GDP. Χ Global 

imbalances differ from a currency perspective. In the 2000s, the dollar ȊƻƴŜΩǎ ŎǳǊǊŜƴǘ ŀŎŎƻǳƴǘ 

disappeared by the onset of the Global Financial Crisis (GFC), even as the US current account 

plumbed all-time lows.έ 

 

We observe ongoing dollarization in two key areas: collateral and funding 

 

Both of these involve the market in FX swaps which has grown to staggering dimensions and 

which fulfils a key function in the global economy: that of permitting the transfer of monetary 

resources across currency zones. In the case of collateral, the FX swap market makes it 

possible to substitute dollar assets for assets in local currencies if these are scarce. In the case 
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of funding the FX swap markets facilitate the use of funds raised in one currency zone to 

finance investments in another ς but currently in a highly asymmetric way which privileges 

dollar funding. 

¢ƘŜ ŎƻƭƭŀǘŜǊŀƭ ǇǊƻōƭŜƳ ǊŜƭŀǘŜǎ ǘƻ ǘƘŜ DŜǊƳŀƴ ƎƻǾŜǊƴƳŜƴǘΩǎ ǇŜǘǘȅ ōƻǳǊƎŜƻƛǎ ǾƛŜǿǎ ƻƴ 

credit. Borrowing is bad and so there should be a law against it ς preferably one with 

constitutional force. Germany itself will cling to the Schuldenbremse; misbehaving 

governments in the Club Med will have to pay a risk premium on their bonds, even though 

this declared risk complicates their use as collateral and renders the pricing of other securities 

more difficult. (The ECB currently holds so much Eurozone debt that it strains credulity to 

suggest that bond yield differentials are simply a matter of market forces. The ECB has 

become the market). Every proposal for bond issuance at European level is blocked by the 

German and like-minded governments. (Recent indications that big EU banks have been 

rigging the bond market are hardly likely to inspire investor confidence2, but the very ability 

to manipulate bond yields may suggest the illiquidity of the market). European policies 

contribute to the world-wide shortage of safe assets. The primary cause of this shortage has 

been the downgrading of subprime and similar debt after the crisis, but the disruption of 

Eurozone bond markets is also a significant factor. 

 

Table 1: A List of Safe Assets ς Pre- and Post-Crisis  

 

 
Source: Caballero et al., 2017 

 

A recent IMF paper considers the exceptional demands for good collateral that might arise 

from a specific financial emergency ς the breakdown of one or more of the central 

counterparties (CCPs) established since the global crisis in the hope of reducing the risks of 

derivative trading. The contrasting capacities of US and EU to respond to such an eventuality 

illustrate well the huge advantages of dollar-based finance over finance in the Eurozone: 

                                                           
2 ά9¦ ŀŎŎǳǎŜǎ ŜƛƎƘǘ ōŀƴƪǎ ƻŦ ǊƛƎƎƛƴƎ ϵтǘƴ 9ǳǊƻȊƻƴŜ ōƻƴŘ ƳŀǊƪŜǘέΣ Financial Times, 01/02/2019, p.1. 
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ά²ƘƛƭŜ ƛƴ 9ǳǊƻǇŜΣ Iv[!3 continues to be in short supply (Bund repos are in the negative 50 

bps range), the opposite is true in the US where GCF (collateral rates) is close to 2 percent 

(200 bps) at present. U.S. dollar-denominated HQLA should be able to satisfy much of the 

worldwide HQLA demandέ. (Turing and Singh, 2018, cited by John Dizard, FT, 28/02/2019). 

One, traditional response to the limitations of European bond markets is of course to 

refer to the salience of bank finance in most EU member states. It is doubtful whether this 

objection still holds the force it had in the past. The inanition of EU banks, after their 

misadventures in the subprime and similar markets, has become a frequent complaint of 

commentators. Federal Reserve economists Beschwitz and Howells (2016) suggest that, 

although bond market access was not important for EU enterprises in the past, it may be 

becoming so because of new constraints on the banks. If this is the case the undeveloped 

nature of EU bond markets may be becoming an obstacle to EU investment. 

 

Use of dollar collateral within Europe 

  

There appears to be a sharp asymmetry in the use of FX swaps in the US and in the EU. In the 

US, FX swaps are used essentially for international, cross-currency, transactions ς they would 

not typically be used within the domestic money markets. The situation appears to be very 

different in Europe, where the ECB reports FX swap transactions alongside those relating to 

other internal money market instruments such as repos (for example, ECB, 2015). It appears 

to be the case that dollars are used as collateral in internal credit transactions, both because 

other forms of collateral are scarce and because of the relatively favourable regulatory 

treatment of FX swaps as against euro repos. Indeed, FX swaps may be the most important 

instrument within Eurozone credit markets: turnover is higher for repos but when 

transactions are weighted by maturity it is clear that much more capital is raised in the 

Eurozone by FX swaps than by repos. 

Given the scale and liquidity of American capital markets, and the fragmentation of 

non-dollar markets into several currency zones, the enormous growth of FX swaps seems to 

have highly asymmetric effects, transmitting US money market conditions to other countries 

but much less the other way round. Abundant US liquidity spills over to all participants in the 

global financial system, mitigating inflationary pressures, while a US liquidity squeeze, forcing 

up the basis spread and cutting off non-US borrowers from dollar credit, exports much of the 

resulting tension to other players.4 The hypertrophy of foreign exchange markets, at first 

misinterpreted as a matter of speculation, is in reality a powerful mechanism of US-led 

globalisation. 

άThe dollar reigns supreme in FX swaps and forwards. Its share is no less than 90%, 

and 96% among dealers. Both exceed its share in denominating global trade (about half) or in 

holdings of official FX reserves (two thirds). In fact, the dollar is the main currency in 

                                                           
3 HQLA = High Quality Liquid Assets. 
4 This is hardly a new phenomenon: compare the drastic consequences for European dollar debtors of the US 
liquidity squeeze which followed the Wall Street crash. 
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swaps/forwards against every currency. For instance, it predominates in forwards in the 

Norwegian krone, the Swedish krona and the Polish zloty, currencies that trade in the spot 

market more against the euroΦέ ό.ƻǊƛƻ Ŝǘ ŀƭΦ, 2017) Thus, the close trading relationships of 

these countries with the Eurozone are compatible with a predominance of the dollar in their 

financial relations. 

 

Tensions in the Eurozone bond markets contrast with a much easier situation in the dollar 

ƳŀǊƪŜǘǎ όƛƴ ǎǇƛǘŜ ƻŦ ¢ǊǳƳǇΩǎ ǘŀȄ Ŏǳǘǎ) 

 

The EU situation can be related ǘƻ ŀ ƎŜƴŜǊŀƭΣ Ǝƭƻōŀƭ ǎƘƻǊǘŀƎŜ ƻŦ άǎŀŦŜ ŀǎǎŜǘǎέΣ ōǳǘ ƛǎ ǎǇŜŎƛŦƛŎ 

in that political pressures drastically curtail issuance of high quality debt and restrict and 

complicate official support for bond prices.5 Negative yields now prevail for much German 

debt aƴŘ ǘƘŜǎŜ Ŏŀƴ ŜǾŜƴ Ǝƻ ōŜƭƻǿ ǘƘŜ 9/.Ωǎ ŘŜǇƻǎƛǘ ǊŀǘŜǎΤ ƴƻƴ-bank actors are not permitted 

to hold ECB deposits and seem often to prefer direct claims on the German government to 

deposits with commercial banks.6 Regulatory and other administered constraints on banks 

and institutional investors may account for some disturbances. Nevertheless the crash of the 

repo market to massively negative yields in December 2016 suggests that institutions having 

to hold and trade bonds have to cope with a very fragile and volatile environment. In that, 

admittedly extreme, episode some investors were prepared to lend money at -6% in order to 

get hold of high quality collateral.7 

The actors most affected by lack of good collateral and thus illiquidity in the repo 

market are institutional investors using reverse repos to acquire government debt on a short- 

or long-term basis. To the extent that US mutual and pension funds are not similarly 

handicapped they seem well positioned to capture more of the EU savings market. 

 

A basis spread consistently adverse for European investors gives dollar-based banks and 

fund managers an advantage not only in the dollar markets but also in the Eurozone. 

 

¢ƘŜ άƭŀǿ ƻŦ ƻƴŜ ǇǊƛŎŜέ ƭƻǎǘ ƻƴŜ ƻŦ ƛǘǎ ŦŜǿ ǊŜƳŀƛƴƛƴƎ ŜƳǇƛǊƛŎŀƭ ǎǳǇǇƻǊǘǎ ǿƘŜƴ ŦƻǊǿŀǊŘ 

ŜȄŎƘŀƴƎŜ ǊŀǘŜǎ ŎŜŀǎŜŘ ǘƻ ōŜ ǇǊƛŎŜŘ ƻƴ άǊƛǎƪ-ŦǊŜŜέ ƛƴǘŜǊŜǎǘ ǊŀǘŜ ŘƛŦŦŜǊŜƴǘƛŀƭǎΦ ²Ƙŀǘ ōŜƎŀƴ ŀǎ ŀ 

                                                           
5 On the general shortage see Caballero et al. (2017). These authors argue that the downgrading of mortgage-
backed $-securities and similar claims is the main factor reducing the availability of assets presumed to bŜ άǎŀŦŜέ 
since the crisis. However, downgrading of Eurozone sovereign debt ς they give figures only for Italy and Spain ς 
was also a significant factor. The first involved about $9tn of claims, the second $3tn. One example of political 
constraints is that the ECB is required to purchase the government debt of EMU member states in proportion to 
their GDPs ς meaning that its QE exercises involved completely dysfunctional accumulations of bunds.    
6 FT 5/2/19 gives the following yields on German benchmark bonds: maturity October 2020, bid yield -0.61; 
February 2025, -0.25; July 2028 +0.06; August 2048+0.77. 
7 See Hill, A. (2017). Hegives a very interesting list of factors behind the repo market breakdown. 
a) Shorting of bonds 
b) US banks taking advantage of wider basis spread to invest in euro assets 
c) QE, although the ECB did attempt to mitigate the shortage it was causing. 
d) Tighter bank regulation impacting end-of-month portfolios 
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crisis phenomenon, reflecting suspicion of counterparties and perceived exchange rate risks, 

has now become an established and continuing feature of international financial relations. 

¢ƘŜ ŜȄǇƭŀƴŀǘƛƻƴ ƻŦ ǘƘŜ ōŀǎƛǎ ǎǇǊŜŀŘΣ ǿƘƛŎƘ ƳŀƪŜǎ ƛǘ ǇǊƻŦƛǘŀōƭŜ ǘƻ ǎǿŀǇ Ϸ ŦƻǊ ϵ ŀƴŘ 

costly to take the other side of the same swap, is extremely technical and beyond the 

capacities of the present writer. But some literature from the BIS suggests that the following 

simple account may be adequate for a broad overview. The basis spread can be regarded as 

ŀǊƛǎƛƴƎ ŦǊƻƳ ǘǿƻ ŦƻǊŎŜǎΦ hƴ ǘƘŜ ƻƴŜ ƘŀƴŘΣ ƻƴ ǘƘŜ άŘŜƳŀƴŘέ ǎƛŘŜΣ ǘƘŜǊŜ ƛǎ ƳŀǎǎƛǾŜ ǇǊŜǎǎǳǊŜ 

from European investors for exposure to dollar-denominated assets. This pushes up the spot 

ǊŀǘŜ ŦƻǊ ǘƘŜ ŘƻƭƭŀǊΣ ǿƘƛƭŜ ǘƘŜ ƴŜŎŜǎǎŀǊȅ ƘŜŘƎƛƴƎ ƻŦ ŜǳǊƻ ŀŘǾŀƴŎŜǎ ǇǳǎƘŜǎ Řƻǿƴ ǘƘŜ ŘƻƭƭŀǊΩǎ 

forward rate. 

Why do US banks not take advantage of the resulting arbitrage opportunity to lend 

dollars and gain a risk-free profit on the return leg of the swap from the cheapness of forward 

ŘƻƭƭŀǊǎΚ ¢ƘŜ ǎƛƳǇƭŜǎǘ ǾƛŜǿ ƛǎ ǘƘŀǘ ǘƘŜǊŜ ƛǎ ŀ άǎǳǇǇƭȅέ ŎƻƴǎǘǊŀƛƴǘ ŀǊƛǎƛƴƎ ŦǊƻƳ ǘƘŜ ōŀƭŀƴŎŜ ǎƘŜŜǘ 

implications of FX swaps for US banks.8 Since the global crisis and the reawakened concern 

ǿƛǘƘ ƭŜǾŜǊŀƎŜ Ǌŀǘƛƻǎ ǿƘƛŎƘ ŦƻƭƭƻǿŜŘΣ ŀƴȅ ŀǎǎŜǘ ŀǇǇŜŀǊƛƴƎ ƻƴ ŀ ōŀƴƪΩǎ ōŀƭŀƴŎŜ ǎƘŜŜǘ Ŏŀƴ ōŜ 

regarded as having a shadow price to the extent that it tightens actual or potential regulatory 

constraints. (Some accounts suggest that US regulators go beyond Basel rules in their 

discouragement of FX positions, even the closed positions arising from FX swaps (Borio et al, 

2017), in particular, argue that large FX positions represent a form of debt inflation). Recently, 

spreads have widened, reaching some 50 basis points on three month dollar-euro swaps. 

 

Chart 1: EUR/USD cross-currency basis swap spreads (basis points; last observation: 22 Nov. 

2018) and EUR/USD three-month basis swap EUR/USD twelve-month basis swap 

 

 
Source: ECB, after Bloomberg 

 

The Financial Times analyst John Dizard suggests that the increasing cost for European 

companies of hedging their dollar exposures is bad news for the Trump administration, since 

                                                           
8 This constraint exists despite the relatively favourable treatment of FX swaps, compared to repos, in the Basel 
III regulatory framework. 



The current state of finance in the EU | 14 

 

 

it will curtail external finance of its adventurous tax cuts (FT 12/10/2018). The prominent 

financial analyst, Zoltan Pozsar, also suggests that certain limits to the cheap foreign finance 

of the US government deficit are being reached: dollar long rates are too low to attract foreign 

investors given that short rates are pushing up the cost of dollar swaps; some move away 

from the present inverted yield curve is going to be needed (Pozsar, 2019). 

However that may be, the persistence of significant basis spreads against the euro 

works directly against euro funding of any positions inside or outside the monetary union. 

Investors from the US and third countries will tend to find it cheaper to borrow dollars and 

swap them for euros even when they are funding Eurozone positions. Here again the 

autonomy of the Eurozone seems to be narrowed. 

 

Chart 2: Share of the euro in foreign currency-denominated debt issuance stable 

 

 

Source: ECB (2018) άThe volume of euro-denominated foreign currency debt issuance remains well below pre-

global financial crisis peaksέ 

 

The ECB as a branch of the Fed 

 

wŜƭŀǘƛƻƴǎ ōŜǘǿŜŜƴ ŎŜƴǘǊŀƭ ōŀƴƪǎ ƛƴ ǘƘŜ Ϸ ŀƴŘ ϵ ŜŎƻƴƻƳƛŜǎ ǎŜŜƳ ǘƻ ǊŜƛƴŦƻǊŎŜ ǘƘŜ ƴƻǘƛƻƴ ƻŦ ŀ 

gradual subordination of European finance. Official FX swaps between the Fed and other 

major central banks around the world emerged first as a crisis phenomenon but now appear 

to have been given a continuing institutional form, when standing facilities were introduced 

in October 2013. The crisis issue was, originally, an American problem. Foreign, especially 

European, banks went into the crisis loaded with dollar assets, including an unknown 

proportion of the most toxic varieties. Funding for these holdings became problematic as 

money markets seized up and US institutions became suspicious of foreign players. Since the 

Fed did not provide refinance for foreign banks in the same way as for domestic ones there 
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was a risk that European, Japanese and other non-US banks would start to dump their dollar-

denominated assets, making the crisis more acute.  

The response was an official FX swap ς the Fed lent dollars to the ECB with which the 

latter refunded the $ positions of the Eurozone banks.9 Both central banks clearly had an 

interest in the success of this exercise ς the Fed in avoiding further asset price collapses and 

the ECB in preserving the liquidity/solvency of major Eurozone banks ς but it can be seen as 

primarily an extraterritorial extension of the US stabilisation policy: άIn general, the issuing 

central bank contributes to defining the pricing terms at which liquidity is provided by the 

home central bank to its counterparties, in order to avoid interference with the issuing central 

ōŀƴƪΩǎ monetary policy implementationέ όBorio et al. 2017, p. 71). 

An interesting question arises as to the use or otherwise made of the counterpart 

currency, for which the Fed had no particular need: US banks had no problem funding their 

non-dollar assets. In the case of Japan, a special bill was issued in which the Fed could 

conveniently park its yen. It is not clear whether the ECB has followed an analogous 

procedure. 

With other major central banks around the world carrying out this distribution of 

άǎȅƴǘƘŜǘƛŎέ ŘƻƭƭŀǊǎ ƛƴ ŀ ǎȅƴŎƘǊƻƴƛǎŜŘ ǿŀȅΣ ǘƘŜ ƻŦŦƛŎƛŀƭ ǎǿŀǇǎ ǎŜŜƳ ǘƻ ŎƻƴǎǘƛǘǳǘŜ ŀ ƳƻǾŜ 

towards the integration of monetary policies under US auspices. There was some speculation 

that the Trump administration would annul the official swap but so far there is no sign of this 

ς the arrangement in any case does not conflict with ǘƘŜ ǇǊƛƻǊƛǘȅ ƻŦ ά!ƳŜǊƛŎŀ ŦƛǊǎǘέ. 

 

Dollarisation of other monetary functions 

 

The conjecture here of a gradual loss of monetary and financial autonomy in the Eurozone is 

admittedly precarious. The zone is immensely rich and the ECB, under the active presidency 

of Draghi, displayed an formidable capacity both for self-defense in the massive deployment 

of central bank resources and for institutional development in the strong moves to a more 

centralised supervisory and regulatory structure (De Rynck, 2015).There is, however, some 

anxiety about the readiness of a successor to depŀǊǘ ǎƻ ŦŀǊ ŦǊƻƳ ǘƘŜ .ǳƴŘŜǎōŀƴƪΩǎ ƴƻǘƛƻƴǎ ƻŦ 

orthodoxy. The argument here has involved dubious extrapolations and even the perception 

of future tempests from clouds no bigger ǘƘŀƴ ŀ ƳŀƴΩǎ ƘŀƴŘΦ ¢ƘŜ ƛƴǘŜǊǇǊŜǘŀǘƛƻƴ ƻŦ ǘƘŜ ¢ǊǳƳǇ 

presidency is important. It is consonant with the argument above to stress the unique 

financial strength of the US which renders recent erratic and maladroit policy moves feasible. 

It would be counter to the main argument here, however, if dysfunctional policies in 

Washington DC should so weaken the US financial structure as to call dollar hegemony into 

question. 

Meanwhile, it is hard to think of a financial function where the Europeans are not 

potentially exposed ǘƻ ŀ ƎǊŀŘǳŀƭ ƛƳǇƻǎƛǘƛƻƴ ƻŦ ¦{ ǇǊŀŎǘƛŎŜǎ ŀƴŘ ǎǘŀƴŘŀǊŘǎΦ ¢ǊǳƳǇΩǎ ǎǳǇǇƻǊǘ 

for financial deregulation illustrates the point: if the post-crisis structure embodied in Dodd-

                                                           
9 The ECB did not use FX swaps but rather repos in this refunding. Big haircuts (20%) were imposed during the 
crisis; these were later reduced. 
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Frank is undermined in the US, then the elaborate regulatory structure introduced in the EU 

will come under strain. Even before the US presidential election of 2016, the House of Lords 

(2015) EU Committee was reporting that the US was not prepared to harmonise financial 

regulation with the EU. 

 

Conclusion: the possible consequences of a Eurozone breakup 

 

The argument above has been that the Eurozone is being slowly dollarized. No comfort can 

be drawn however from this conjecture for the various projects for member state departures 

from the monetary union. Should the Eurozone break up the most probable outcome is 

galloping dollarization in the fragments ς immediate in the smallest and weakest of these, but 

still marked even in France and Italy. 

The performance of British finance can stand as a warning to those in search of 

national monetary sovereignty. The status of the City of London, and its role in most large-

scale international operations, fail to safeguard the British currency which is only propped up 

by consistent and substantial risk premium on sterling-denominated assets. A divergence of 

euro (formerly D-mark) and US interest rates very occasionally makes it possible for British 

rates to lie between the two. This was the case briefly during the Volcker shock and, in the 

early 1990s, during the post-unification frenzy of the Bundesbank which squeezed longer and 

harder against inflation below 5% than Volcker had against inflation around 20%. Britain could 

in the latter case use a premium over dollar rates to secure a soft landing after its departure 

from the EMS. 

But these were very brief exceptions. The norm is that British rates have to be higher 

than those in both Germany and the US. Anything else would threaten a collapse on the FX 

markets. 

This is the record for a large economy with unique financial strengths. What could be 

expected for Italy, Cyprus or Latvia if any of them abandoned the euro? The Eurozone is still 

ƭŀǊƎŜ ŀƴŘ ǇƻǿŜǊŦǳƭ ŜƴƻǳƎƘ ǘƻ ǊŜǇǊŜǎŜƴǘ ŀ ǇŀǊǘƛŀƭ ŜȄŎŜǇǘƛƻƴ ǘƻ wŜȅΩǎ όнлмоύ ŦƛƴŘƛƴƎ ǘƘŀǘ ǘƘŜǊŜ 

is no trilemma in monetary policy: that the straight choice is between open capital accounts 

and monetary independence ς a dilemma from which floating exchange rates fail to provide 

an escape. Turkey can stand as the most recent example. For those promoting the various 

άŜȄƛǘǎέΣ de te fabula narratur. Hanging separately only offers a somewhat more prompt 

dénouement than hanging together, while only a unified approach, deepening both the 

economic and the political coherence of the monetary union offers a possible assertion of 

autonomy. 

 

 

 

 

 

 



The current state of finance in the EU | 17 

 

 

Chart 3: Data from OECD stats: short-run interest rates 
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Post-Crisis European Banking and the Modern Financial Regulation Game 
Stefanos Ioannou10 

 

 

Abstract -  

In this article we provide an overview of post-crisis developments in European banking, 

focusing particularly on the efforts to re-regulate the sector.  Our discussion shows that 

ŘŜǎǇƛǘŜ ǘƘŜ ǊŜŦƻǊƳǎ ƻƴ ŎŀǇƛǘŀƭ ǊŜǉǳƛǊŜƳŜƴǘǎ ŀƴŘ ǊŜǎƻƭǳǘƛƻƴ ǇƭŀƴƴƛƴƎΣ ōŀƴƪǎΩ ōǳǎƛƴŜǎǎ ƳƻŘŜƭ 

remains highly similar to the pre-crisis one.  While proposals for structural reform were not 

absent from the debate - Ƴƻǎǘ ƴƻǘŀōƭȅΣ [ƛƛƪŀƴŜƴ ǊŜǇƻǊǘΩǎ ǇǊƻǇƻǎŀƭ ƻƴ ǊƛƴƎ-fencing and 

9ǳǊƻǇŜŀƴ /ƻƳƳƛǎǎƛƻƴΩǎ ǇǊƻǇƻǎŀƭ ƻƴ ǘƘŜ ǇǊƻƘƛōƛǘƛƻƴ ƻŦ ǇǊƻǇǊƛŜǘŀǊȅ ǘǊŀŘƛƴƎ - these were 

continuously compromised, with their most toothy parts being ultimately abandoned.  For 

conceptualising these trajectories, the dimension of power needs to be taken into 

consideration. The influence of banking lobby on European regulation, whether by day to day 

engagement or by means of revolving doors with EU regulators, is a key component for 

understanding how the modern financial regulation game has played out in the continent 

from the time of the crisis onwards. 

 

Keywords: Europe, banking, too-big-to-fail, financial regulation, bank lobbying 

Introduction  

ά¢ƘŜ ǎȅǎǘŜƳ Ƙŀǎ ōŜŎƻƳŜ ǘƻƻ ŎƻƳǇƭŜȄ ŦƻǊ ŦƭŜǎƘ-and-blood people, who make the mistake of 

ǘƘƛƴƪƛƴƎ ǘƘŀǘ ǇŀǎǎƛƴƎ ŀ ƴŜǿ ƭŀǿ ƳŜŀƴǎ ǘƘŜ ŜƴŘ ƻŦ ǘƘŜ ŘƛǎŎǳǎǎƛƻƴΣ ǿƘŜƴ ƛǘΩǎ ǊŜŀƭƭȅ Ƨǳǎǘ ǘƘŜ 

beginning of a war... ώΧϐ 

Χ¸ƻǳ ǿƛƴ ǘƘŜ ƳƻŘŜǊƴ ŦƛƴŀƴŎƛŀƭ-regulation game by filing the most motions, attending the 

most hearings, giving the most money to the most politicians and, above all, by keeping at it, 

day after day, year after fiscal year, until stealing is lŜƎŀƭ ŀƎŀƛƴΦέ  

(Taibbi, 2012) 

Ten years ago, one could have expected some sort of change in the pre-crisis business model 

ƻŦ ōŀƴƪǎΦ LŦ ŀƴȅǘƘƛƴƎΣ ǎŜŎǳǊƛǘƛǎŀǘƛƻƴΣ ǎƘŀŘƻǿ ōŀƴƪƛƴƎΣ ŀƴŘ ǘƘŜ ǊŜǎǳƭǘƛƴƎ ŦǊŀƎƛƭƛǘȅ ƛƴ ōŀƴƪǎΩ 

balance sheets were at the very epicentre of the causes of the global financial crisis of 

2007/08, a crisis that started in the US and rapidly expanded in Europe.  

Focusing on the case of the European continent, this article shows how little has 

actually changed in the regulatory framework that gƻǾŜǊƴǎ ōŀƴƪǎΩ ƻǇŜǊŀǘƛƻƴǎΦ  ²ƘƛƭŜ ǎƻƳŜ 

steps forward have been taken by the European Union in increasing capital requirements and 

ŘŜǎƛƎƴƛƴƎ ǊŜǎƻƭǳǘƛƻƴ ǇƭŀƴǎΣ ǇŀǊǘƛŎǳƭŀǊƭȅ ŦƻǊ ōŀƴƪǎ ŘŜŜƳŜŘ ŀǎ άǘƻƻ-big-to-ŦŀƛƭέΣ ǘƘŜ ŀŎǘƛƻƴǎ 

                                                           
10 Post-Doctoral Research Associate in Finance and Geography, School of Geography and the Environment, South 

Parks Road, OX1 3QY, University of Oxford; email: stefanos.ioannou@ouce.ox.ac.uk. 
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towards more structural reforms have been much milder.  The two major European projects 

ƛƴ ǘƘƛǎ ŘƛǊŜŎǘƛƻƴΣ ƴŀƳŜƭȅ [ƛƛƪŀƴŜƴΩǎ ǊŜŎƻƳƳŜƴŘŀǘƛƻƴ ƻŦ ǎŜǇŀǊŀǘƛƻƴ ƻŦ ƛƴǾŜǎǘƳŜƴǘ ŦǊƻƳ ǊŜǘŀƛƭ 

ōŀƴƪƛƴƎΣ ŀƴŘ 9ǳǊƻǇŜŀƴ /ƻƳƳƛǎǎƛƻƴΩǎ ǇǊƻǇƻǎŀƭ ǘƻ ǇǊƻƘƛōƛǘ ǇǊƻǇǊƛŜǘŀǊȅ ǘǊŀŘƛƴƎ ŦƻǊ ōƛƎ ōŀƴƪǎΣ 

were largely watered down by pre-emptive legislation at the national level, and ultimately 

abandoned at the European level. At the same time, the currently ongoing project of the 

Capital Markets Union opens up the prospect of a new wave of securitisation and 

financialisation in the continent. 

aŀǘǘ ¢ŀƛōōƛΩǎ ŀǊǘƛŎƭŜΣ ǉǳƻǘŜŘ ŀōƻǾŜΣ ǿŀǎ ǿǊƛǘǘŜƴ ǿƛǘƘ ǊŜŦŜǊŜƴŎŜ ǘƻ ǘƘŜ 5ƻŘŘ-Frank Act 

in the US. It nevertheless provides us with a useful starting point for understanding the limited 

scope of European reforms too. In his schematisation of the modern financial regulation 

game, the power of banks to lobby is crucial in shaping regulatory outcomes.  Even more 

importantly, though, those outcomes are always fluid, constantly susceptible to new attacks 

from bankers and their representatives. One of the central points of our article is that this 

scheme holds in Europe inasmuch as it documented to hold in the US. 

We proceed as follows. In the next section we provide an overview of European 

banking, as developed from the start of the 2007/08 crisis onwards, using evidence from both 

the macro- and the meso-scales of analysis.  We then examine in detail the regulatory reforms 

pursued by the European Union throughout the past decade, and attempt to trace their 

implementation paths.  Following, we bring the dimension of lobbying power into the fore.  

In the last section we conclude and discuss some relevant policy proposals. 

It is important to note that our article omits an in-depth discussion of UK banking.  

Being heavily based in London - one of the woǊƭŘΩǎ ƭŀǊƎŜǎǘ ŦƛƴŀƴŎƛŀƭ ŎŜƴǘǊŜǎ - the ecosystem 

of British banking is to a very large extent worth a separate consideration. Given the limited 

size of this article, this task is left for another paper. 

 

1. The background 

It would be impossible to write about the current state of affairs in European banking without 

any mentioning of the European crisis of the past decade.  While the key events of the crisis 

are by now quite well known, both academically and also as personal memories to many of 

us, it is important to remember the precise starting point of the crisis. In this regard, it is 

useful to recall that the crisis in the continent did not commence in 2010 when the Greek 

government found itself at the brink of default. It began in 2008 when European banks found 

themselves into trouble, particularly in countries like Ireland and Germany.  This is when the 

first rescue packages were designed and implemented.11 

Stolz and Wedow (2010, p. 20) nicely summarize the total amounts which were 

committed for rescuing banks in Europe, during the period 2008- 2010.  As calculated by the 

ŀǳǘƘƻǊǎΣ ǘƘŜ ǘƻǘŀƭ ǎǳƳ ƻŦ ŎŀǇƛǘŀƭ ƛƴƧŜŎǘŜŘ ƛƴ ōŀƴƪǎ ƛƴ ǘƘŜ 9ǳǊƻǇŜŀƴ ¦ƴƛƻƴ ό9¦ύ ǿŀǎ ϵнос 

                                                           
11 For some indicative news of the time, see YŀǘŜ /ƻƴƴƻƭƭȅΣ ά.ŀƴƪƛƴƎ ŎǊƛǎƛǎΥ DŜǊƳŀƴȅ ŜŀǊƳŀǊƪǎ ϵрллōƴ ŦƻǊ ǊŜǎŎǳŜ 
ǇŀŎƪŀƎŜέΣ The Guardian, 13 October 2008; {ǇƛŜƎŜƭΣ άThe Banking Crisis in Germany: Can the Bailout Prevent an 
9ŎƻƴƻƳƛŎ aŜƭǘŘƻǿƴΚέΣ Spiegel, 20 October 2008; {ǇƛŜƎŜƭΣ άGermany's Faltering Bank Bailout Program: The 
.ƻǘǘƻƳƭŜǎǎ tƛǘέΣ Spiegel, 23 December 2008. 
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billion. AdditiƻƴŀƭƭȅΣ ŀōƻǳǘ ϵтнр ōƛƭƭƛƻƴ ǿŜǊŜ ǎǇŜƴǘ ŦƻǊ ƎǳŀǊŀƴǘŜŜŘ ǇǳǊŎƘŀǎƛƴƎ ƻŦ ōƻƴŘǎ ŀƴŘ 

ŀƭƳƻǎǘ ϵорл ōƛƭƭƛƻƴ ŦƻǊ ǘƘŜ ǊŜƳƻǾŀƭ ƻŦ ǇǊŜŎŀǊƛƻǳǎ ŀǎǎŜǘǎ ŦǊƻƳ ōŀƴƪǎΩ ōŀƭŀƴŎŜ ǎƘŜŜǘǎΦ {ǘƻƭȊ ŀƴŘ 

Wedow estimate the total commitment for bank support to amount to 26% of the GDP of the 

entire of the EU for 2008. In the most extreme case, that of Ireland, bank support reached 

омф҈ ƻŦ ǘƘŜ ŎƻǳƴǘǊȅΩǎ D5tΦ 

The subsequent deterioration of public finances is by now well-known too.  

Indicatively, Germany went for a balanced budget in 2008 to a 4% deficit two years later 

(Eurostat).  In 2009, Spain, Portugal and Greece recorded budget deficits of about 11%, 10%, 

and 15% respectively.12 CƛǾŜ ȅŜŀǊǎ ƭŀǘŜǊ ǘƘŜǎŜ ŎƻǳƴǘǊƛŜǎΩ ǇǳōƭƛŎ ŘŜōǘǎ ǿŜǊŜ ǎǘŀƴŘƛƴƎ ŀǘ ŀƭƳƻǎǘ 

100% for Spain, 130% for Portugal, and a bit less than 180% for Greece. 

It is worth describing some additional stylized facts related with the post-crisis 

landscape of European banking. To start with, the upper-part of Figure 1 displays the 

geographical contraction of the sector since 2007. As one can observe, both the number of 

bank branches and the total number of banking employees have exhibited a steady decline.  

Out of the two, employment is where the steepest decline can be traced.  To a great extent 

these developments can be connected witƘ ǘƘŜ ǇǊƻŎŜǎǎ ƻŦ άǊŀǘƛƻƴŀƭƛǎŀǘƛƻƴέΣ ƛΦŜΦ Ŏƻǎǘ ŎǳǘǘƛƴƎΣ 

pursued by banks in face of declining revenues. Another part of the explanation could be 

ascribed to technology, e.g. rise in the usage of e-banking.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

                                                           
12 One exception in the relationship between bank bailouts and deteriorating public finances is the revealing of 
DǊŜŜŎŜΩǎ ŎƻƻƪŜŘ ǎǘŀǘƛǎǘƛŎǎ ƛƴ нллфΦ   
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Figure 1: Geographical and monetary developments in the banking sector of the European 

Monetary Union (changing composition) 

 
Source: ECB 

 

The lower part of Figure 1 depicts the evolution of different lines of credit in the Euro area for 

the same time span as above. It also displays the evolution of excess reserves (i.e. liquidity) in 

the Eurozone monetary system; in them one can read the development of the policy of 

quantitative easing (QE) as put forward by the ECB from 2012 onwards. What is particularly 

interesting to observe in this graph is that despite the large-scale QE operations, especially 
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since 2015, credit towards non-financial corporations has remained stagnant. In conjunction 

with the moderate increases in mortgage and household credit, this finding is suggestive of 

how little QE has managed to foster investment, and thus employment and growth.  

Furthermore, Figure 2 presents the concentration of the banking sector in a selection 

of countries, from 2007 to 2017 (upper part). As seen in the graph, Greece is ranked first, with 

the 5 largest credit institutions of the country accounting for 97% of the sector.13 Although 

the Greek banking system has long been highly concentrated, in comparison to other EU 

countries, it is also the one that recorded the steepest increase throughout the crisis. 

Portuguese banking is also significantly concentrated, with the share of the 5 largest 

institutions accounting for 73% in 2017. Spain is slightly below that, but with a notably 

increasing trend. Germany, on the other hand, remains a country with a very decentralised 

banking system. 

The lower part of Figure 2 delves a bit more deeply into the European banking sector, 

by examining the change in size of the banks described as too-big-to-fail (TBTF) by the 

Financial Stability Board (FSB) of the G20. This is based on an annual report published by the 

Board, in which global TBTF banks are listed, based on size, complexity, interconnectedness 

and global presence (FSB, 2018).14 The primary aim of this listing is to identify additional 

capital requirements required for each of the included banks. In its most recent publication 

(November 2018) 29 global banks are listed. Out of these 8 come from the US, 8 from the 

Eurozone, 3 from the UK, and 4 from China. Other hosting countries include Japan, 

Switzerland and Canada. 

 

 

 

Figure 2: Sectoral concentration in banking for selected Eurozone countries, and change in 

size of Eurozone too-big-to-fail banks 

 

                                                           
13 Although the official statistics of the ECB account for the share of the 5 largest institutions, in Greece it is 
essentially 4 systemic banks that dominate the market.  
14 In the language of the FSB these institutions are labelled as global-systemically important banks (G-SIBs).  In 
this article, the two terms are treated as synonyms.  
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Note: BPCE is the product of the merger between Groupe Banque Populaire and Groupe Caisse 

d'Épargne ƛƴ нллфΣ ŀƴŘ ƘŜƴŎŜ .t/9Ωǎ ŀǎǎŜǘ ǎƛȊŜ ŦƻǊ нллт ƛǎ ǘƘŜ ŎƻƳōƛƴŜŘ ŀǎǎŜǘ ǎƛȊŜ ƻŦ ǘƘŜ ǘǿƻ ŀǘ ǘƘŜ 

time.  

Source: ECB and S&P Global 
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What is interesting about the graph is the lack of a systemic decline in the size of 

Eurozone TBTF banks. In particular, although some banks have shrunk considerably 

since 2007 (e.g. Deutsche Bank), others have managed to remain in similar levels (e.g. 

Crédit Agricole), while some have even increased in size, as for example Santander. 

Taken at the aggregate level, and divided by the added-up GDP of the hosting 

countries of these banks (Germany, France, Spain, Italy, and the Netherlands), their 

size has moved from 126% in 2007, to 116% ten years later (source S&P Global and 

OECD).  Those eight banks in other words are still bigger than the added up gross 

domestic product of their countries. At the same time, all banks are nowadays much 

better capitalized.  In five out of the eight cases the declines in asset to equity ratios 

range between 32% and 56% (S&P Global). 

These findings might come as a surprise to one that would expect the US and 

European crises, and their unfolding, to have an impact on the size of those banks. To 

a large extent, the lack of any notable change can be explained by the asset and equity 

support discussed earlier. Notice however that there is an additional element of 

support, not documented in above figures. This has to do with the indirect benefit 

these banks received out of the bailout packages imposed on crisis-hit Eurozone 

economies. In the case of Greece for example, Bortz (2019) calculates the support to 

the banks out of the first two bailouts to have amounted to 97.3% of the total money 

that was disbursed by the Troika.15 To its biggest part, this support took the form of 

debt repayments and recapitalisation operations.  

 

2. Post-crisis reforms in Europe  
 

For assessing the strength of the implemented regulations since the crisis, one needs 

to consider the steps taken in the broader political and economic conjuncture of the 

time.  Given the cost of rescuing the big banks, the public outrage against them, and 

the declared intentionsof even moderate policy makers for real change, the question 

is not whether something was done to regulate them, but whether what was done 

was enough.  

 

2.1 Capital requirements and resolution directives 

 

Two of the major steps taken were the increase in capital requirements and the 

establishment of a resolution mechanism for failed banks. The first in 2013 with the 

introduction of the Capital Requirements Directive IV (CRD IV), and the second in 2014 

with the Bank Recovery and Resolution Directive (BRRD). Under the BRRD, a bail-in 

mechanism was put in place, in which shareholders and creditors would take priority 

in rescuing a failed bank. These would be followed by support from a resolution fund, 

built on ex-ante contributions of banks. Applicability of the Directive was for the 

                                                           
15 European Central Bank, European Commission, and International Monetary Fund. 
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national level. For the countries of the Eurozone, implementation went a step further 

with the transferring of power and competency at the supranational level and the 

creation of the Single Resolution Mechanism (SRM), one of the key pillars of the 

European Banking Union (the Single Resolution Board and Single Resolution Fund - 

SRB and SRF respectively - are the two main institutions falling under the SRM 

umbrella). 

Both the enhanced capital requirements and the introduction of resolution 

plans were in line with the reforms that were taking place internationally and in the 

US throughout the same time (Basel III; Dodd-Frank Act). These were reforms which 

by their nature did not aim in challenging the pre-crisis model of banks, but in 

containing its adverse impact towards the rest of the economy. 

It is also worth noting that the resolution legislation is still a roadmap, largely 

untested in practice. Only one case of implemented resolution is mentioned in the 

official website of the European Commission, that of Banco Popular Español in 2017, 

which was subsequently bought by Santander (European Commission, 2019a). Add to 

this that the BRRD still leaves open space for bail-out with public money, now called 

άǇǊŜŎŀǳǘƛƻƴŀǊȅ ǊŜŎŀǇƛǘŀƭƛǎŀǘƛƻƴέΦ ¢ƘŜ ǎǳǇǇƻǊǘ ƻŦ ǘƘŜ Lǘŀƭƛŀƴ ōŀƴƪ aƻƴǘŜ ŘŜƛ tŀǎŎƘƛ Řƛ 

Siena (MPS) in 2017 is already an example of government rescuing compatible with 

the BRRD (European Commission, 2017a).  Quaglia and Spendzharova (2017) also 

describe how the case of MPS brought into light some of the practical difficulties and 

complexities in applying the bail-in scheme of the Directive. Moreover, the build-up 

of the Single Resolution Fund is still halfway from its completion, currently targeted 

for 2023 (SRB, 2019). At the time of writing (June 2019) the Fund holds a total stock 

ƻŦ ϵнпΦф ōƛƭƭƛƻƴ ƛƴ ŎƻƴǘǊƛōǳǘƛƻƴǎΣ ŀ ŦƛƎǳǊŜƭŜǎǎ ǘƘŀƴ лΦо҈ ƻŦ ǘƘŜ ŎƻƳōƛƴŜŘ ŀǎǎŜǘ ǎƛȊŜ ƻŦ 

ǘƘŜ у 9ǳǊƻǇŜŀƴ ¢.¢C ōŀƴƪǎ ŀƭƻƴŜόϵмлΣсптΦт ōƛƭƭƛƻƴ ƛƴ нлмтύΦ 

 

нΦн ¢ƘŜ [ƛƛƪŀƴŜƴ ǊŜǇƻǊǘ ŀƴŘ /ƻƳƳƛǎǎƛƻƴΩǎ proposal on prohibiting proprietary 

trading 

 

While the consultation of the above reforms was under way, back in 2012, the 

proposal on the structural reform of the EU banking sector, the so called Liikaken 

report, came out, ordered by the European Commission. The main call of the proposal 

was for the legal separation of proprietary trading and other high-risk activities (e.g. 

derivative positions taken in market-making) from retail banking. In comparison with 

all other reforms, this was enough to make it the biggest threat of the time to the pre-

crisis European banking model. 

To begin with, although the Liikanen report might give the impression of a red 

manifesto, it was actually a mild proposal, seen in the broader historical context.  

Contrary to the Glass-Steagall Act of 1933 in the US for example, which imposed a 

complete separation between investment and retail banking (an equivalent of which 

never existed in Europe), the Liikanen report was much friendlier towards the banks 
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in allowing separation to take place within the same banking group. Second, rather 

than imposing a mandatory separation, it recommended separation only if risky 

ŀŎǘƛǾƛǘƛŜǎ ǿŜǊŜ ǘƻ ŀƳƻǳƴǘ ǘƻ ŀ ǎƛƎƴƛŦƛŎŀƴǘ ǎƘŀǊŜ ƻŦ ŀ ōŀƴƪΩǎ ōǳǎƛƴŜǎǎΣ Ŝǎtimated at the 

time at 15-нр҈ ƻŦ ǘƻǘŀƭ ōŀƴƪΩǎ ŀǎǎŜǘǎΣ ƻǊ ϵмлл ōƛƭƭƛƻƴ ƛƴ ŀōǎƻƭǳǘŜ ǘŜǊƳǎ όǎŜŜ [ƛƛƪŀƴŜƴ 

et al., 2012, p. v).  Third, its recommendations were left open to interpretation at 

places, for example with regards to the time required for implementation (ibid). 

Part of the explanation of this mildness can be traced at the mind frame of the 

authors. In their narrative as to why the separation between high-risk activities and 

retail banking should be allowed within the same banking group, Liikanen and his co-

authors point out the efficiencies that are supposed to be achieved by big banks, and 

the consequent benefits for the consumers and the broader economy. The associated 

άǳƴƛǾŜǊǎŀƭ ōŀƴƪƛƴƎ ƳƻŘŜƭέ ŀǎ ƛǘ ƛǎ ŎŀƭƭŜŘ ǿƻǳƭŘ ǘƘǳǎ ōŜ ƳŀƛƴǘŀƛƴŜŘΣ ŘŜǎǇƛǘŜ ǘƘŜ 

separation (ibid, p. iii).  This line of logic is problematic for two reasons. One, the 

calculation of efficiency is highly questionable in the case of banking, due to the 

immaterial nature of the primary good produced (credit), and the central role of 

expectations, uncertainty, and economic sentiment in the determination of its supply 

and demand. ¢ǿƻΣ ǿƘƛƭŜ ŜƳǇƛǊƛŎŀƭƭȅ ƻƴŜ ŎƻǳƭŘ ŜǎǘƛƳŀǘŜ ǎǳŎƘ άŜŦŦƛŎƛŜƴŎƛŜǎέ ōȅ 

measuring the difference in costs between banks of different size, a recent empirical 

exercise by the Bank of England shows how this difference evaporates once one 

adjusts for the inflated credit ratings and the low borrowing costs associated with the 

TBTF protection status of big banks (Davies and Tracey, 2014). 

Having said this, it is important to follow the journey of the Liikanen report 

from the day of its publication onwards. As discussed in Hardie and Macartney (2016), 

and Quaglia and Spendzharova (2017), although the European Commission was at the 

time receptive to the recommendations of the report and even warm to the idea of 

more radical steps (see below), a number of EU countries chose to legislate pre-

emptively, establishing weaker reforms at the national level. France and Germany 

were the two most important countries that acted in such direction. Both passed 

banking reform bills in 2013, aiming to show that they were doing what was necessary 

to ensure safe banking. In both occasions, however, the voted reforms were lighter 

versions of Liikanen. In France, for example, only those proprietary trading activities 

ǘƘŀǘ ǿŜǊŜ ŘŜŜƳŜŘ ŀǎ άǎǇŜŎǳƭŀǘƛǾŜέ ǿŜǊŜ ŦƻǊŎŜŘ ǘƻ ǎŜǇŀǊŀǘƛƻƴ ŦǊƻƳ ǊŜǘŀƛƭ ōŀƴƪƛƴƎΦ 

There were two lines of logic that were employed by French and German 

authorities for justifying pre-emptive legislation. One was the idea that the prohibition 

ƻŦ ǘǊŀŘƛƴƎ ŀŎǘƛǾƛǘƛŜǎ ǎƘƻǳƭŘ ƴƻǘ ŎƻƳǇǊƻƳƛǎŜ ōŀƴƪǎΩ ŎŀǇŀŎƛǘȅ ǘƻ ǎŜǊǾŜ ǘƘŜ ŜŎƻƴƻƳȅΦ ¢Ƙƛǎ 

is far from a new argument. What is interesting in the current context is that despite 

the rhetoric neither the French nor the German authorities ever tried to make the 

argument more explicit as to which of those activities were supposed to have those 

positive effects on lending (Hardie and Macartney, 2016, pp. 513- 515). Another 

interesting point is that this rhetoric so happened to mimic precisely the claims made 

by the banks of the two countries themselves (ibid). As more clearly expressed in 
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Quaglia and Spendzharova (2017, p. 1118) the preferences of the French and German 

ƎƻǾŜǊƴƳŜƴǘǎ ΨǎǘǊƻƴƎƭȅ ǊŜǎŜƳōƭŜŘ ǘƘƻǎŜ ƻŦ ǘƘŜƛǊ ŘƻƳŜǎǘƛŎ ōŀƴƪƛƴƎ ƛƴŘǳǎǘǊȅ ŀƴŘ did 

ƴƻǘ ŎƘŀƴƎŜ ƻǾŜǊ ǘƛƳŜΩΦ 

The second line of logic employed in France and Germany was the need to 

ǇǊƻǘŜŎǘ ǘƘŜƛǊ ƴŀǘƛƻƴŀƭ ōŀƴƪƛƴƎ άŎƘŀƳǇƛƻƴǎέΣ ǇǊƛƳŀǊƛƭȅ ŀƎŀƛƴǎǘ ²ŀƭƭ {ǘǊŜŜǘΦ  !ǎ 

documented in Hardie and Macartney (2016), people like Christian Noyer and Pierre 

Moscovici were open in admitting their fear that a tougher ring-fencing would have 

given an advantage to US investment banks in satisfying demand for investment 

ōŀƴƪƛƴƎ ǎŜǊǾƛŎŜǎ ƛƴ ǘƘŜƛǊ ŎƻǳƴǘǊƛŜǎΣ ŀƴŘ ƛƴ ǘƘŀǘ ǊŜǎǇŜŎǘ ǿƻǳƭŘ ƘŀǾŜ ōŜŜƴ ŀ άƎƛŦǘέ ǘƻ 

them.16  It takes little imagination to consider the replication of the exact same 

argument from the other side of the Atlantic, and the consequent overall win-lose 

outcome for banks and governments respectively. 

Following these national reforms, the European Commission published its official 

legislative proposal in January 2014.  This was not just in line with the spirit of the 

Liikanen proposal in calling for the mandatory separation between high-risk trading 

activities and retail banking. It was even recommending the prohibition of proprietary 

trading for big banks (European Commission, 2014, p. 26). Despite its delay, it was 

ƳŜŀƴǘ ǘƻ ōŜ 9ǳǊƻǇŜΩǎ ǊŜǎǇƻƴǎŜ ǘƻ ǘƘŜ 5ƻŘŘ-Frank Act of the US. The proposalwas met 

with opposition from the Council of the EU, which in summer 2015 presented its own 

draft for structural reform (Council, 2015). The draft had no mentioning of prohibition 

of proprietary trading. It was instead suggesting a light version of ring-fencing, which 

member states could implement at the national level, as had already happened in 

countries like France and Germany. The chasm in legislative proposals between the 

Commission, the Council and the European Parliament was not bridged in the years 

that followed, so that none of these ever found their way into becoming European 

law. Ultimately, in autumn 2017 the Commission announced its intention to withdraw 

its 2014 proposal (European Commission, 2017b). It officially buried it in summer 

2018. To justify its decision, it pointed out the lack progress and the absence of any 

foreseeable agreement (ibid). It also asserted, in a rather laconic manner, that the 

purpose of the proposal had largely been achieved already by the rest of the European 

reforms on banking supervision and resolution (ibid). Despite this statement, no 

elaboration of how these reforms hadsatisfied the need for structural reform was 

anywhere offered. 

tŜǊƘŀǇǎ ǘƻ ƴƻ ƻƴŜΩǎ ǎǳǊǇǊƛǎŜΣ ǘƘŜ ōǳǊȅƛƴƎ ƻŦ ǘƘŜ ǇǊƻǇƻǎŀƭ ǿŀǎ ƳŜǘ ǿƛǘƘ 

enthusiasm from the banking industry. A research note from BBVA for example 

dŜǎŎǊƛōŜǎ ǘƘŜ ǿƛǘƘŘǊŀǿŀƭ ŀǎ ΨǊŜŀǎƻƴŀōƭŜΩ ŀƴŘ ΨǘƛƳŜƭȅΩ ό{ƻƭŜǊΣ нлмт).17 It also agrees 

ǿƛǘƘ ǘƘŜ /ƻƳƳƛǎǎƛƻƴ ƛƴ ƛŘŜƴǘƛŦȅƛƴƎ ŀ ΨǇŀƴƻǇƭȅΩ ƻŦ ƳŜŀǎǳǊŜǎ ŀƭǊŜŀŘȅ ƛƴ ǇƭŀŎŜΦ 

Furthermore, BBVA argues that the 2014 proposal of the Commission would have 

                                                           
16Christian Noyer: former governor of the Bank of France, 2003- 2015; Pierre Moscovici: former minister 
of finance in France, 2012- 2014. 
17 Notice, for the record, that BBVA was classified as a G-SIB by the FSB for the years 2012 and 2013.  
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posed negative consequences on other projects of financial integration in the EU, as 

the one discussed right below. 

 

2.3 The Capital Markets Union 

 

One of the most prominent projects of financial integration in the EU at the moment 

is the development of the Capital Markets Union (CMU). This is not meant to be just 

ŀƴƻǘƘŜǊ ŦƛƴŀƴŎƛŀƭ ǊŜŦƻǊƳΣ ōǳǘ 9ǳǊƻǇŜΩǎ ƴŜǿ Ǉƭŀƴ ŦƻǊ ƎǊƻǿǘƘΦ !ǎ ƻŦŦƛŎƛŀƭƭȅ ŘŜŎƭŀǊŜŘ ƛƴ 

the relevant webpage of the European Commission, the CMU aims at facilitating the 

channelling of funds to start-ups and small & medium enterprises (SMEs), while also 

creating new opportunities for savers and investors (European Commission, 2019b). 

The target list of the project acknowledges the current inertia of banks to provide 

lending to SMEs, which CMU aims to solve by facilitating cross-border investment. At 

ǘƘŜ ǎŀƳŜ ǘƛƳŜΣ ǘƘŜ ǇǊƻƧŜŎǘ ŀƭǎƻ ŀǎǇƛǊŜǎ ǘƻ ǎǘǊŜƴƎǘƘŜƴ ōŀƴƪǎΩ ŎŀǇŀŎƛǘȅ ǘƻ ŦƛƴŀƴŎŜ ǘƘŜ 

economy. To this end, it re-ƛƴǘǊƻŘǳŎŜǎ ǎŜŎǳǊƛǘƛǎŀǘƛƻƴΣ ǿƘƛŎƘ ǘƘƛǎ ǘƛƳŜ ǿƛƭƭ ōŜ ΨǎƛƳǇƭŜΣ 

transpaǊŜƴǘ ŀƴŘ ǎǘŀƴŘŀǊŘƛǎŜŘΩΣ ƻǊ {¢{ ό9ǳǊƻǇŜŀƴ /ƻƳƳƛǎǎƛƻƴΣ нлмфŎύΣ ƛƴ other words 

άŘƛŦŦŜǊŜƴǘέΦ 

Engelen and Glasmacher (2018) make a number of critical points against the 

CMU and its accompanying rhetoric. First, the consideration of the CMU as a growth 

plan for Europe, and the claim that the main obstacle for the financing of investment 

lies in the over-reliance of European economies on bank lending, hides the disastrous 

role of the austerity policies put forward by the EU, both before and after the crisis. 

Second, the promotion of securitisation - on which most of the efforts of the 

Commission have been directed so far - will further advance financialisation, especially 

in countries in which it had remained relatively marginal until now, e.g. Germany. The 

emphasiǎ ƻƴ ǎŜŎǳǊƛǘƛǎŀǘƛƻƴ ŀƭǎƻ ŎƻƴǘǊŀŘƛŎǘǎ ǘƘŜ /ƻƳƳƛǎǎƛƻƴΩǎ ŘŜŎƭŀǊŜŘ ƛƴǘŜƴǘƛƻƴ ǘƻ 

άŎƻǊǊŜŎǘέ ƻǾŜǊ-reliance on bank lending.  Securitisation is not about an alternative to 

ōŀƴƪ ƭŜƴŘƛƴƎΣ ōǳǘ ŀōƻǳǘ ǘƘŜ ŦǳǊǘƘŜǊ ŘŜŜǇŜƴƛƴƎ ƻŦ ŜŎƻƴƻƳƛŜǎΩ ŘŜǇŜƴŘŜƴŎŜ ƻƴ ƛǘΦ 

Engelen and Glasmacher provide evidence showing that pre-crisis 

securitisation in Europe was to its largest part related with mortgages (ibid, p. 169).  

They claim a functional reason for this, since the riskiness of mortgages is easier to 

assess compared to the risk of loans to SMEs (a logic which also appears to match the 

post-crisis evidence presented in Figure 1 of the current). Against this background, the 

authors point out the lack of any analytical explanation from the side of the 

Commission as to how is securitisation meant to play out differently this time. It is 

therefore likely that instead of fostering investment and employment, the so-called 

STS securitisation will lead to a new round of asset price inflation and bubbles. Engelen 

and Glasmacher also argue that it is hard for securitisation to be genuinely simple and 

transparent, since it is by nature a complex process. Moreover, they observe that 

while the legal documents of the Commission address the quality of the securitisation 

process (structuring, tranching, rating and distribution), they have nothing to say 
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about the quality of the underlying raw material that is expected to feed into it. For 

example, no thresholds are placed for loan-to-value or loan-to-income ratios for 

determining the eligibility of mortgages for securitisation.  

 

 

3. The dimension of power 
 

In the realm of financial reforms, as elsewhere, the battle of ideas is paramount for 

moving towards a well-functioning financial system. It would nevertheless be naïve to 

assume that the designing and maintenance of financial reforms is solely a product of 

rational discourse.  Power matters. This is even more so when power becomes 

asymmetric in its distribution between the different sides involved (businesses, 

consumers, employees, policy makers).  And finance is one of the fields in which - 

perhaps against all odds in what could have been expected ten years back - the 

interests of private banks and other financial institutions have managed to remain as 

forceful as before the crisis, if not more. The dimension of power is therefore crucial 

for understanding how the modern financial regulation game is played. This takes us 

ǘƻ ǘƘŜ ŎƻƴǎƛŘŜǊŀǘƛƻƴ ƻŦ ōŀƴƪǎΩ Ŏƻƴǘƛƴǳƻǳǎ ŀǘǘŜƳǇǘǎ ǘƻ ŎƻƳǇǊƻƳƛǎŜ ƴŜǿ ǊŜƎǳƭŀǘƛƻƴ 

while it is drafted, and their persistent effort to dismantle it thereafter. 

Think of the case of European banking. As it is routine in the process of EU pre-

legislative consultation, the views of stakeholders are invited, both at the stage of 

ƛƴƛǘƛŀƭ ŎƻƴǎǳƭǘŀǘƛƻƴΣ ŀƴŘ ŀƭǎƻ ŀǘ ǘƘŜ ƭŜǾŜƭ ƻŦ ǿƻǊƪƛƴƎ ƻǳǘ ǘƘŜ άǘŜŎƘƴƛŎŀƭέ ŘŜǘŀƛƭǎ ƻŦ 

agreed proposals. In the beginning of the Liikanen report for example it is openly 

stated that hearings were organised throughout its drafting with representatives of 

banks, consumers, investors in banks (who are often banks themselves), policy 

makers, and academics (Liikanen et al., 2012, p.i). Engelen and Glasmacher (2018) also 

ǿǊƛǘŜ ǘƘŀǘ /ƻƳƳƛǎǎƛƻƴΩǎ ŘǊŀŦǘ ǇǊƻǇƻǎŀƭ ƻƴ ǘƘŜ ƭŜƎŀƭ ŦǊŀƳŜǿƻǊƪ ƻŦ {¢{ ǎŜŎǳǊƛǘƛǎŀǘƛƻƴ 

was forwarded to the European Parliament and the European Council with much of 

its fine-tuning left open for figuring out later at a technical level. Here again the views 

of market participants were openly requested (ibid, p. 174). 

The language used by the European Commission is deceptively unbiased in 

giving the impression of an invitation to all sides to sit around a table. Actual evidence 

however tells us a different story. As demonstrated in a number of studies conducted 

by the Corporate European Observatory (CEO), people with ties to the private banking 

sector have systematically been in close partnership with the different bodies of 

governance of the EU, in a variety of ways. 

First, representatives of private banks have been documented to form the vast 

majority of participants in committees and advisory boards of EU institutions. As 

reported in CEO (2018) for example, 92% of the meetings of the Directorate-General 

responsible for banking and financial regulation at the European Commission (DG-

FISMA) are with representatives of corporate interests, most of who represent 
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financial institutions. Only the remaining 8% consists of meetings with people from 

civil society, academics, etc. In another study, the Observatory records that out of the 

517 seats of the advisory boards of the ECB, 508 have been assigned to 

representatives of private financial institutions (CEO, 2017).18 Just the representatives 

of 16 large financial institutions, such as Deutsche Bank and Citigroup, occupy 208 

seats. Out of the remaining 9 seats, 7 represent other corporate interests. Only 2 come 

from consumer groups. 

Then, there is the long-standing phenomenon of revolving doors, wherein 

policy makers and regulators either come from the private sector, or take up jobs in it 

after the end of their terms. CEO (2018) for example documents that 6 out of 27 heads 

of units, and 7 out of 22 deputy-heads of units, who worked in DG-FISMA between 

2008 and 2017, had previously worked in the financial sector. According to the same 

study, out of the 5 former directors of DG-FISMA between the same years, 4 took up 

jobs in firms they oversaw or lobby firms that represent them after the end of their 

mandate. Similarly, 2 out of the 3 commissioners responsible for finance throughout 

that period went to work for financial interests. Add here the more conspicuous case 

of the former Commission President, José Manuel Barroso, who took up a senior 

position in Goldman Sachs soon after the end of his presidency in 2014. 

Overall, the banking sector has been recorded to spend more than 120 million 

Euros a year for lobbying in Brussels, employing more than 1.700 people to this end 

(CEO, 2014).  The amount of money spent is estimated to be at least 30 times the 

money spent by trade unions, NGOs, and consumer groups combined.  

 

Concluding remarks and ideas for policy 

 

In this article, we delve into the post-crisis landscape of European banking. We provide 

an overview of the sectoral developments of the last decade, focusing at the macro- 

and at the meso- levels. Two of the stylized facts that emerge from our analysis are 

the stagnation of investment credit in the Eurozone and the maintenance of the 

overall size of European too-big-to-fail banks. 

We also discuss the efforts to re-regulate the financial sector that have taken 

place in recent years in the EU. We show that despite the steps forward in increasing 

capital requirements and in designing resolution plans, particularly for big banks, 

regulation has achieved very little in altering the pre-crisis business model of banking. 

The recommendation of the Liikanen report to ring-fence retail and investment 

banking, and the 2014 proposal of the European Commission to prohibit proprietary 

trading were weakened by pre-emptive legislation at the national level of EU member 

states, and were ultimately abandoned at the transnational level. At the same time, 

the ongoing project of the Capital Markets Union, and the praise of securitisation - 

                                                           
18 The ECB has 22 advisory boards in total.  The 517 seats exclude observers and ECB representatives.  
For a detailed breakdown of the advisory boards and their composition, see CEO (2017, p. 6).  
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which ǘƘƛǎ ǘƛƳŜ ǿƛƭƭ ōŜ άŘƛŦŦŜǊŜƴǘέ- is not only in line with the interests and the pre-

crisis model of banks, but it is even advocated as the new plan for growth in the 

continent. 

We claim that it is impossible to understand the above outcomes without 

considering the dimension of power. Even after the crisis, the banking lobby 

maintained a strong foothold in the EU, by populating the advisory boards and 

committees of European institutions, and by preserving revolving doors with 

regulators. Bankers and their representatives have systematically been in a position 

to influence new reforms in all stages of their creation. 

A number of policy ideas stems from the preceding discussion. First, the banks 

deemed as too-big-to-fail need to be broken down, with a complete separation 

between investment and retail banking, similar to the US Glass-Steagall Act of 1933. 

Complete separation is crucial, not just for curtailing the volume and impact of opaque 

trade activities, and thus for facilitating financial stability. It is also important as a step 

in the fight to contain the political power of these banks. Furthermore, it is a more 

solid reform, and thus one which has a greater chance of remaining in place in the 

medium run, once the lessons from the global financial crisis start fading away. 

Second, the institutional structure of the EU needs to be re-shaped. Debates 

on financial and economic reforms ought to be more transparent and political. They 

need to be taken out of the shadows of technocracy and brought into the light of 

democratic scrutiny, e.g. by augmenting the legislative powers of the European 

parliament. The isolation of regulation drafting and legislation decision making from 

the influence of the banking lobby is also paramount. 
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The European leveraged loans market - Developments, Risks and Policy 
Implications 
Marica Frangakis 

Abstract  

In the aftermath of the crisis, the financial regulatory framework was  tightened.  

However, this led to new developments while a new generation of distortions 

appeared.  In particular, the combination of the legacy of the crisis, the revised 

regulatory framework and technological developments, especially digitilisation, have 

reinforced the appeal of leveraged finance - both bonds and loans ς giving rise to 

excesses and posing new problems for the stability of the financial system.    The 

combination of a complex leveraged finance structure, the lack of adequate 

macroeconomic firepower to deal with the lingering effects of the more than ten-

year old financial crisis and a loose financial regulatory framework create a toxic mix, 

which will easily unravel at the next economic crisis.   

Our focus is mainly on leveraged loans, the most intransparent element of the sector. 

Introduction 

Leveraged loans are not a new financial tool.  They reached a peak on the eve of the 

global financial crisis, took a plunge soon after only to recover by 2012.  They have 

since reached new peaks, returning to pre-crisis levels and indeed exceeding them in 

ŎŜǊǘŀƛƴ ƛƴǎǘŀƴŎŜǎ CǳǊǘƘŜǊƳƻǊŜΣ ǘƘŜ ƴŜǿ ΨƎŜƴŜǊŀǘƛƻƴΩ ƻŦ ƭŜǾŜǊŀƎŜŘ ƭƻŀƴǎ ƛǎ ŀǎǎƻŎƛŀǘŜŘ 

with a deteriorating credit quality, made even more systemically menacing due to 

the lack of transparency that is inherent in this type of financial intermediation.   

It is against this background that the present paper seeks to provide an overview of 

trends and developments in the area of leveraged loans with a special emphasis on 

the European market for such loans (Section 1).  The policy response of the Federal 

Reserve and the ECB is also discussed (Section 2).  The factors leading to the growing 

popularity of leveraged loans are then analyzed as well as the risks associated with it 

(Section 3).  The question of what could go wrong is delved into. Is a Minskian type 

of financial stability hypothesis at work?  If so, what are the policy implications? 

(Section 4).    

1. Trends and developments in the leveraged loan market 

1.1  Defining leveraged finance  

Ψ[ŜǾŜǊŀƎŜŘ ŦƛƴŀƴŎŜΩ consists of leveraged loans, high-yield bonds for non-investment 

firms and private debt.  High-yield bonds are issued and traded in the corporate 

bond market, while private debt is extremely opaque, since it is a bilateral 
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transaction not necessarily recorded in a publicly accessible record.  Leveraged loans 

on the other hand are the most important segment of the leveraged finance sector.   

There is no universally accepted definition of what constitutes a leveraged loan.  As 

ǘƘŜ 9/. Ƙŀǎ ǇƻƛƴǘŜŘ ƻǳǘ άǿƘƛƭŜ ǘƘŜǊŜ ƛǎ ŀ ƎŜƴŜǊŀƭ ǳƴŘŜǊǎǘŀƴŘƛƴƎ ǘƘŀǘ ŀ ƭŜǾŜǊŀƎŜŘ 

loan is a secured loan granted to a highly indebted (levered) company, there is no 

generally agreed definition.  The industry defines leveraged loans as secured loans 

where the borrower is sub-investment-grade or the spread at issuance is higher than 

a certain ǘƘǊŜǎƘƻƭŘέ ό9/.ΣнлмуΣ p. 74).   

In other words, some market participants define a leveraged loan in relation to its 

spread, typically based on LIBOR plus a stated interest margin.  If the interest margin 

is above a certain level, it is considered a leveraged loan.  Others define a leveraged 

loan based on its rating, i.e. if it is rated below investment grade, such as Ba3, BB- or 

lower.  Further, FitchRatings provides a more descriptive definition of a leveraged 

loan.  Namely, a leveraged loan is ŘŜŦƛƴŜŘ ŀǎ ŀ άŎƻƳƳŜǊŎƛŀƭ ƭƻŀƴ ǘƻ ŀ ƘƛƎƘ-yield 

company provided by a group of lenders; they are typically senior secured debt 

όǎŜŎǳǊŜŘ ōȅ ŎƻƳǇŀƴȅΣ ƻǊ ōƻǊǊƻǿŜǊ ŀǎǎŜǘǎύ ŀƴŘ ŀǊŜ ŀǘ ǘƘŜ ǘƻǇ ƻŦ ŀ ŎƻƳǇŀƴȅΩǎ ŎŀǇƛǘŀƭ 

structure.  Leveraged bank loans are often floating rate and priced at a spread over a 

ǊŜŦŜǊŜƴŎŜŘ ǊŀǘŜέ όFitchRatings, 2018, 2018, as quoted in NAIC Capital Markets 

Bureau Primer, p. 1). It is worth noting that credit spreads on leveraged loans are 

usually larger than investment grade bonds and smaller than high-yield bonds, as the 

greater yield vs investment grade reflects greater perceived credit risk of bank loans, 

while the slightly lower yield relative to high-ȅƛŜƭŘ ƛǎ ǘƘŜ ǊŜǎǳƭǘ ƻŦ ōŀƴƪ ƭƻŀƴǎΩ ƘƛƎƘŜǊ 

position in the capital structure.   

The qualitative differences between leveraged loans and high-yield bonds are 

presented  in Table 1 below. 

Table 1 ς Comparison of Leveraged loans and High yield bonds 

 Leveraged Loans High Yield Bonds 

Interest 
rate/coupon 

Floating rate Fixed rate 

Rating Below investment grade Below investment 
grade 

Security Typically senior secured Generally unsecured 

Priority Senior Subordinate 

Callability Generally no, pre-payable at part 
without penalty 

Usually call protected 

Term 5-9 years 7-10 years 

Amortization Required quarterly principal 
payments 

Bullet payment at 
maturity 

Source:  Wells Capital Management, as quoted in Jennifer Johnson, 2018, Leveraged Bank Loans Primer, National 
Association of Insurance Commissioners, Capital Markets Bureau 
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1.2  Developments in the leveraged loan market  

The issuance of leveraged finance by EU non-financial corporations declined after 
the outbreak of the global financial crisis in 2007/2008 although it picked up soon 
after, reaching and exceeding the pre-crisis levels by 2017.   

As shown in Figure 1 below, in the European leveraged loan market the volume of 
outstanding institutional loans in March 2018 (Euro 150 bn) outstripped that in 
October 2008 (Euro 148 bn), while the number of issuers was also the highest on 
record (269), pointing to the growing popularity of this market19. 

Figure 120  

 
1 https://www.spglobal.com/marketintelligence/en/news-insights/latest-news-headlines/leveraged-loan-

news/european-leveraged-loan-market-reaches-record-size; accessed 14/8/2019 

Furthermore, as leveraged loans issuance has increased, so too has the debt-to-
EBITDA (Earnings before Interest, Tax, Depreciation and Amortization) of corporate 
borrowers to levels higher than that before the crisis.  Indeed, as the ECB has 
pointed out, άƛƴ Ƴŀƴȅ ŎŀǎŜǎΣ ŀŎǘǳŀƭ ƭŜǾŜǊŀƎŜ ƛǎ ƭƛƪŜƭȅ ǘƻ ōŜ ǎƛƎƴƛŦƛŎŀƴǘƭȅ ƘƛƎƘŜǊ ǘƘŀƴ 
reported leverage, given the increasingly common practice among borrowers of 
making optimistic adjustments to pro-ŦƻǊƳŀ 9.L¢5! ƭŜǾŜƭǎέ ό9/.Σ нлмуΣ p.76).   

The growing popularity of leveraged loans and the increasing competition among 
ƭŜƴŘŜǊǎ ƘŀǾŜ ƭŜŘ ǘƻ ǘƘŜ ŜƳŜǊƎŜƴŎŜ ƻŦ ΨŎƻǾŜƴŀƴǘ-ƭƛǘŜΩ ƭƻŀƴǎΣ ƛΦŜΦ ƭƻŀƴǎ ƴƻǘ ǇǊƻǘŜŎǘŜŘ 
by financial maintenance covenants, i.e. contractual agreements once routinely 
embedded in loan documents.  Thus borrowers are not required to maintain certain 
financial performance measures throughout the life of the loan, which would 
ƻǘƘŜǊǿƛǎŜ ǇǊƻǾƛŘŜ ŀƴ ΨŜŀǊƭȅ-ǿŀǊƴƛƴƎΩ ǎȅǎǘŜƳ ǘƻ ƭŜƴŘŜǊǎ ƻŦ ŀ ǇƻǘŜƴǘƛŀƭƭȅ ŘŜǘŜǊƛƻǊŀǘƛƴƎ 
ŎǊŜŘƛǘ ǎƛǘǳŀǘƛƻƴΦ  Ψ/ƻǾ-ƭƛǘŜΩ ƭƻŀƴǎΣ ŀǎ ǘƘŜȅ ŀǊŜ ōŜǎt known, took off in late 2012 and 
they now comprise the majority of newly issued leveraged loans.  This is an 
indication of deteriorating credit quality, as well as of the weakening of regulatory 
standards. 

                                                           
19 Institutional loans are those bought by institutional investors. 

 

https://www.spglobal.com/marketintelligence/en/news-insights/latest-news-headlines/leveraged-loan-news/european-leveraged-loan-market-reaches-record-size
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Figure 2 below shows (a) the share of corporate debt owed by highly leveraged 
companies across major advanced economies, and (b) the share of cov-lite loans in 
the primary leveraged loan market in the US and in the Euro Area.   

Fig. 2a- Proportion of debt by listed UK, 
US and Euro Area companies with a ratio 
of net debt/EBITDA greater than 4 (2007-
2018; %) 

 
Source: Bank of England, 2018 

Fig. 2b ς Share of covenant-lite leveraged 
loans in the primary leveraged loan 
market (2016-2018%) 
 

Source: Dirk Schoenmaker, 2019 

As we can see, ten years after the start of the global financial crisis, the share of 
leveraged loans ς i.e. debt owed by highly indebted companies ς not only reached, 
but also exceeded the pre-crisis level.  This is especially true of the Euro Area.  
Further, leveraged loans on light financial covenants were sharply on the rise as of 
2012.   

 
Leveraged loans are used mostly to fund Merger and Acquisition activities (M&A), 
recapitalize the balance sheet via the buyback of shares or the refinancing of debt, 
the payment of dividends or for general corporate purposes.  M&A could take the 
form of a Leveraged Buy-out (LBOs).  Overall, leveraged loans are not used for 
productive investment.   

1.3 Investor base 

According to the Bank of England, the investor base of the leveraged loan market 
consists of banks, which hold one-third of the loans globally, insurers and pension 
funds, which hold another third and hedge funds and open-ended investment funds, 
which account for the last third.  In this section, we shall look into the banks, the 
Collateralised Loan Obligations (CLOs) and the other non-bank investors that are 
active in the European leveraged loan market. 

1.3.1 European banks 

A leveraged loan is structured, arranged and administered by at least one 
commercial or investment bank, which subsequently may sell the loan in a process 
ƪƴƻǿƴ ŀǎ ΨǎȅƴŘƛŎŀǘƛƻƴΩΣ ǘƻ ƻǘƘŜǊ ōŀƴƪǎ ƻǊ ƛƴǾŜǎǘƻǊǎ ǘƻ ƭƻǿŜǊ ǘƘŜ Ǌƛǎƪ ǘƻ ƭŜƴŘƛƴƎ 
institutions.   
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As Figure 3 shows, non-bank investors have increasingly replaced banks in the 
financing of highly indebted companies, although the European banks remain a key 
player in the leveraged loans market.    

Figure 3 ς Breakdown of leveraged loan facilities in the EU market by type and estimated 
share of primary market loans extended by EU banks 

 
Source: ECB, 2018 (p. 77) 

 

As mentioned earlier, statistics on the direct holdings of leveraged loans by euro 
area banks are not available.  However, according to the ECB, syndicated leveraged 
loans are estimated to account for about a third of the total syndicated loans 
extended by euro area banks in major jurisdictions to euro area non-financial 
corporations.   

In particular, UK, Irish, French and German banks are driving overall euro area bank 
exposure higher, while Spanish and Italian banks have decreased their holdings since 
the beginning of 2012.  Against this background, underwriting standards have been 
loosening further as cov-lite transactions have become the market standard across 
the European market, which is converging to the US paradigm. 
 
Figure 4 below displays the percentage breakdown of the leveraged transactions 
originated by the eighteen most active supervised by the ECB banks in each quarter 
of 2018 (a) by leverage and (b) by covenant protection. 
 
 
 
 
 
 
 




























































































