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Preface

The year 2008 is conventionally considetedanark 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. Indegde collapse offehman Brothel@> | ! { o6 &S
investment bankpn 15September 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 cresistid

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

Wdzy KI LILR F YYADBSNEI NBEQS ¢S UKahdaldddithathaie o1 & GAY
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.

Thispresentvolume includes papers presented and discussed during a workshop that took
place on 28 and 29 March 2019 at the Nicos Poulatzas Institute, Atfi&esobjetive of the
workshop wa to contribute to the debate over the state of the Europdarancial system
after the 2007/2008global financiakrisis,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-B3 fhancial nexus, new developments in the financial
services sector and associated risks, the economic and social implicationspénfioming
loans, with special reference to the Greek case. Alternafioes a radical &ft perspective,
especiallyput 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 fisgght, butwhich 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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The Coming Dollarisation of the Eurozone
John Grahil

Abstract -

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

result of a deflationary crisis and thus relevant to Eirozondgoday. It would amount to a
LINPOS&aa 2F GAYRANBOG AYyGSANIGA2YEé¢ (GKNRdAdAK (K
AyalAahdziAz2yas odzi GKA& g2dzZ R 0SS y20KAYy3a ySgc
lack of an active external strategy. Thectfahat much of the world is already dollarized
increases the threat to the EU. In thleurozonetwo important monetary functions,
transnational funding and collatergprovision, are already performed by the dollar. The
European failure to supply safe assat the form of higiguality euredenominated bonds is
exacerbating these weaknesses. A key market in the relations between dollar and euro
aeaisSvya Aa OGKIG FT2NI C- agllLlayY KSNB GKSNBS A
advantages to dollabasedinvestors. The establishment of continuing defledap 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
stabilisationof asset prices and financial markets in the US. There is no escape from creeping
dollarization through a breakp of the monetary union which would only give rise to
accelerated dollarization in the fragment®nly 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 baselgly 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 subordioa 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 Trumpdministration abandons the Doelérank reforms. More generally

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

1 Professor Emeritus in Economics, Middlesex Univesif R YSYO6 SNJ 2F 9dzZNPaSY2Qa D
Committee.
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are tied into dollasbased 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 shtatm credit. It is argued here that unless

the Europeans can recover their original ambition for a currency union andcfadasystem
sufficiently liquid and robust to work in parallel to the dol@ased 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 hypenflation?

We can invoke Aglietta and Orléan (1984) on the breakdown of monetary systems. A rapid
move to a new monetary object sens 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 lihilities. 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 ef Earozone maymake
dollarization plausible; in the form of a slow erosion of certain monetary functions. Nor
would the process be unifiegjone might expect the turn to the dollar to be earligrcamore
complete in the weakerlozone economies than in Germany

Indirect European integratiorg via Americanisatiorg would be nothing new

There is firstly the enormous role played by the US in the birth of the integration project
(LacroixRiz 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 theddk because both wer
GASR (G2 GKS R2ftftFNXYW 5S DIdAf £ SQa o0dvéhenfestdN Y2y S
of 1969.{ AYAf I NI 8> (GKS ANRyeée 2F GKS LiJzNBdZAG 27F |
O2YYSy Ul i2NA® ¢KS O2NILI2NI A2y a mntérhaDddrders2 SR Y
and were least tied to particular locations were in fact American multinationals.

G¢KS QAftlrAye @&2dz GSFOK YS L gAatt SESOd
Ay & G NXzSfinangigl pbactices, often imperfectly understood itEuropean imitators,
had enormous impact on both private and public actors in the EU. Consider the thadatb
leverage ratios achieved byuzone banks in the subprime/securitisation bubble, which
easily surpassed those of their US counterpartsimigast 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
defenseagainst hostile takeovers.

TheEzNR T 2y SQa NB2SOlGA2y 2F SEGSNYylIt 262S00GA0S

\\¢

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 abdicatisn, { Sy Ay 3 9 dzNB LISQa
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 themonetary union, the parochialism of the German
authorities, now reinforced by the equal commitment to Biedermeier styles in theafied
| FyaSFGAO [ Sl 3dzSd ¢KS 9/ .Qa wnamt NBLRNI 2y i
5% on the loss of efficg of monetary policy instruments due to the griowy interpenetration
of US and &ozone financial systems (ECB, 2017,789).

It is worrying that the ECB suggests that this loss is compensated by moves ia the $
exchange rate induced by its interestteamoves. Countries which implement monetary
policies essentially by targeting their $ exchange rates are already in a clearly subordinate
LI2aA0A2YY G§KSNB A & their dperddapitdl cCoMns lelinindie2nmbhetarfg S Y
independence because the&an never treat their exchange rates as a matter of indifference.
On the contrary, regardless of the formal nature of the policfloat, crawling peg, or
whateverc they have to seinterest rates in function ofF X pressures; See Rey (2013). Turkey
is a ecent 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 dqlthaere is no real
threat to convert dollar balances to rival stores ofusa This impunity is an effect aicale
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-tirite for these chickens to come
home to roost but, as with the sting balances of the Britidmpire the very possession of
hegemony leads to its reinforcemerito and McCauley (2018§This study divides the world
into currency zones according to the-owmvement ofeach currency with the key currencies.
The dollarzone groups economies thaproduce well over half of global GDR Global
imbalancedliffer from a currency perspective. In the 2000s, the ddll& y S Q& OdzNNBy G |
disappeared by the onset of the Global Financial Crisis (éFD)as the US curreaccount
plumbed akltime lowse

We observe ongoing dollarization in two key areas: collateaald 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 FpXnsareiet 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 anothey but currentlyin a highly asymmetric way which privileges
dollar funding.

¢tKS O2fftFdSNIf LINRPoOofSY NBfIFIGSa G2 GdKS DSN
credit. Borrowing is bad and so there should be a law againstpiteferably one with
constitutional force. Germany itself will cling to th&chuldenbremse misbehaving
governments in the Club Med will have to pay a risk premium on their bonds, evenhthoug
this declared risk complicates their use as collateral and renders the pricing of other securities
more difficult. (The ECB currently holds so méehozonedebt that it strains credulity to
suggest that bond yield differentials are simply a matter ofrkea forces The ECB has
become the market Every proposal for bond issuance at European level is blocked by the
German and likeninded governments(Recent indications that big EU banks have been
rigging the bond market are hardly likely to inspire ieesonfidencé, but the very ability
to manipulate bond yields may suggdbe illiquidity of the market European policies
contribute to the worldwide shortage of safe assets. The primary cause of this shortage has
been the downgrading of subprime arsiimilar debt after the crisis, but the disruption of
Eurozonébond markets is also a significant factor.

Table 1: A List of Safe Asset®re- and PostCrisis

A List of Safe Assets—Pre- and Post-Crisis

Billions of US$ % of world GDP

2007 2011 2007 2011

US Federal government debt held by the public 5,136 10,692 9.2 15.8
Held by the Federal Reserve 736 1,700 1.3 25
Held by private investors 4,401 8,992 79 13.3
GSE obligations 2910 2623 5.2 6
Agency-and GSE-backed mortgage pools 4,464 ;285 8.0 93
Private-issue ABS 3,901 1277 7.0 5
German and French government debt 2,492 3,270 4.5 48
ltalian and Spanish government data 2,380 FH3 4.3 +7
Safe assets 20,548 12,262 36.9 18.1

Source: Caballero et al., 2017

A recent IMF paper considers the exceptional demands for good collateral that might arise
from a specific financial emergenay the breakdown of one or more of the central
counterparties (CCPs) established since the global crisis in the hope of redwecimgkthof
derivative trading. The contrasting capacities of US and EU to respond to such an eventuality
illustrate well the huge advantages of doHaased finance over finance in theurozone

269! | 00dzaSa SA3IKG o6l yla 27T FNandalTinge®d1/02/2000yp1.9 dzNRT 2y S 62y
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G2 KAt S Ay 3GardnBesdd Be in shoft supply (Bunepos are in the negative 50
bps range)the opposite is true in the W8here GCF (collateral rates) is close to 2 percent
(200 bps) at present. U.S. doHdenominated HQLA should be able to satisfycmwof the
worldwide HQLA demargd(Turing and Singh, 2018, cited by John Dizard, FU2/28)19).

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 stil 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) stinggest
althoughbond market access was not important for EU enterprises in the past, it may be
becoming so because of new constraints on the batfkihis is the case the undeveloped
nature of EU bond markets may be becoming an obstacle to EU investment.

Use of dollarcollateral within Europe

There appears to be a sharp asymmetry in the use of FX swaps in the US and innhbd&U.

US, FX swaps are useskentially for international, crossurrency, transactiong 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 relativahpurable 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 moaeital is raised in the
Eurozondoy 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 asymmetrieffects, 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 squeenegg fo
up the basis spread and cutting off ntl$ borrowers from dollar credit, exports much of the
resulting tension to other playersThe hypertrophy of foreign exchange markets, at first
misinterpreted as a matter of speculation, is in reality a powerfiechanism of Ufd
globalisation.

GThe dollar reigns supreme in FX swaps and forwards. Its share is ribades30%,
and 96% among dealerBoth exceed its share in denominating global trade (about half) or in
holdings of official FX reserves (two thdj. In fact, the dollar is the main currency in

3HQLA = High Quality Liquid Assets
4This is hardly a new phenomenon: compare the drastic consequences for European dollar debtors of the US
liquidity squeee 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 eudé¢ ¢ . 2 NB12) TS, the doge trading relationships of
these countries with thé&curozoneare compatible with a predominance of the dollar in their
financial relations.

Tensions in theEurozonebond markets contrast with a much easier situation the dollar
YEN] SG& 6AY aLAGS 2F ¢ NHzYLIQ&a Gl E Odzia

The EU situation can berelatéd2 I ISy SNI f X 3Jf26Ff aK2NIIF IS ;
in that political pressures drastically curtail issuance of high quality debt and restrict and
complicate official support for bond pricédNegative yields now prevail for much German
debtay R 1 KS&4S OFly S@Sy 32 0 S-bhakactrkase n@ permidtdad RS L2 :
to hold ECB deposits and seem often to prefer direct claims on the German government to
deposits with commercial banksRegulatory and other administered constraints loanks
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 andtéelanvironment.In that,
admittedly extreme, episode some investors were prepared to lend monesgain order to
get hold of high quality collateral.

The actors most affected by lack of good collateral and thus illiquidity in the repo
market are instutional investors using reverse repos to acquire government debt on a-short
or longterm basis.To the extent that US mutual and pension funds are not similarly
handicapped they seem well positioned to captanere of the EU savings market.

A basis sprad consistently adverse for European investors gives debased banks and
fund managers an advantage not only in th@lthr markets but also in the Eurozone

¢tKS afl 2T 2y LINKA OS¢

] S f 2 S ia TS
SEOKIY3S NIidSa OSI-aBRS&E2APSESNBAODOSRI 2§ BNX&AEN

“» )

50n 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 presungd ta & I ¥ S ¢
since the crisis. However, downgrading of Eurozone sovereigncdeky give figures only for Italy and Spain

was also a significant factor. The first involved about $9tn of claims, the second $3tn. One example of political
constraints is thathe ECB is required to purchase the government debt of EMU member states in proportion to
their GDPg meaning that its QE exercises involved completely dysfunctional accumulations of bunds.

6 FT5/2/19 gives the following yields on German benchmark dsrmaturity October 2020, bid yiel®.61;
February 2025,0.25; July 2028 +0.06; August 2048+0.77.

7 SeeHill, A. (2017). Hyives a very interesting list of factors behind the repo market breakdown.

a) Shorting of bonds

b) US banks taking advantage of widbasis 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 eral-month portfolios
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crisis phenomenon, reflecting suspicion of counterparties and perceivedegetrate risks,
has now become an established and continuing feature of international financial relations.

¢KS SELIXIylLiA2y 2F GKS o6l &aAd8 &aLINBIRZ KA
costly to take the other side of the same swap, is extremely rimzth 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
FNRAAAYI FNRY (62 F2NOSBAd yIRE BRRSZTY S KISINYGR A 42
from European investors for exposure to dollenominated assets. This pushes up the spot
NFGS F2NJ 6KS R2ffFNE 6KAfTS (GKS ySOSaalNEB KSI
forward rate.

Why do US banks noake advantage of the resulting arbitrage opportunity to lend
dollars and gain a rislkee profit on the return leg of the swap from the cheapness of forward
R2ffF NEK ¢KS aAYLX Sald OASe Aa GKIG GKSNB Aa
implications of FX swaps for US bah&nce the global crisis and the reawakened concern
GAGK fSOSNI IS NIQIiA2ad 6KAOK F2ff28SRX lye I &:
regarded as having a shadow price to the extent that it tightens actualtenpal regulatory
constraints. (Some accounts suggest that US regulators go beyond Basel rules in their
discouragement of FX positions, even the closesitipns arising from FX swapBofioet al,
2017), in particular, argue that large FX positions repn¢ a form of debt inflation)Recently,
spreads have widened, reaching some 50 basis points on three month-elofaswaps.

Chartl: EUR/USD crossurrency basis swap spreads (basis points; last observation: 22 Nov.
2018)and EUR/USD threenonth basisswap EUR/USD twelvmonth basis swap

—— EUR/MUSD three-month basis swap
25 —— EUR/USD twelve-month basis swap
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Source: ECB, after Bloomberg

The Financial Timesnalyst 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 swapsacedp repos, in the Basel
[l regulatory framework.
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it will curtail external finance of its adventurous tax cuts (FT 12Q08). 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 ratewar®w to attract foreign
investors given that short rates are pushing up the cost of dollar swaps; some move away
from the present inverted wid curve is going to be need¢dozsar, 2019

However that may be, the persistence of significant basis spregainst 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 cheapdsdoow dollars and
swap them for euros even when they are fundiBgrozme positions. Here again the
autonomy of theEurozoneseems to be narrowed.

Chart 2: Share of the euro in foreign currenrdgnominated debt issuance stable

Currency composition of foreign currency-denominated debt issuance

percentdoes
== EUR
UsD
= Other
0%
6%
0%
20%
o%
1999 2001 2003 2005 2007 2009 201 2013 2015 2017
Scurces: Degiogic and ECB caicuations

Note: The ezt S are for the fourth quarter of 2017

Source: ECB (2018)he volume of euralenominated foreign currency debt issuance remains welbl pre-
global financial crisis peaks

The ECB as a branch of the Fed

wStliA2ya 0SG6SSy OSYyidN¥t otyla Ay UGUKS b FyF

gradual subordination of European finance. Official FX swaps between the Fed and other
major central banks around the world emerged first as a crisis phenomenamobutppear

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 &ssecluding 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 bankshe same way as for domestic ones there
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was a risk that European, Japanese and otherd8rbanks would start to dump their doHar
denominated assets, making the crisis more acute.

The response was an official FX swdpe Fed lent dollars to the ECBtlwivhich the
latter refunded the $ positions of th&urozonebanks? Both central banks clearly had an
interest in the success of this exercisthe Fed in avoiding further asset price collapses and
the ECB in preserving the liquidity/solvency of m&omozonebanksg but it can be seen as
primarily an extraterritorial extension of the US stabilisation poléty:general, the issuing
central bank contributes to defining the pricing terms at which liquidity is provided by the
home central bank to itsounterparties, in order to avoid interference with the issuing central
0 | y fhdRetary policy implementatioh Bogio et al. 2017, prl).

An interesting question arises as to the use or otherwise made of the counterpart
currency, for which the Fed had namicular 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 b#ewed an analogous

procedure.
With other majorcentral banks around the world carrying out this distribution of
GaeyuKSGAOE R2EfFNR Ay | &a8yOKNRBRYyAaSR gl &=z

towards the integration of monetary policies under US auspithere was some speculation
that the Tump administration would annul the official swap but so far there is no sign of this
¢ the arrangement in any case does not conflict Wit S LINRA 2 NA G &. 2 F &! YSNA

Dollarisation of other monetary functions

The conjecture here of a gradual losswdnetary and financial autonomy in tl&urozones

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

of Draghi, displayed an formidable capacity both for-defensein 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 successortold®&pli &2 FI NJ FNRBRY GKS . dzyR
orthodoxy. The argument here has involved dubious extrapolations and even the perception

of future tempests from clouds no bigggrK I vy I Y|l y Q& KFIyR® ¢KS AydS
presidency is important. It isonsonant 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 shoukb weaken the US financial structure as to call dollar hegemony into

guestion.
Meanwhile, it is hard to think o financial function where the Europeans are not
potentially exposedi 2 I 3INIF RdzZF £ AYLIRaAAGAZ2Y 2F ! { LINI Ol

for financial deregulation illustrates the point: if the pegisis structure embodied in Dodd

®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 BUhe
will come under strainEven before the US presidential election of 2016, the House of Lords
(2015) EU Committee was reporting that the US was not prepared to harmonasecitl
regulation with the EU.

Conclusion: the possible consequences d@roone breakup

The argument above has been that tRerozonds 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 thEurozonebreak up the mosiprobable outcome is
galloping dollarization in the fragmenggsmmediate in the smallest and weakest of these, but
still marked even in France and lItaly.

The performance of British finance can stand as a warning to those in search of
national monetary souweignty. The status of the City of London, and its role in most {arge
scale international operations, fail to safeguard the British currency which is only propped up
by consistent and substantial risk premium on stedil@ominated assets. A divergence of
euro (formerly Dmark) 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 posinification frenzy of the Bundesbank whisqueezed 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 eeptions. 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
expectedfor Italy, Cyprus or Latvia if any of them abandoned the euro?ELinezonds still

fI NBS YR LRgSNFdzxA Sy2dzaK (2 NBLINBaSyda LK

is no trilemma in monetary policy: that thetraight choice is between opeasapital accounts

and monetary independencea dilemma from whictiloating exchange rates fail to provide

an escape. Turkey can stand as the most recent example. For those promoting the various
& S E Adé & dabula narratur Hanging separately only offees 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.
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Chart 3:Data from OECBtats: shortrun interest rates
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PostCrisis European Banking and the Modern Financial Regulation Game
Stefanos loanno\d

Abstract -

In this articlewe provide an overview of pestisis developments in European banking,
focusing particularly on the efforts to -regulate the sector. Our discussion shows that
RSALIAGS GKS NBF2N¥a 2y OFLAGFE NBIdZANBYSyYyla
remains highly similar to the praisis one. While proposals for structural reform were not
absent from the debate Y2a il y20Fo6feé&> [ AA]Ll yStghcingBrnd?2 NI Q&
9dzNR LISIFY [/ 2YYAAdaAz2yQa LINRPLRAIf 2yhesd WBe LINE K A
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, whistlcery 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, bankingpo-big-to-fail, financial regulation, bank lobbying
Introduction
G¢KS aeaisSy KI a oS OandSoodipadple, @ioYnale BemistaReMd Tt S & ¢
GKAY1AYy3 OGKFG LI aaiay3a | ySg tl g YSIya GKS ¢
beginning éa war...co X 6

X, 2dz Ay (KS -réqRiSi\giimeHfiing iedmokt otions, 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 stealingSislF € | I Ay ® ¢

(Taibbi, 2012)

Ten years ago, one could have expected some sort of change in Hoeigisebusiness model

2T olylaed LT FyeildkKAy3dx aSOdNARiGAal GA2yTX akKlR
balance sheets were at the very epicenwé 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 th& SNy & o6 y1aQ 2LISNF GA2
steps forward have been taken by the European Union in increasing capital requirements and
RSaA3IyAy3d NBaztdziaAzy LI} | yas -bighoNl A ©dz | NiIKES #20
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towards more structural reforms havbeen much milder. The two major European projects
Ay GKAA RANBOUIAZ2YS ylIYSte [AA]llFYySyQa NBO2YYS
OFY1AYy3dZ YR 9dzNRBLISIY [/ 2YYA&daAz2yQa LINRPLRAI f
were largely wateredlown by preemptive 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
financialisationin the continent.

alGld ¢FrA60AQA I NIAOESY ljd2GSR l-Bran@d®t oI &
in the US. It nevertheless provides us with a useful starting point for understanding the limited
scope of European reforms too. In his schematisatibrthe 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. ©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 cosizards, using evidence from both
the macre and the mesescales 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 britige 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-otepth discussion of UK banking.
Being heavily based in Londepne of the wNX RQa& f I NH S & {ithe®dosysteyhOA | (
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 abotite 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 importat 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 banid f
themselves into trouble, particularly in countries like Ireland and Germany. This is when the
first rescue packages were designed and implemented.

Stolz and Wedow(2010, p. 20) nicely summarize the total amounts which were
committed for rescuing banks in Eurgpiuring the period 2008010. As calculated by the

A X 4 oA

FdzK2NBR>X (GKS G(G2GFf adzy 2F OFLAGIE Ay2SOiGSR

1 For some indicative news of the time, 9¢¢ G S / 2 yIW2fAIYe QGNA aAaA aY DSNXIFye& St NXYI
LI O1 ITEeSaardian13 October 2008, LJA S Eh& Bakking Crisis in Germaan the Bailout Prevent an

902y 2YAO aSpegeRP @cfaker 2008{ LIA S Be3rhaBy's &altering Bank Bailout Pragralhe

. 2042 Yt Spiegel 23 Dedetntier 2008.
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billion. AdditR y I f f 82X | 062dzi etTHp O0AffA2Y H6SNB aLISyi
FfY2ad eopn o0AfftA2Y F2NJ GKS NBY20Ftf 2F LINBOI
Wedow estimate the total commitment for bank support to amount to 26% of the GEHeof

entire of the EU for 2008. In the most extreme case, that of Ireland, bank support reached
oMz 2F OGKS O2dzyiNEQa D5t @

The subsequent deterioration of public finances is by now -lWedwn too.
Indicatively, Germany went for a balanced budget in 200& #6 deficit two years later
(Eurostat). In 2009, Spain, Portugal and Greece recorded budget deficits of about 11%, 10%,
and 15% respectiveACA @S &SI NE fF SN 6KSaS O2dzyiNASaQ
100% for Spain, 130% for Portugal, @bt less than 180% for Greece.

It is worth describing some additional stylized facts related with the Jpdsts
landscape of European banking. To start with, the ugmet of Figure 1 displays the
geographical contraction of the sector since 20070As 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 connectediit G KS LINP OS&da 2F AN} A2y f 7
pursued by banks in face of declining revenues. Another part of the explanation could be
ascribed to technology, e.qg. rise in the usage-bhaking.

120ne exception in the relationship between bank bailouts and deteriorating public finances is the revealing of
DNBSOSQs 02218R adFGAAGAO0a AY HANDOD
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Figurel: Geograhical and monetary developments in the banking sector of the European
Monetary Union (changing composition)
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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
guantitative easing (QE) as put forward by the ECB from 2012 onwards. Wiaatidcsilarly
interesting to observe in this graph is that despite the lasgale QE operations, especially
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since 2015, credit towards neimancial corporations has remained stagnant. In conjunction
with the moderate increases in mortgage and househottit, 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). Asis@ethe graph, Greece is ranked first, with
the 5 largest credit institutions of the country accounting for 97% of the séétithough
the Greek banking system has long been highly concentrated, in comparison to other EU
countries, it is also the one #h 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. Geramy, 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 abitgto-fail (TBTF) by th
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, 2018yhe primary aim of this listing ito 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. Othesting countries include Japan,
Switzerland and Canada.

Figure2: Sectoral concentration in banking for selected Eurozone countries, and change in
size of Eurozone todig-to-fail banks

13 Although the official statistics of the ECB accowntthe share of the 5 largest institutions, in Greece it is
essentially 4 systemic banks that dominate the market.

141n the language of the FSB these institutions are labelled as eggbmically important banks {&Bs). In
this article, the two terns are treated as synonyms.
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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, althosgime 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 Hudedup 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 biggerttfteadded 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 mightome 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 earlieNotice 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 -hiisisurozone
economies. In the case of Greece faample, 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 TroikaTo its biggest part, this support took the form of
debt repayments and recapitalisatiomperations.

2. Postcrisis 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 takewere the increase in capital requirements and the
establishment of a resolution mechanism 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 Ragabn Directive (BRRD). Under the BRRD, airbail
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 resofutidn

built on exante contributions of baks. 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 Mechsmi (SRM), one of the key pillars of the
European Banking Union (the Single Resolution Board and Single Resolution Fund
SRB and SRF respectivelgre the two main institutions falling under the SRM
umbrella).
Both the enhanced capital requirements andcetintroduction of resolution
plans were in line with the reforms that were taking place internationally and in the
US throughout the same time (Basel Ill; Dé@tednk Act). These were reforms which
by their nature did not aim in challenging the presis nodel 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 Espafiol in 2017,
which was subsequently bought Bantander (European Commission, 2019a). Add to
this that the BRRD still leaves open space fordagilwith public money, now called
GLINSOI N ABFOF LIAGFf Aal A2y eéd ¢KS &dzLJLIR2 NI 27
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 casef #PS brought into light some of the practical difficulties and
complexities in applying the bai scheme of the DirectiveMoreover, the buileup
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
2F eHndd oAffA2Y Ay O2yGNRodziAz2yasx | FA3dzN
0KS y 9dzNRBLISIY ¢.¢C olyla +tt2ySéemnIcnt dr

H®PH C¢CKS [AA]1lYSY NIopaaNdn prohibiRng prépietay & a A 2 Yy Q&
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 highk activities (e.g.
derivative positions taken in markenaking) from retail banking. In comparisorttwi

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 bHieader historical context.
Contrary to the GlasSteagall 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 frientbwards 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
FOGAPAGASAE gSNB G2 FY2dzyd G2 timatddladheA TA Ol y i
timeat15H p’s 2F G2GFf oly1Qa FaasSias 2Nl emnn 07
et al., 2012, p. v). Third, its recommendations were left open to interpretation at
places, for example with regards to the time required for implementatibid).
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 activities and
retail banking should be allowed within the same banking group, Liikaneniardh
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
Gdzy A DS NE I f oFylAy3 Y2RSt¢ a AG Aa OFffSR
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
expedations, uncertainty, and economic sentiment in the determination of its supply
and demand.¢ 62> GKAEfS SYLANAROFIff& 2yS 0O2dzZ R Sz
measuring the difference in costs between banks of different size, a recent empirical
exercise byhe 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 bar(Kavies and Tracey, 2014).
Having said this, is important to follow the journey of the Liikanen report
from the day of its publication onwardasdiscussed in Hardie and Macartney (2016),
and Quaglia and Spendzharova (2017), although the European Commission was at the
time receptive to therecommerdations 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 thatcéed 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, onbsé proprietary trading activities
GKFG ¢6SNBX RSSYSR Fa aallSOdz FGAGSe gSNBE F2N
There were two lines of logic that were employed by French and German
authorities for justifying preemptive legislation. One was the idemat the prohibition
2F GNIYRAYy3I | OGAQGAGASEAE aK2dz R y2i O2YLINRYAA&S
is far from a new argument¥hat is interesting in the current context is that despite
the rhetoric neither the French nor the German authoritiegetried 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). Another
interesting point is that this rhetoric so happened to mimic precisetydlaims 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
I20SNYYSyGa WwWauNrpy3ate NBaSvyofSR (H@asS 2F
y2i OKIy3aS 20SN) GAYSQ®

The second line of logic employed in France and Germany was the need to
LINPGSOG UGKSANI ylFGA2ylf o6FylAy3d aOKIFYLAZ2YaA
documented inHardie and Macartney (2016), people like Christian Noyer armgePie
Moscovici were open in admitting their fear that a tougher ffiegcing would have
given an advantage to US investment banks in satisfying demand for investment
oFYylAy3 aASNWAOSaA Ay GKSAN O2dzyiNAS&>X |yR A
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 overaltioge
outcome for banks and governments respectively.

Following these national reforms, the European @dasion published its official
legislativeproposal in January 2014. This was not just in line with the spirit of the
Liikanen proposal in calling for the mandatory separation between-hglhtrading
activities and retail banking. It was even recommaegdine prohibition of proprietary
trading for big banks (European Commission, 2014, p. 26). Despite its delay, it was
YSFEyld G2 0SS 9 dzNP LIS-Erank AcFobthd®)§. aHe pripdsalwes Set5 2 R R
with opposition from the Council of the EU, which imsner 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 offenging, which
member states could implement at the national levat 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 intecbming 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 tiserate 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 st@t¢, no
elaboration of how these reforms hadsatisfied the need for structural reform was
anywhere offered.

t SNKFLJA G2 y2 2ySQa adz2NLINAaS:I (GKS o0 dzNE
enthusiasm from the banking industry. A research note from BBVA for example
dSaONARO6Sa GKS GAGKRNINYSE &G MPNBLYSHEBES 0/ 1O |
GAOUK GKS [/ 2YYA&aaAirzy Ay ARSyGAFeAy3d | WL
Furthermore, BBVA argues that the 2014 proposal of the Commission would have

Christian Noyer: former governor of the Bank of France, 2P085; Pierre Moscovici: former minister
of finance in France, 2012014.
" Notice, for the record, that BBVA was classified asSiBzby the FSB for the years 2012 and 2013.
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posed negative caequences 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
FYy20KSNJ FAYLFYOALFIT NBF2N)XI o0dzi 9dzNRLISQa ySg
the relevant webpage of the European Commission, the CMU aims at facilitating the
channelling of funds to startips and small & medium enterprises (SMEs), while also
creating new opportunities for savers am/estors (European Commission, 2019b).
The targetlist of the project acknowledges the current inertia of banks to provide
lending b SMEs, which CMU aims to solvefdnsilitating crossborder investment. At
GKS alyYyS GAYSE GKS LINeR2SOG faz |aLANBa G2
economy. Tothisend, itt2 Y 4 NR RdzOSa &ASOdzNRUOGAAlF A2y S GKAO
transpdNBy 4 FyR adl yRIFENRAASRQY 2 NJofherfords9 dzNB LIS |
GRATFSNBY (¢ D
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 forEurope, and the claim that the main obstacle for the financing of investment
lies in the overreliance 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.
Secom, the promotion of securitisationr on which most of the efforts of the
Commission have been directed so-faiill further advance financialisation, especially
in countries in which it had remained relatively marginal until now, e.g. Germany. The
emphaski 2y aSOdz2NAGAalFGAZ2Y |fa2 O2yGN)X RAOGA O
G O 2 NNXE teliasce end&nkending. Securitisation is not about an alternative to
olyl €tSYRAYy3AZ odzi Fo2dzi GKS FdzNIHKSNJ RSSLISyY.
Engelen and @bmacher provide evidence showing that -jorésis
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 risklofins 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 secumti®n meant to play out differently this time. It is
therefore likely that instead of fostering investment and employment, thealed
STS securitisation will lead to a new round of asset price inflation and bubbles. Engelen
and Glasmacher also argue thiais 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, tranchg, 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 lenvalue or loaro-income ratios for
determining the eligibility of mdgages 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 wefiunctioning financial systenit would nevertheless be naive to
assume that the designing ameaintenance 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). Aindnce is one of the fields in which
perhaps against all odds in what could have been expected ten years-lihek
interests of private banks and other financial institutions have managed to remain as
forceful as before the crisis, if not more. Thendnsion of power is therefore crucial

for understanding how the modern financial regulation game is played. This takes us
G2 GKS O2yaAiARSNIdGA2y 2F olylaQ O2yiAydzdza
while it is drafted, and their persistent effort tostnantle it thereafter.

Think of the case of European bankiAg.it is routine in the process of EU pre
legislative consultation, the views of stakeholders are invited, both at the stage of
AYAGALE O2yadf GFradA2ys |yR KA QLI €0 KRS (it S @
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 themsepels}y
makers, and academics (Liikanen et al., 2012, rigelen and Glasmacher (2018) also
GNAGS GKIFIO /2YYAaarzyQa RNIFO LINRBLRaAFE 2y
was forwarded to the European Parliament and the European Council with afuch
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 anvitation 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 systematitlg 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 institatiAs
reported in CEO (2018) for example, 92% of the meetings of the DirectGexteral
responsible for banking and financial regulation at the European Commissien (DG
FISMA) are with representatives of corporate interests, most of who represent
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financid 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 pvate financial institutions (CEO, 201%)lust 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 goups.

Then, there is the longtanding 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 deputheads of units, who worked in DBSMA between
2008 and 2017, had previously worked in the financial sector. According to the same
study, out of the 5 former directors of BHSMA between the same years, 4 took up
jobs in firms theyoversaw or lobby firms that represent theaiter the end of their
mandate. Similarly, But 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 soafter 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 estimaidae 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 postisis landscape of European banking. We provide
an overview of the sectoral delopments of the last decade, focusing at the macro
and at the meselevels. 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 teuig-to-fail banks.

We also discuss the efforts to-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 bigshank
regulation has achieved very little in altering the qumesis business model of banking.
The recommendation of the Liikanen report to rifemce retail and investment
banking, and the 2014 proposal of the European Commission to prohibit proprietary
trading were weakened by premptive 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

8 The ECB has 22 advisory boards in total. The 517 seats exclude observers and ECB representatives.
For a detailed breakdown of the advisory boards #r&lr composition, see CEO (2017, p. 6).
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whichii KA a GAYS & Aib ot odlin lieRwitiF theSmikRegtsiand 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
considemg 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 regsentatives 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 toebig-to-fail need to be broken down, with a complete psgation
between investment and retail banking, similar to the US Ghisagall 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 i® atsportant 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 ftding away.

Second, the institutional structure of the EU needs to beshaped. 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 Europeanleveraged loansmarket - Developments, Risks and Policy
Implications
Marica Frangakis

Abstract

In the aftermath of the crisis, the financial regulatory frameweds 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 finandeoth bonds andoansg giving rise to
excesses and posing newvoblemsfor the stability of the financial systemThe
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 csis and a loose financial regulatory framework create a toxic mix,
which willeasilyunravel at the nexéconomic 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 fmsis levels and indeed exceeding them in
OSNIIAYy AyaldlyOSa CdNIKSNXY2NB:Z (KS ySg w3s
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 ad 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

W[ S @S NI 3 8drsistk digveraferJodns, highield bondsor norrinvestment
firms andprivate debt. Higkyield 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
GKS 9/ . KIF&a LRAYUGSR 2dzi agKAES GKSNB A
loanis 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 suinvestmentgrade or the spread at issuance is higher than
acertani KNSaK2ft R$.7.9/ . SHAMYy I

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 considereteveraged loan. Others define a leveraged
loan based on its rating, i.e. if it is rated below investment grade, such as Ba$, BB
lower. Further, FitchRatings provides a more descriptive definition of a leveraged
loan. Namely, aleveragedloarRS FAY SR | a | & O2 Weld NOA I f
company provided by a group of lenders; they are typically senior secured debt

a

t

6aSOdzNBR o6& O2YLIlyes 2NJo2NNRoSN FaasSihao

structure. Leveraged bank loans are often fingtrate and priced at a spread over a
NB T S NB y GFi&RRathgs 2818, 2018 quoted in NAIC Capital Markets

Bureau Primerp. 1). It is worth noting that credit spreads on leveraged loans are
usually larger than investment grade bonds and smallan highyield bonds, as the
greater yield vs investment grade reflects greater perceived credit risk of bank loans,
while the slightly lower yield relative to highA St R A& (GKS NXadz i
position in the capital structure.

The qualitaéive differences between leveraged loans and hygtld bonds are
presented in Table 1 below.

Table 1¢ Comparison of Leveraged loans and High yield bonds

Leveraged Loans High Yield Bonds
Interest Floating rate Fixed rate
rate/coupon
Rating Belowinvestment grade Below investment
grade
Security Typically senior secured Generally unsecured
Priority Senior Subordinate
Callability Generally no, prgpayable at part Usually call protected
without penalty
Term 5-9 years 7-10 years
Amortization Required quarterly principal Bullet payment at
payments maturity

Source: Wells Capital Management, as quotegeimifer Johnson, 2018, Leveraged Bank Loans Primer, National
Assaociation of Insurance Commissioners, Capital Markets Bureau
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1.2 Developments inthe leveraged loan market

The issuance of leveraged finance by EUHimmencial corporations declined after
the outbreak of the global financial crisis in 2007/2008 although it picked up soon
after, reaching and exceeding the peasis 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), pimting to the growing popularity of this markét

Figure £°

European Leveraged Loans Outstanding (€ bils)
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Source: S&P European Leveraged LoanIndex; LCD, an offering of S&P Global Market Intelligence

N B O
o o O o O

1 https:/ivww.spglobal.com/marketintelligence/en/newisights/latestnewsheadlines/leveragedoan-
news/europeanleveragedioan-marketreachesrecordsize accessed 14/8/2019

Furthermore, as leveraged loans issuance has increased, so too has thHe-debt

EBTDA Earnings before Interest, Tax, Depreciation and Amortizabboprporate

borrowers to levels higher than that before the crisis. Indeed, as the ECB has
pointedoutd Ay Yl yé& OFasSaz I OGdzrt fS@OSNIIS A& A
reported leverage, given the increasingly common practice among borrowers of

making optimistic adjustmentstopi® 2 NI 9. L¢5! ¢St a¢ 69/ . =

The growing popularity déveraged loans and the increasing competition among

f SYRSNER KI @S SR (2 fiKEBESS YISNESGYDSA @F 0 WOR I0)\52
by financial maintenance covenants, i.e. contractual agreements once routinely

embedded in loan documents. Thus boxers are not required to maintain certain

financial performance measures throughout the life of the loan, which would
20KSNBAAS LINE /RS A aRSIINGYe 02 €t SYRSNAR 2F |
ONBRAG aAdiddi §R2¢ DI y & Endvid Atooki dff 8 &ate PONTand S &

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.

9 nstitutional loans are those bought by institutional investors.
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Figure 2 below shows (a) the share of corpordabt owed by highly leveraged
companies across major advanced economies, and (b) the share-bifecimans in
the primary leveraged loan market in the US and in the Euro Area.

Fig.2a- Proportion ofdebt by listed UK, Fig.2b ¢ Share of covenantite leveraged
US and Euro Area companies with a ratio loans in the primary leveraged loan

of net debt/EBITDA greater than 4 (2007 market (20162018%)
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—

M ;

T T T T T T T

=l
o o
o o
b,
>
=
\w

40% AV
30%
: 20%
1 1 1 1
nited Kingdom nited States Euro area D
10% '
0%
2006 2009 2012 2015 2018
EA uUs

: Bank of Engl 201
Source: Bank of England, 2018 Source: DirlSchoenmaker, 2019

As we can see, ten years after the start of the global financial crisis, the share of
leveraged loans i.e. debt owed by highly indebted companigsot only reached,

but also exceeded the prerisis 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 thayback 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 Bwgut (LBOs). Overall, leveraged loans are not used for
productive investment.

1.3Investor base

Accordng to the Bank of England, the investor base of the leveraged loan market
consists of banks, which hold ottterd of the loans globally, insurers and pension
funds, which hold another third and hedge funds and opexed investment funds,
which account fothe last third. In this section, we shall look into the banks, the
Collateralised Loan Obligations (CLOs) and the othetbaok investors that are
active in the European leveraged loan market.

1.3.1 European banks

A leveraged loan is structured, arramband administered by at least one

commercial or investment bank, which subsequently may sell the loan in a process
1y26y a WaeyRAOFIGA2Y QS (2 20KSNJ olyla 2N
institutions.
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As Figure 3 shows, ndrank investors havicreasingly replaced banks in the
financing of highly indebted companies, although the European banks remain a key
player in the leveraged loans market.

Figure3 ¢ Breakdown of leveraged loan facilities in the EU market by type and estimated
share of pimary 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 estimatetb account for about a third of the total syndicated loans

extended by euro area banks in major jurisdictions to euro areafimamcial
corporations.

In particular, UK, Irish, French and German banks are driving overall euro area bank
exposure highenwhile Spanish and Italian banks have decreased their holdings since
the beginning of 2012. Against this background, underwriting standards have been
loosening further as colite transactions have become the market standard across
the European market, wbh 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.
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