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The size and interconnectedne the non-bank fing wial sector with the rest of the
financial system is a matter g reasing policy concerrt vestment funds’ 2 holdings
of banks’ loss-absorbing B ds merit special examination gi_ i the potential for the fund
industry to amplify finggval shocks through concentrated expd& ¥es of these bonds in
certain portfolios, can put financial stability at risk during ti of financial stress.

To improve b; risis management following the experiences of the gl financial
crisis and g0 area debt crisis, there was a shift of the financial burden o ak
resolutigh>'to private investors instead of on public funds. This means that dex_and
equis volders must bail in a failing bank, which contrasts with the past bail-out agigach
f2 ing governments to inject “innocent” taxpayers’ money.

o ensure effective bail-in, banks must have a sufficiently large amount of liabilities that

introduction of a loss-absorbency requirement for banks, the Minimum Requirement for
Own Funds and Eligible Liabilities (MREL), which then induced banks to increase their
issuances of loss-absorbing bonds, or “MREL bonds”, to comply with the new regulation
B3l, further intertwining the non-bank and banking sectors.

Well-established MREL bond market attracts investors,
but risks are present

Loss-absorbing bonds are attractive to investors, especially during periods of low interest
rates, given their higher returns compared to other bank debt (Figure 1). This stems from
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their inherently? ‘ather riskiness because they act as the first layer of d ce to absorb
losses when a ba ns into trouble. Between 2017 and 2023, eusf .rea banks issued
€2.88 trillion in ban at, of which approximately €1.1 trillion MREL bonds. 4
Over time, the volume 11, ®ased as banks had to meet bindi REL requirements by
the end of 2023 (Figure 2). of 2024, all euro area ban omply with their final
requirement, thus ensuring the® wailability of eligible in€ dments to implement their
envisaged resolution strategy in ) of distress. 5

Figure 1: MREL bonds offer highe ds compared to other bank debt
coupons

(in %)

2017 2018 2019 2020 2021 2022 2023 2024

MREL non-eligible A MREL eligible

Note: Each dot represents the monthly average yield-to-maturity at issuance of fixed-rate bonds according
to whether they are MREL eligible.

Source: ESM calculations based on Dealogic and Bloomberg
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Figure 2: BaNg MREL bond issuance has steadily increg82d over time

(in € billion)

2019 2020 2021 2022

MREL non-eligible . MREL eligible

Source: ESM calculations based on Dealogic and Bloomberg

While the market is currently well-established and operational, the inherent risk and
volatility of these instruments mean that a single incident can significantly impact market
functioning. The Credit Suisse episode of March 2023 is a stark reminder of this. CHF
16.5 billion of Additional Tier 1 instruments were written off to stabilise the bank and
ensure a smooth merger with UBS. [¢l This event resulted in a market freeze of Additional
Tier 1 bonds for a few months before investors’ appetite could be restored.
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Funds’ agaetite for euro area banks’ MREI£sonds
brings finan&wl stability benefits

Investment funds are key pic_ ars in the market for MREI# Jnds, next to insurance
companies and banks, and thei, petite for them hagt <panded in step with banks'
heightened issuance of such bonGe ¥As of the end 023, the global investment fund
industry held approximately €221 billic. %in MRES Sonds issued by euro area banks since
2017. The United States (US) and the el a (especially in its main fund industry
hotspots of Luxembourg and Ireland) ared & wrisdictions most exposed, with the US
accounting for 12% and the euro area 69% '\ avestment funds’ total exposure,
respectively (Figure 3).

Figure 3: Funds’ hg gs of MREL bonds have in sed across
jurisdictions

(in € billio arket value)

JUN 2017 JUN 2018 JUN 2019 JUN 2020 JUN 2021 JUN 2022 JUN 2023

Luxembourg . us . Other euro area - Ireland . Other non-euro area . France

Note: Funds’ holdings of MREL bonds consider only MREL instruments issued from 2017, and, as such,
we might be underestimating the overall size of this market.
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Source: E ulations based on Lipper and Dealogic

There are benefits to fi ial stability stemming from investst it funds being active
buyers of MREL debt:

¢ Increased market liquidi ad lower fundipé Costs. By investing in MREL
bonds, investment funds incred. . this markf s demand and thus its liquidity. The
higher liquidity leads to lower yielc. %and¢ Jre favourable pricing for MREL bonds,
ultimately reducing banks' overall co:  « funding.

Diversification and strengthes Zresilic. e of the financial system. The
participation of investment f in the MR arket diversifies its investor base,
reducing the risk of concgf “ation among other ors of the economy such as
other financial institutig® 5"and households. Furtherrii e, because investment funds
pool money from 3 different investors, risks are spit_ % among many actors,
strengthening tht Sverall resilience of the financial syste

The fragi eb: funds’ concentration in MR&.. bonds
can ingfcase the risk of abrupt market correctiey

D4’ Uite the positive aspects of investment funds buying MREL bonds, the resulting
erconnection can become a source of risk and vulnerability during times of financia
stress. There are several scenarios with the potential for contagion and creating a vicious

¢ Investment funds that have invested in MREL instruments of the bank in distress
could try to anticipate the bail-in event and fire sell their MREL investments in an
effort to avoid losses. Due to herd behaviour, this action could trigger other
investment funds to follow suit and sell off their MREL investments in the bank too.

¢ Investment funds might strategically decide to sell their holdings of other MREL
instruments due to fears that the crisis could spread to other banks, causing losses
on their MREL investments. By doing so, they would actually realise the contagion,
spreading the distress initially isolated in one bank to the broader banking system.

¢ Investment funds heavily exposed to MREL instruments would, in the event of a
bank failure, become susceptible to exceptional investor redemption demands. To
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manage «_»se liquidity needs [7, investment funds may be forceg apidly
restructure . %t portfolios. As MREL bonds’ liquidity would liké “deteriorate in such
a scenario, they_hight need to fire sell other assets in theit Jrtfolio, which creates
an additional conte. mn channel affecting previously upé ccted market segments,
thereby amplifying the: %iginal shock throughout thed ancial system.

The possibility of contagion effe alls for a thoro nderstanding of the presence of
concentrated exposures of MREL bt at the lg¢ 7 of individual funds. [ In Figure 4, we
observe euro area funds exhibiting a h shad Of their portfolio in loss-absorbing
securities, rendering them particularly vul ole to euro area banking sector distress. By

contrast, MREL bonds represent only a¢ ia tion of the portfolios of non-euro area
funds, with also fewer investment f > showing concentration (as represented by
the black dots).

Figure 4. MREL b@®Xs account for a meaningful shaNgmf euro area funds’
portfolios

(in % of g s under management, Q4 2023)
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Notes: Thi e illustrates the distribution of the weights of MREL securities in the pasf 0 of open-
ended funds by ‘micile. The upper and lower horizontal lines of each boxplot corre d to the first and
third quartiles of p io weights, while the horizontal line in the middle correspo 0 the median. The
dots represent outlie is with a total MREL weight significantly higher than others (greater than
the third quartile by a fac wroportional to the height of the box).

Source: ESM calculations bas an Lipper and Dealogic

A high level of concentrated exposure, mn creatt . clustering effect, whereby similar
investment strategies among these func 0 coordinated selling during periods of

financial stress. This synchronised behay aight overwhelm the market's capacity to
absorb the bonds being sold, resultingé “price ocations.

This issue of concentrated expogt :s is heightened e presence of very large players
among these funds. Zoomingd 0 those investment func. ywith more than 20% of their
portfolios invested in MRE/ “istruments, we find significa ads with assets under
management above € on domiciled in the euro area (Fig 3).[9]

Figure REL investment intensity: a size perspective

(% unds with more than 20% concentration, Q4 2023)
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votes: Funds with concentrated exposure to MREL are defined as those with more than 20% of the
portfolio invested in MREL bonds. The x-axis represents the fund size through the total value of assets
held in € billions, while the y-axis depicts the percent proportion of a fund’s portfolio invested in MREL
bonds. To make the scale of the variables comparable we use log-10 scale on the funds’ size but convert

Source: ESM calculations based on Lipper and Dealogic

Security and stability for today, and tomorrow

There is now a large, well-established and functioning market for euro area banks’ MREL
bonds. Investment funds have significantly grown their positions in these instruments over
the last few years, resulting in a deeper and stronger tie between banks and non-banks.

The fund industry appears well placed to hold these assets thanks to their diversified
portfolios, relatively long-term investment horizons, and risk profiles. However, the
concentration of MREL holdings raises financial stability concerns given these
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instruments e ure as they are the first to absorb losses when a ba ns into trouble.
For this reason, €.. mnced monitoring of these trends is warranted

To address some of the oncerns, funds with concentrated¢ 'sitions in MREL bonds
are expected to follow enf ed risk management procesg . that consider the
specificities of these bonds, €& wcially the likelihood o trigger event. Regular stress
testing exercises accounting for orrelation bet market stress and potential
trigger events could serve as an effe. ‘we mitigat? easure.

Furthermore, the availability of liquidity me 2ment tools is particularly relevant for

MREL concentrated funds, because thegt G an be instrumental in preventing fire
sales. While recent progress has beef iade in direction [19, further implementation of
the Financial Stability Board’s recs endations foi, wldressing investment funds’
structural vulnerabilities 11 co elp in mitigating the s of MREL holdings by these
funds.

For bank resolutions, 4 ains essential to have accurate infGi, gtion on the nature of
the holders of thesg® '\REL instruments, as already highlighted b y authorities. 1121 |t
is important to 2 =ss who would bear the losses from the failure of & k, and what
would be thed ‘pact on the broader financial system. In Europe, supervi have access
to the proift ctary Securities Holdings Statistics by Sector data, but it only ai s for the
identifi€ son of MREL holders domiciled in the euro area. Given the global foot; wt of the
pla in the MREL bonds market, reinforcing cross-border cooperation and coorc, jation

ong authorities is needed to enhance disclosures of MREL bonds and, ultimately,
protect the health of the financial sector and maintain financial stability.
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Footnotes

[1] See, among many other reports from authorities, European Banking Authority Risk
Assessment Report - Autumn 2024.pdf and JC 2024 65 Joint Committee report on
Risks and Vulnerabilities in the EU financial system - August 2024

[2] For the analyses presented in this blog, we focus on open-ended investment funds.
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[3] The liabi hat are eligible to count towards MREL requirements inclugt “ier 1 and Tier 2
capital, subordi 1 debt and senior unsecured debt. To note that since , @ new category
of debt instruments ed “senior non-preferred” was introduced, allowi€ "a new seniority rank
within the category o qjor unsecured” debt. That is, after 2017, th€ “ategory “senior
unsecured” distinguishes ytween “senior non-preferred”, which a¢ VIREL-eligible, and “senior
preferred”, which are not -eligible and rank pari passu wi# .eposits.

[4] The identification of MREL-elig % bonds using comp al data sources is notoriously
difficult as it is challenging to distingt.. aeligible bonds in the category “senior unsecured”,
even more so when they have been is before . For this reason, we focus only on
issuances from 2017 onwards, for which IR eligibility is clearly identified by the “non-
preferred” status. As a result, the analyses nmy  0e underestimating the overall size of the
MREL market.

[5] This excludes seven banks with sitional period eet their final targets beyond 1
January 2024.

[6] Swiss Financial Market & “ervisory Authority (2023). Addi Tier 1 (AT1) instruments are
a type of MREL bond. Tg er with Common Equity Tier 1 instr ats, AT1 bonds constitute
Tier 1 capital in a ba 1 instruments are, on average, the smallec. yategory of loss
absorbing bonds, a cy are the most expensive type of debt to issue. 0 area banks tend to
meet their MRE Juirements using common equity, or “cheaper” bonds senior non-
preferred.

[7] Inved ent funds holding illiquid assets registered asset sales that exceeded i or
rede ons during periods of heightened market stress (Bank for International Settle S,
20

8] As discussed by the Financial Stability Board (Financial Stability Board, 2023), the impact ¢
core markets during stress depends on the concentration of IFs asset holdings, the size of their
trades, and the behaviour of other investors.

[9] Funds with concentrated exposures (with greater than 20% of their assets under
management in MREL bonds) hold approximately €42 billion in MREL bonds, of which 98% are
in the portfolios of euro area funds. This means that around 20% of the overall funds' holdings
of MREL instruments are held in these concentrated funds.

[10] Specially, the recent reviews of the Alternative Investment Fund Manager Directive and the
Undertakings for Collective Investment in Transferable Securities Directive via the Directive
(EU) 2024/927.

[11] Revised Policy Recommendations to Address Structural Vulnerabilities from
Liquidity Mismatch in Open-Ended Funds

[12] See, among others, Attina and Bologna (2021), Farina et al. (2022), Financial Stability
Board (2021)
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