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3. Turning the spotlight on shadow
banking

Pros and cons of the darkness

Non-banking entities and activities, such as crowd-funding and peer-to-peer lending, can be a helpful
complement to the banking sector to support investment and economic growth. However, they can
also be a source of systemic risk if not properly supervised and regulated. Therefore, an adequate
balance is needed to maximise the benefits while at the same time minimising the gloomy
consequences of financial instability and regulatory arbitrage.

Light on the shadow
The concept and the metrics for shadow banking are still pending. Shadow banking is generally defined
as “credit intermediation that involves entities and activities fully or partially outside the regular banking

" In 2015, the Financial Stability Board (FSB) proposed a more accurate definition considering five

system
economic functions and their contributions to financial stability risks*®. In addition to that, a group of
economists from the International Monetary Fund (IMF) proposed an alternative definition based on the
sources of funding and whether or not they are “non-core liabilities™. They consider that the previous
definitions are short-sighted because they “miss significant non-traditional banking activities carried out by
banks themselves, thus leading to an incomplete picture of [shadow banking] and of the potential

vulnerabilities associated with it”.

The FSB estimated that non-bank financial intermediation totalled EUR 102.2 trillion®® at the end of
2014 (40% of total financial system assets) and EUR 29.6 thousand billion using the narrow definition. In the
EU, at the end of 2015, the European Systemic Risk Board (ESRB) calculated EUR 37 million trillion®* in
terms of total assets (36% of total EU financial sector assets) using the broad definition. Focusing on the
online sector, by the end of 2015, the total for alternative finance in the Asia-Pacific region was
approximately EUR 95.6 billion, EUR 33.6 billion for the Americas, and EUR 5.4 billion (+92% YoY) in
Europe. The data show that the European market is still small when compared to the other two regions. In
Europe, the United Kingdom is the largest market by a considerable marginzz.

17: Source: ESRB. EU Shadow Banking Monitor No 1 / July 2016 Page 6.

18: Source: A measure of shadow banking based on economic functions (sect.2.) FSB 2015 Global Shadow Banking Monitoring Report.

19: Core liabilities are issued only by banks and non-core liabilities can be issued by banks, money market funds and other financial intermediaries.
Explanation can be found in Shedding Light on Shadow Banking Artak Harutyunyan et al. IMF WP. Jan 2016.

20: 10M2. Source: FSB’s 2015 Global Shadow Banking Monitoring Report for more. Exchange rates 1.21410 USD/EUR. Source: BCBS.

21:10M8

22: Source: Sustaining momentum: the 2ndEuropean alternative finance industry report. University of Cambridge & KPMG. 2016
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https://www.esrb.europa.eu/pub/pdf/reports/20160727_shadow_banking_report.en.pdf
http://www.fsb.org/wp-content/uploads/global-shadow-banking-monitoring-report-2015.pdf
http://www.fsb.org/wp-content/uploads/global-shadow-banking-monitoring-report-2015.pdf
https://www.imf.org/external/pubs/ft/wp/2015/wp1501.pdf
http://www.fsb.org/wp-content/uploads/global-shadow-banking-monitoring-report-2015.pdf
https://www.bis.org/bcbs/gsib/avexch_end14_gsib.xls
https://www.jbs.cam.ac.uk/fileadmin/user_upload/research/centres/alternative-finance/downloads/2016-european-alternative-finance-report-sustaining-momentum.pdf
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Digital shadow banking

With the emergence of new technologies, digital finance platforms have expanded rapidly. They facilitate
millions of transactions every day for individuals and businesses and play a significant role in the
provision of a viable ‘alternative’ to traditional sources of financing. A variety of online platform-based models
exist, such as donation-, reward- and equity-based crowd-funding, peer-to-peer consumer and business
lending, invoice trading and debt-based securities.

In Europe, funding for businesses has increased considerably since 2014, becoming an important source of
finance for entrepreneurs, start-ups and small & medium-sized enterprises (SMESs). In 2015, EUR 536 million
of business finance was raised through online alternative funding models, providing capital to 9,442
businesses. It is providing early stage investments to start-ups and growth capital to SMEs, stimulating
regional economies and funding worthwhile causes. It should also be noted that, according to the European
Commission, in recent years, access to financing has become overall the least important problem for SMEs,
while in 2009 it was the second most urgent one. The alternative business funding market has probably
been a relevant variable in explaining that improvement.

At this point, we would like to highlight that one of the largest lending platforms is applying for a
banking licence in the UK. It will become the first P2P banking company under the scrutiny of the Financial
Conduct and Prudential Regulation Authorities. Business diversification, synergies and consumer protection
seem to be the main drivers of that strategy: deposits raised from the bank would fund P2P loans. Last, but
not least, the platform will also bring protection for its consumers’ deposits, given the fact that they will be
included under the umbrella of the Financial Compensation Scheme, not extended to “pure” P2P depositors.

There are different possible explanations for the increase in alternative business funding platforms, one of
them being the financial crisis: with near-zero interest rates, as investors entered these new markets,
searching for the higher rates available due to P2P assets exposure. For potential borrowers, there is a
wider range of credit options, as regulation has become stricter and a lack of trust in the traditional banks
has expanded. Another reason that explains the expansion of alternative finance could be linked to the
nature of the traditional banking market, where high entry barriers make it difficult for new banks to
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http://ec.europa.eu/europe2020/pdf/themes/2016/small_medium_enterprises_access_to_finance_201605.pdf
http://ec.europa.eu/europe2020/pdf/themes/2016/small_medium_enterprises_access_to_finance_201605.pdf
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emerge. Financial intermediary costs have remained stable for years, while the new online lender players
face lower costs due to their lack of branches and lower administrative burden.

Yet another possible explanation for this boom could be that finally digitisation is mature enough in society for
the public to use on-line channels to perform financial transactions. But the most important driver is probably the
rise of new technologies, which has enabled the rapid entry of new players into the financial markets.

Digital Regulation

As a result of the expansion of the alternative finance market, governments have started to issue local
regulations with different approaches, ranging from more restrictive ones in countries such as the US,
Germany or France, versus less restraining norms in the UK and New Zealand.

In Europe, the lack of a common legal framework may be hampering the development of online-based
platforms, as it implies major risks to both consumers and investors and does not ensure a level playing
field between financial and non-financial institutions.

Recently, fraud incidents regarding crowd-funding platforms have proved that some regulation is
needed for these entities. One of the most significant cases is related to the biggest Chinese P2P lending
platform Ezu Bao, which collected 50 billion Yuan ($7.6 billion) in less than two years. Investigations
revealed that top executives used investors’ money to enrich themselves. After this, China issued a
regulation to toughen its control of peer-to-peer lending companies.

Some of these new entrants (Lending Club, Prosper, Kabbage) favour the use of other terms, such as “market-
based financing”, instead of “shadow banking” to define their business. In any case, issues such as insufficient
understanding on the part of consumers, the collapse of platforms, loan defaults, cyber-attacks and
credit and/or investment protection must be addressed by the authorities in regard to these players;
regulation is therefore becoming another key driver for the adoption of these alternative finance solutions.

Conclusions

Shadow banking can be a useful tool for helping the banking sector in the provision of credit,
especially in Europe, where approximately two-thirds of funding depends on banks?. Non-banking funding
can also contribute to facilitating market liquidity and risk sharing and to fostering competition and innovation
through the support of new ideas and projects. In particular, digital-based platforms have grown dramatically
in size and scale over the past few years. On the other hand, if not adequately supervised and regulated,
non-bank funding can contribute to an increase in systemic risk through interconnections with a few players
from the financial system, especially the banking sector. Besides, non-bank funding might weaken the level-
playing-field as a consequence of regulatory arbitrage due to undeserved advantages. The setbacks relating
to fraud and cyber security attacks suffered by some P2P need to be addressed by the regulators, providing
a comprehensive framework for the development of these shadow banking activities, and allowing the
development of instruments that can contribute to maximizing the advantages of digital shadow banking
while minimizing its inconveniences. Consumers could take advantage of gains in efficiency and have
access to wider and more competitive services and, last but not least, financial entities would have the
possibility of bolstering their innovation projects and learning faster.

23: Source: ECB “Shadow banking in the euro area: risks and vulnerabilities in the investment fund sector” No 174. July 16. Point 2.2


http://www.telegraph.co.uk/news/world/china-watch/business/p2p-lending-regulated/
http://www.telegraph.co.uk/news/world/china-watch/business/p2p-lending-regulated/
http://www.telegraph.co.uk/news/world/china-watch/business/p2p-lending-regulated/
https://www.ecb.europa.eu/pub/pdf/scpops/ecbop174.en.pdf?2cc4d889706adbcb918c06de4e5df144
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DISCLAIMER

This document has been prepared by BBVA Research Department, it is provided for information purposes only and
expresses data, opinions or estimations regarding the date of issue of the report, prepared by BBVA or obtained from or
based on sources we consider to be reliable, and have not been independently verified by BBVA. Therefore, BBVA offers
no warranty, either express or implicit, regarding its accuracy, integrity or correctness.

Estimations this document may contain have been undertaken according to generally accepted methodologies and
should be considered as forecasts or projections. Results obtained in the past, either positive or negative, are no
guarantee of future performance.

This document and its contents are subject to changes without prior notice depending on variables such as the economic
context or market fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes.

BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.

This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any
interest in financial assets or instruments. Neither shall this document nor its contents form the basis of any contract,
commitment or decision of any kind.

In regard to investment in financial assets related to economic variables this document may cover, readers should be
aware that under no circumstances should they base their investment decisions in the information contained in this
document. Those persons or entities offering investment products to these potential investors are legally required to
provide the information needed for them to take an appropriate investment decision.

The content of this document is protected by intellectual property laws. It is forbidden its reproduction, transformation,
distribution, public communication, making available, extraction, reuse, forwarding or use of any nature by any means or
process, except in cases where it is legally permitted or expressly authorized by BBVA.
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