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Passage 1

The lure of shadow banking &

FRITHHR

Shadow banks helped cause the financial crisis. Better regulated, they could

help avert the next one.

ETROBZZSMAINN -1 X, EEFHEERGT, BN

Bt % T —REmEHL.

May 10th 2014 | From the print edition: The Economist

MARK CARNEY, governor of the Bank
of England and head of the
Stability Board ( FSB ), an international

Financial

watchdog set up to guard against future

financial crises, was recently asked to
identify the greatest danger to the world
economy. He chose shadow banking in the
emerging markets. Shadow banking certainly
has the credentials to be a global bogeyman.
It is huge, fast-growing in certain forms and

little understood—a powerful tool for good

but, if carelessly managed, potentially
explosive.
The FSB, which defines shadow

banking as lending by institutions other than

banks, reckons it accounts for a quarter of

the global financial system, with assets of
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$71 trillion at the beginning of last year, up
from $26 trillion a decade earlier. In some
countries, shadow banks are expanding even
faster: in China, for instance, they grew by
42% in 2012 alone.

But there is disagreement about what
counts as shadow banking. The core is credit
(‘everything from China’s loan-making trust
companies to Western peer-to-peer lending
funds ). A

broader definition, however, would include

schemes and money-market
any bank-like activity undertaken by a firm
not regulated as a bank: think of the mobile-
payment systems offered by Vodafone, the
bond-trading platforms set up by technology
firms or the investment products sold by
BlackRock.

As our special report explains, services
like these are proliferating because orthodox
banks are on the back foot, battered by
losses incurred during the financial crisis and
beset by heavier regulation, higher capital
requirements, endless legal troubles and
swingeing fines. The banks are retrenching,
cutting lending and shutting whole divisions.
In America, for instance, investment banks
are no longer allowed to trade on their own
account, only on behalf of clients. British
banks, meanwhile, have slashed their loans
to businesses by almost 30% since 2007,
with Barclays this week confirming plans to

shed up to 14,000 staff. Shadow banks are
filling these gaps.
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Frailty, thy name is bank

Nobody is too worried by competition to
banks in their ancillary businesses: if, say,
Google can help people manage their money
more efficiently, that is to be welcomed. The
argument is about credit. In some ways, it is
a good thing that lending outside the banking
system is expanding. Banks are regulated for
a reason: have “ maturity

they big

mismatches” ( borrowing money largely for
short periods while lending it out for the
longer term ), enormous leverage and are
tangled up in complicated ways with other
financial institutions, so they are especially
fragile. And when they get into trouble,
taxpayers tend to end up on the hook,
because governments both guarantee deposits
and are frightened to let such big and
complicated institutions fail. So if some

moving from banks to less

the

lending 1is

dangerous entities, financial

should be safer.

For these reasons, Mr Carney should be

system

happier if, say, a British brewer takes a
long-term loan from a pension fund or a life
insurer with long-term liabilities instead of
from a bank. If the loan goes wrong, the
creditor will lose money, but without the
gelignite of leverage, the elaborate web of
counterparties and the depositors demanding
their money now, losses in one institution
are less likely to damage others.

Yet shadow banks, if poorly regulated,

can be just as dangerous as the better-lit
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sort. One of the principal culprits in the
the “

investment vehicle” , a legal entity created

financial crisis was structured

by banks to sell loans repackaged as bonds.
but
when they got into trouble they pulled in the

These were notionally independent,
banks that had set them up. Another source
of instability were money-market funds,
through which firms and individuals invested
spare cash for short spells. These had been
thought of as risk-free. When it became
apparent that they were not, they suffered
a run.

The disaster taught regulators useful
lessons. The shadow banks that caused the
biggest problems had either big maturity
mismatches or not enough capital to absorb
Most troublesome of all were those

the banks,
had either lent them

losses.
difficulties infected
banks

money or had provided them with a backstop

whose

because the

of some kind. Not surprisingly, the shadow
banks that

advantage

were created solely to take

of a less exacting regulatory
regime turned out to be just as fragile and
dangerous as banks.

New regulations in many countries aim to
make such shams impossible. Banks must now
incorporate structured investment vehicles on
their balance-sheets, for instance. Money-
market funds must hold more liquid assets, to
guard against runs. Limits on leverage have
been imposed or are being considered for many

forms of shadow bank.
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Yet as Mr Carney’s anxieties suggest,
the job of making shadow banks safe is far
from complete. For instance, American
regulators are still allowing some money-
market funds to create the impression that an
investor can never lose money in them. They

should be forced to be more honest.

{BIE 40K Je B 450 B AR BE
IR FROTERZ2MEFER
iR, Pl XEMNEEZRRS
dRFRS R HGEEEE
‘BREKEASFERTESH
BEER” BB . BATIL 2 5 ) 52
M e/ EWRE,

Passage 2 rewe mmarmms e

France fights back ;% [E 7 # 1 5) E U

May 15th 2014 |From the print edition. The Economist

AS more and bigger takeover bids roll
out across Europe, France planted its flag on
the battlements by publishing a decree on
May 15th

power to intervene when a French company

that extends the government’s

is at risk of falling into foreign hands. The
decree requires would-be foreign buyers to
get the blessing of the economy ministry
when they plan to invest in French firms
engaged in energy, transport, water, health
or telecoms. An earlier version put in place
in 2005 limited the government’s power of
intervention to sectors more obviously linked
to national defence.

“ Economic patriotism” prompted the
new decree, Arnaud Montebourg, France’s

told Le

The communiqué announcing the

interventionist industry minister,
Monde.
decree said it was inspired by similar regimes

in Europe and elsewhere. In America the
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Committee on Foreign Investment in the
United States sits in judgment on many
attempted takeovers thought to have
implications for national security.

The specific goal in France is to ensure
the government a seat by right at the
negotiating table where the future of Alstom
is being decided. The turbines-to-transport
group, with annual turnover of just over € 20
billion ( $ 27 billion), is one of France’s
oldest and best-known industrial companies.
Its machines churn out the country’s nuclear-
powered electricity; its TGVs ( high-speed
trains) lop hours off travel across the French
countryside. And it is no rust-belt
manufacturer: it is well-placed in renewable
power and transport technology. But it is on
the small side in a fast-globalising market.

Rescued from a series of bad decisions
and unlucky events by the government in the

mid-2000s,

bigger competitors snatch market share. Its

Alstom is struggling now as

board has accepted in principle a bid for its
energy operations from America’s General
Electric. At the government’s behest it has
held off finalising the deal until the end of
May, thus giving time to its German rival,
Siemens, to come up with a more interesting
proposition. Mr Montebourg never shrinks
from expressing his views when there is a
proposed reshaping of France’s industrial
base, and this is a big one. He favours a
solution that would create two champions in

Europe—Siemens in energy and Alstom in
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transport—rather than simply shearing
Alstom of its energy wing, and he is trying to
get GE to amend its bid in response. His
preference for Siemens is not shared by all

his The

appointed energy minister and former partner

ministerial  colleagues. newly

of President Frangois Hollande, Segoléne
Royal, expressed support for the GE bid in
an interview with this week’s Paris Match
before being yanked back into a show of
cabinet solidarity on the matter.

More broadly, the new decree reflects the
growing unease felt by many in politics and in
the street that France, which produced world-
beating companies during the decades after the
second world war, is fast losing control over its
economic destiny. A familiar foe also raised its
hoary head this week. Lagardere, the French
conglomerate  that Hachette

and Elle and Axel
Springer, owner of Bild and Die Welt, two

media owns

publishers magazine ,
German newspapers, are among a host of
' ;

European media enterprises expected to

announce today a complaint to Brussels against
Google

dominating position.

for allegedly abusing its market-

An earlier complaint seemed to have been
resolved in February when Joaquin Almunia,
the EU’s competition commissioner, negotated
a deal involving some concessions and fines.

already had

inEurope, what with the European Court of

Google has a bad week

Justice’s ruling against it in favour of

protecting personal privacy, but it could still
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get worse. Mr Montebourg is all for slapping
down America’s internet giants: he takes a
dim view, he says, of France becoming a
“digital colony” of the United States.

The question is whether France, colony
or not, is losing badly needed foreign
investment as a result of such policies. A
report by a UN body in January found that
had fallen off

massively, whereas another, calculated on a

foreign direct investment
different basis by a reputed French outfit in
April, found a far less significant dwindling.
News today from Insee, France’s official
statistical agency, that economic growth was
precisely nul in the first three months of the
year will not have raised spirits.

Shares in both Alstom and Bouygues
Group, whose telecoms arm was thought to
be a takeover target after the group lost its
bid to buy rival SFR in April, both fell after
the takeover measure was announced. But
there is a certain Canute quality to these

The 2005

decree was the somewhat circuitous result of

thunderous pronouncements.
an American giant’s foiled attempt to buy
Danone, a French yogurt-maker. This week
Nestlé, a Swiss food group, has been busily
denying market rumours that it is talking to
Danone about acquiring its medical-nutrition
unit—so far without attracting fire from the
French state’s heavy artillery. It seems the
government has bigger things to worry about

these days.
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Passage 3 ==

From advising to doing M &% LRI E

McKinsey tries its hand at the restructuring business.

ZHHAFAZRAEALNL S

May 17th 2014 | From the print edition; The Economist

THE lawsuit makes the case sound like a
spy novel. Two executives at a prestigious
multinational organisation hold secret meetings
with a competitor who hopes to poach them.
Before jumping ship, they send a lot of
confidential files, such as strategic plans and
contact lists, to their personal and relatives’ e-
mail accounts, in a “frantic effort to steal
whatever documents they could”. On May 9th
a judge issued an order requiring the
defendants to return them and barring their
new employer from using the information.

AlixPartners” Eric Thompson and Ivo
Naumann, which was filed last month, will
probably not become a Hollywood film. The
that AlixPartners is a

mundane truth is

professional-services  firm  specialising in
corporate restructuring and that Mr Thompson
and Mr Naumann, the defendants, now work
for McKinsey, a firm of consultants. The suit
does not claim that the documents were given
to McKinsey, and McKinsey has said the
alleged trade secrets would have been of little
use anyway. Nonetheless, the case illustrates

the

corporate-turnaround advisers and strategy

heating-up of competition between
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consultants. It is the most striking example so
far of the risks for both.
In the early 1980s there was still some

the

consultants making abstruse recommendations

truth to caricature of management
and taking little interest in their execution.
Companies in or near insolvency could not
afford this luxury, and both AlixPartners and
Alvarez&Marsal ,

founded in those years to cater to them. The

its bigger peer, were
new turnaround firms mastered the intricacies

of bankruptcy courts and tight cash-
management, and recruited experienced hands
from a wide range of industries whom they
could deploy as interim executives.

The firms’ appetite for growth exceeded
the supply of troubled clients, and in the late
1990s

Alvarez&Marsal set up a division to serve

they diversified their practices.

private-equity investors. AlixPartners founded
a strategy-consulting arm of its own. Today, a

minority of their revenue comes from

turnaround work. Nonetheless, it remains
niche :

Alvarez&Marsal earned $ 627m from the

Lehman Brothers case alone in the four years

their forte and a  lucrative

after the bank went under.
For

consultants have also expanded beyond their

similar  reasons, management

roots in strategy. When the financial crisis
took hold in 2008,

companies into distress, the strategy firms

dragging hundreds of

found themselves poorly placed to help. “If a

client was going into bankruptcy, we couldn’t
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walk through that valley of darkness with
them,” says McKinsey’s Jon Garcia. So in
2010 the company set up a Recovery and
( RTS)

Transformation Services

which Mr Garcia heads.

practice,

Stepping into the limelight

For McKinsey, the turnaround business
is unfamiliar turf. For 80 years the firm
merely sold advice, which clients were free to
ignore—shielding the consultants from blame
whenever things went awry. In contrast, RTS
direct interim for

offers management ;

example, in 2011 a McKinsey partner became

CHC

Helicopter, a Canadian aviation company.

temporary chief financial officer at

Moreover, whereas McKinsey has always
sought to keep a low profile, RTS operates in
the public eye, since payments by insolvent
companies require a judge’s approval. So far,
RTS has already scored one big bankrupt
client in American Airlines, and worked on

the of AMF, which
bowling alleys, and Harry & David, a seller

restructurings owns
of gift baskets.

The incumbents say their competitive
position is safe. “This is not the kind of work
you can do with newly minted MBAs,” says
Jay Marshall of AlixPartners. “The stakes are
much higher in restructuring, and having
someone who’s been through that before is
critical. 7 Mr Garcia agrees. But that, of
course, is why he has been hiring their

staff: McKinsey’s RTS division had already
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