Britain's banks face pressure to reveal shadow banking risks amid emerging stability concerns
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Britain’s major lenders, including HSBC and Barclays, are under increasing pressure to disclose the full extent of their loans to the so-called ‘shadow banking’ sector as concerns mount about the potential for financial instability reminiscent of the 2008 global crisis. Shadow banks, or non-bank financial institutions (NBFIs), operate outside traditional banking regulations and include entities such as private equity firms, hedge funds, insurers, and pension providers. Their opaque operations and rapid growth have alarmed regulators who fear that a shock in this part of the financial system could cascade into the wider economy.
The Bank of England Governor, Andrew Bailey, has issued stark warnings that ‘alarm bells’ are ringing following the collapse earlier this year of two US firms, sub-prime vehicle finance provider Tricolor and car parts manufacturer First Brands. These collapses have been likened to early warning signs reminiscent of the 2008 crash. Speaking to the House of Lords’ Financial Services Regulation Committee, Bailey noted troubling parallels with the initial stages of the last global financial crisis. The Bank of England plans to undertake a comprehensive stress test across the financial system, including banks, insurers, private equity firms, and non-bank lenders. This exercise aims to explore vulnerabilities such as leverage, weak underwriting, opaque financial practices, and interconnected risks in private markets, with results expected by the end of 2025.
Barclays, which has earmarked £110 million to cover losses from Tricolor loans, has total exposure to private debt—lending outside banks and public markets—of about £20 billion, predominantly in the US. However, Barclays has declined to fully specify its broader exposure to NBFIs, which encompass a wider range of shadow banking entities. HSBC reported its private credit exposure as ‘small’ but in the single-digit billions and declined to clarify its non-bank financial institution exposure outside the US, where it is publicly declared at £7.3 billion. This opacity has attracted criticism; JP Morgan’s banking analyst Sheel Shah highlighted that European banks’ disclosures around shadow bank exposures are far less transparent than their US counterparts, contributing to market unease.
Shadow banks have become essential funding sources for businesses and consumers who have found major banks reluctant to engage in riskier lending since 2008. Yet, their lack of regulatory oversight and disclosure means investors, including fund managers and insurers, face the potential of significant losses without clear insight into underlying risks. The private debt market, a particularly risky form of shadow banking lending, has ballooned to an estimated £2.1 trillion by 2029 from £1.2 trillion last year, reflecting rapid growth coupled with increasingly complex financial innovations. Fitch Ratings has warned that this market’s growth exhibits ‘bubble-like attributes,’ with rising borrower leverage and heightened competition among lenders increasing systemic risk.
The Bank of England’s focus on shadow banking is part of a broader effort to safeguard financial stability. A recent Financial Stability Report from the BoE identified vulnerabilities in the private equity sector due to rising financing costs, weak valuation transparency, and high leverage levels. Given that private equity-backed firms represent a substantial portion of the UK’s private sector economy—contributing to 5% of revenues and employing over two million workers—the potential fallout from instability within this sector could be economically significant. The BoE has called for proponents of shadow banks and their lenders to improve risk management and transparency to mitigate these risks effectively.
The Bank of England is also moving to enhance its surveillance capabilities over the shadow banking system. Governor Bailey has emphasised at recent industry events the urgent need for regulators to transition from mere rule-making to more effective, continuous monitoring of non-bank financial activities. Although non-bank entities do not have an automatic right to central bank liquidity support, Bailey acknowledged there are critical scenarios where such interventions might become necessary to prevent systemic collapse. Improving transparency and requiring consistent disclosures across this sector are viewed as essential steps to pre-empt potential financial shocks.
Additionally, the BoE has undertaken stress tests on other critical parts of the financial infrastructure, including central counterparties (CCPs), revealing some vulnerabilities but overall resilience under severe market stress. This multi-dimensional scrutiny reflects an institutional recognition that interconnectedness among traditional banks, shadow banks, and financial market infrastructures presents novel challenges to financial stability that require vigilant regulatory oversight.
In summary, Britain’s largest banks face growing demands to clarify their shadow banking exposures amid concerns that this opaque, rapidly expanding sector could be the source of the next financial crisis. The Bank of England is advancing a series of stress tests and regulatory reforms aimed at enhancing transparency and stability, seeking to avert repetition of the regulatory blind spots that contributed to the 2008 meltdown. However, with the shadow banking sector accounting for an increasing share of UK business funding and incorporating complex instruments and players, the path ahead involves significant challenges for regulators, lenders, and investors alike.
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