
Shadow  Banking System
he shadow banking 
system is a term for the 
collection of non-bank 
financial intermediaries 

that provide services similar to 
traditional commercial banks 
but outside normal financial 
regulations. This definition 
was first put forward by PIMCO 
(Pacific Investment Management 
Company) executive director Paul 
McCulley at FED (Federal Reserve 
System) annual meeting in 2007.

Former US Federal Reserve Chair 
Ben Bernanke provided the 
following definition in November 
2013: "Shadow banking, as 
usually defined, comprises a 
diverse set of institutions and 
markets that collectively carry 
out traditional banking functions 
– but do so outside, or in ways only 
loosely linked to the traditional 
system of regulated depository institutions. Examples of 
important components of the shadow banking system include 
securitization vehicles, asset-backed commercial paper 
(ABCP) conduits, money market funds, markets for repurchase 
agreements, investment banks and mortgage companies."

Shadow banking has grown in importance, rivalling traditional 
depository banking, and was a primary factor in the subprime 
mortgage crisis of 2007-2008 and the global recession that 
followed.

Overview
Shadow banking may include entities such as hedge funds,  
money market funds, structured investment vehicles (SIV), 
credit investment funds, exchange-traded funds, credit hedge 
funds, private equity funds, securities broker dealers, credit 
insurance providers, securitization and finance companies 
but the meaning and scope of shadow banking is disputed in 
academic literature.

According to Hervé Hannoun, Deputy General Manager 
of the Bank for International Settlements (BIS), investment 
banks as well as commercial banks may conduct much of 
their business in the shadow banking system (SBS), but 
most are not generally classed as SBS institutions 
themselves.

At least one financial regulatory expert has said that 
regulated banking organizations are the largest shadow 
banks. The core activities of investment banks are subject 
to regulation and monitoring by central banks and other 
government institutions but it has been common practice 
for investment banks to conduct many of their transactions 
in ways that do not show up on their conventional balance 
sheet accounting and so are not visible to regulators or 
unsophisticated investors.

For example, prior to the 
2007-2012 financial crisis, 
investment banks financed 
mortgages through off-balance 
sheet (OBS) securitizations 
(e.g. asset-backed commercial 
paper programs) and hedged 
risk through off-balance sheet 
credit default swaps. Prior to 
the 2008 financial crisis, major 
investment banks were subject 
to considerably less stringent 
regulation than depository 
banks. In 2008, investment banks 
Morgan Stanley and Goldman 
Sachs became bank holding 
companies. Merrill Lynch and 
Bear Stearns were acquired 
by bank holding companies 
and Lehman Brothers declared 
bankruptcy – essentially bringing 
the largest investment banks into 
the regulated depository sphere.

The volume of transactions in 
the shadow banking system grew dramatically after the year 
2000. Its growth was checked by the 2008 crisis and for a short 
while it declined in size, both in the US and the rest of the 
world.

In 2007 the Financial Stability Board estimated the size of 
the SBS in the US to be around US$25 trillion, but by 2011 
estimates indicated a decrease to US$24 trillion. Globally, 
a study of the 11 largest national shadow banking systems 
found that they totaled US$50 trillion in 2007, fell to US$47 
trillion in 2008, but by late 2011 had climbed to US$51 trillion, 
just over their estimated size before the crisis. Overall, the 
worldwide SBS totaled about US$60 trillion as of late 2011.

In November 2012 Bloomberg reported in a Financial 
Stability Board report an increase of the SBS to about US$67 
trillion. It is unclear to what extent various measures of the 
shadow banking system include activities of regulated 
banks, such as bank borrowing in the repo market and 
the issuance of bank-sponsored asset-backed commercial 
paper. Banks by far are the largest issuers of commercial 
paper in the US, for example. As of 2013, academic research 
has suggested that the true size of the shadow banking 
system may have been over US$100 trillion in 2012.

Entities that make up the System
Shadow institutions typically do not have banking licenses; 
they do not take deposits as a depository bank would and 
therefore are not subject to the same regulations. Complex 
legal entities comprising the system include hedge funds, 
structured investment vehicles (SIV), special purpose entity 
conduits (SPE), money market funds, repurchase agreement 
(repo) markets and other non-bank financial institutions. 
Many shadow banking entities are sponsored by banks or are 
affiliated with banks through their subsidiaries or parent bank 
holding companies.



The inclusion of money market funds in the definition 
of shadow banking has been questioned in view of their 
relatively simple structure and the highly regulated and 
unleveraged nature of these entities, which are considered 
safer, more liquid, and more transparent than banks. Shadow 
banking institutions are typically intermediaries between 
investors and borrowers. For example, an institutional 
investor like a pension fund may be willing to lend money, 
while a corporation may be searching for funds to borrow. 
The shadow banking institution will channel funds from the 
investor(s) to the corporation, profiting either from fees or 
from the difference in interest rates between what it pays the 
investor(s) and what it receives from the borrower.

Shadow banks’ role and modus operandi
Like regular banks, shadow banks provide credit and generally 
increase the liquidity of the financial sector. Yet unlike their 
more regulated competitors, they lack access to central bank 
funding or safety nets such as deposit insurance and debt 
guarantees.  In contrast to traditional banks, shadow banks 
do not take deposits. Instead, they rely on short-term funding 
provided either by asset-backed commercial paper or by the 
repo market, in which borrowers offer collateral as security 
against a cash loan, through the mechanism of selling the 
security to a lender and agreeing to repurchase it at an agreed 
time in the future for an agreed price.

Money market funds do not rely on short-term funding; 
rather, they are investment pools that provide short-term 
funding by investing in short-term debt instruments issued 
by banks, corporations, state and local governments, and 
other borrowers. The shadow banking sector operates across 
the American, European, and Chinese financial sectors, and 
in perceived tax havens worldwide. Shadow banks can be 
involved in the provision of long-term loans like mortgages, 
facilitating credit across the financial system by matching 
investors and borrowers individually or by becoming part of 
a chain involving numerous entities, some of which may be 
mainstream banks.

Due in part to their specialized structure, shadow banks 
can sometimes provide credit more cost-efficiently than 
traditional banks. An IMF study defined the two key functions 
of the shadow banking system as securitization to create 
safe assets; and collateral intermediation to help reduce 
counterparty risks and facilitate secured transactions.

In the US, prior to the 2008 financial crisis, the shadow 
banking system had overtaken the regular banking system 
in supplying loans to various types of borrowers including 
businesses, home and car buyers, students and credit users. 
As they are often less risk-averse than regular banks, entities 
from the shadow banking system will sometimes provide 
loans to borrowers who might otherwise be refused credit. 
Money market funds are considered more risk-averse than 
regular banks and thus lack this risk characteristic.

Risks or vulnerability
Leverage is considered to be a key risk feature of shadow banks, 
as well as traditional banks. Leverage is the means by which 
shadow banks and traditional banks multiply and spread risk. 

Money market funds are completely unleveraged and thus do 
not have this risk characteristic. Shadow institutions are not 
subject to the same prudent regulations as depository banks, 
so that they do not have to keep as high financial reserves 
relative to their market exposure. Thus they can have a very 
high level of financial leverage, with a high ratio of debt 
relative to the liquid assets available to pay immediate claims.

High leverage magnifies profits during boom periods and 
losses during downturns. This high leverage will also not 
be readily apparent to investors, and shadow institutions 
may therefore be able to create the appearance of superior 
performance during boom times by simply taking greater 
pro-cyclical risks. Money market funds have zero leverage and 
thus do not pose this risk feature of shadow banks. Shadow 
institutions like SIVs and conduits, typically sponsored and 
guaranteed by commercial banks, borrowed from investors 
in short-term, liquid markets (such as the money market and 
commercial paper markets), so that they would have to repay 
and borrow again from these investors at frequent intervals.

On the other hand, they used the funds to lend to corporations 
or to invest in longer-term, less liquid (i.e. harder to sell) 
assets. In many cases, the long-term assets purchased were 
mortgage-backed securities, sometimes called "toxic assets" 
or "legacy assets" in the press. These assets declined 
significantly in value as housing prices declined and 
foreclosures increased during 2007-2009.

Contribution to 2007-2012 Financial Crisis
The shadow banking system has been implicated as 
significantly contributing to the global financial crisis of 2007-
2012. In a June 2008 speech, US Treasury Secretary Timothy 
Geithner, then President and CEO of the New York Federal 
Reserve Bank, placed significant blame for the freezing of 
credit markets on a "run" on the entities in the shadow banking 
system by their counterparties. The rapid increase of the 
dependency of bank and non-bank financial institutions on 
the use of these off-balance sheet entities to fund investment 
strategies had made them critical to the credit markets 
underpinning the financial system as a whole, despite their 
existence in the shadows, outside of the regulatory controls 
governing commercial banking activity.

Furthermore, these entities were vulnerable because they 
borrowed short-term in liquid markets to purchase long-term, 
illiquid and risky assets. This meant that disruptions in credit 
markets would make them subject to rapid deleveraging, 
selling their long-term assets at depressed prices. Economist 
Paul Krugman described the run on the shadow banking 
system as the "core of what happened" to cause the crisis: 
"As the shadow banking system expanded to rival or even 
surpass conventional banking in importance, politicians and 
government officials should have realized that they were 
re-creating the kind of financial vulnerability that made the 
Great Depression possible, and they should have responded 
by extending regulations and the financial safety net to 
cover these new institutions. Influential figures should have 
proclaimed a simple rule: anything that does what a bank 
does, anything that has to be rescued in crises the way banks 
are, should be regulated like a bank."



He referred to this lack of controls as "malign neglect." One 
former banking regulator has said that regulated banking 
organizations are the largest shadow banks and that shadow 
banking activities within the regulated banking system were 
responsible for the severity of the financial crisis.

Politicians and economists agree
On January 5th, 2016, in a campaign speech in New York, 
American Senator Bernie Sanders pledged to break up banks 
that were deemed “too big to fail” and vowed to put a leash 
on their shadowy cousins. Janet Yellen, Federal Reserve’s chair, 
has admitted that shadow banks pose “a huge challenge” to 
the world economy. In an editorial for the New York Times 
in December, Hillary Clinton called for tough measures to 
contain the global bogeyman. Politicians and economists 
who often have little in common, unanimously agree that 
shadow banking, left to its own devices, has the potential to 
trigger another financial collapse.

Why is there such a fuss about shadow banks? In 2013 
investment funds that make such loans raised a whopping 
US$97 billion worldwide. Companies looking for cash also lean 
on bond markets that offer extraordinarily low interest rates. 
Globally, between 2007 and 2012, firms thus raised US$1.7 
trillion by issuing corporate bonds. Money-market funds that 
invest in short term securities like US treasury bills have taken 
off too. In China alone, they grew six times to 2.2 trillion yuan 
(US$341 billion) between mid-2013 and December 2015. In 
December they hit a sweet spot when Federal Reserve hiked 
interest rates for the first time in nearly ten years.

The Financial Stability Board, an international watchdog, 
estimates that globally, the informal lending sector serviced 
assets worth US$80 trillion in 2014 up from US$26 trillion 
more than a decade earlier. And belatedly, regulators, too, 
are waking up to the new financial order. Banks must now 
declare structured investment vehicles on their balance 
sheets. Authorities have considered imposing leverage limits 
on various forms of shadow banks in America and Europe.

In January last year, America’s Federal Housing Finance 
Agency proposed new rules that would require all non-banks 
to have a minimum net worth of US$2.5m plus a quarter 
percentage point of the outstanding loan stock that they 
service. Only then would they be able to sell their loans to 
Fannie Mae and Freddie Mac, which buy American mortgages 
from banks, bundle them into securities and resell them to 
investors with a guarantee. The move aims to protect the two 
g o v e r n m e n t - b a c k e d 
housing giants  against 
under-capitalised lenders. 
It is a small start to rein in an 
industry that accounts for a 
quarter of the global financial 
system.

China’s new watchdog
China’s banking regulator 
out l ined wide -ranging 
efforts to rein in financial 
risks, including clamping 

down on shadow lending and curbing funding for property 
speculation. Guo Shuqing, Chairman of the China Banking 
Regulatory Commission (CBRC), said he will coordinate with 
other financial authorities, including the central bank, to plug 
loopholes in regulations for cross-market financial products 
and update rules that no longer fit with banks’ current 
business and risk management.

“Banks, trusts, fund-management firms, brokerages and 
insurers all have asset-management operations, but because 
they have different regulators and are subject to different 
rules, there’s been some chaos,” Guo said. “Having one set 
of rules for asset-management products would enable 
each regulator to ‘set higher standards’ as well as improve 
transparency and expose the financing hidden in the 
shadows.” At the same time, Guo dismissed speculation that 
he may lead efforts to revamp the nation’s financial regulators, 
calling it a “rumour.”

The CBRC, the central bank, and the securities and insurance 
regulators are working more closely to curtail risks from 
the nation’s shadow-banking sector, a move that Moody’s 
Investors Service says would be credit-positive for banks. 
Previous efforts from individual authorities created 
opportunities for regulatory arbitrage, the ratings company 
said. In addition to the joint rules, the banking regulator is 
drafting a separate regulation on banks’ wealth-management 
products. WMPs, which promise higher returns than deposits 
and are viewed by many investors as a form of risk-free 
savings, surged to 29.1 trillion yuan (US$4.2 trillion) as of 
Dec 31, Cao said.

The surge in WMPs, mostly issued by lenders, has accounted 
for a significant proportion of the expansion in shadow 
banking in China, leading the central bank to start including 
the products in its macro-prudential assessment framework 
to better gauge credit growth and potential financial-system 
risks. The CBRC also plans to require banks to move more 
shadow business onto their books as some lenders’ 
off-balance sheet assets have outgrown those accounted for 
on their financial statements.

“It’s not that we are against diversified business at banks, but 
we should focus more on their risks,” Wang Zhaoxing, another 
vice-chairman of the CBRC, said at the briefing. The regulator 
wants to ensure that bank credit goes to the real economy and 
lenders make adequate provisions against potential risks, he 
said. Meanwhile, Guo said the CBRC is paying close attention 

to real estate bubbles as 45% 
of the nation’s new loans last 
year went to the property 
sector, with most going to 
personal mortgages. Even 
as the overall leverage for 
Chinese households was “not 
high,” the fast growth in their 
borrowing over the last two 
years is worth monitoring, 
Guo said.  

Source: Bloomberg

Shadow Banking


