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Abstract

The financial clout of global sovereign wealth funds (SWFs) is massive, and many of
these are controlled by authoritarian regimes. It cannot be ruled out that these funds
might take shareholding positions in banks which play key roles in other countries. This
paper studies the extent to which SWFs have the potential ability to use shareholdings in
critical banks as mechanisms to exert influence on other countries’ banking systems, tak-
ing a comparative approach in considering the five smallest EU member states: Malta,
Cyprus, Estonia, Latvia and Lithuania. The study concludes that SWFs would, in many
cases, need to dedicate only a tiny portion of their assets in order to gain significant po-
tential for influence within these countries.
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I. Introduction

The mediterranean island nations of Malta and Cyprus and the Baltic nations
of Estonia, Latvia and Lithuania are, in terms of gross domestic product (GDP),
the five smallest member states of the European Union (EU). All five were un-
der foreign rule for many decades of the 20th century, before only later gaining
their national sovereignty, joining the EU in 2004 and more recently introduc-
ing the euro. Against this background, it is hardly surprising that the potential
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for foreign powers to gain and exert influence is a subject which still arouses
particular interest in these countries.!

Within the economic sphere, the enormous wealth of certain sovereign wealth
funds (SWFs) means that these institutions have the means and potential to
gain and exert such influence.2 With their vast financial resources, often exceed-
ing the annual GDP of some countries, they provide a potential vehicle to carve
inroads into the economies of other countries. Within this context, the critical
infrastructure of other countries — specifically including banking systems -
serves as a particularly sensitive entry point for gaining economic policy influ-
ence.? Banks have the inherent characteristic of being interwoven with a coun-
try’s overall economic system, which in turn has an interdependent relationship
with that country’s political system.# This being the case, the financial clout of
certain SWFs presents a potential but very real threat, particularly in a situation
where a SWF might use the political influence which it has thus gained to un-
dermine democracy and the rule of law. This threat is particularly germane in
the case of powerful SWFs domiciled in authoritarian regimes.

The objective of the paper is to examine the potential for SWFs to gain and
exert influence on the banking systems of the five smallest EU member states.
This potential, however, does not apply equally to all banks within a country’s
banking system; it is, rather, concentrated in those banks critical to the sys-
tem’s functioning, which we term “critical banks”, and which are a subset of
the “significant banks” designated under the Single Supervisory Mechanism
(SSM). In the course of this investigation, we shall also examine the percentage
of assets that various SWFs would need to allocate in order to acquire con-
trolling majorities in the critical banks in the five banking systems of Malta,
Cyprus, Estonia, Latvia and Lithuania. This paper is thus particularly aimed at
leaders of banks and banking associations as well as the responsible regulators,
economic policy experts and political leaders within the EU and its member
states.

In order to achieve this objective, section II. first addresses some basic param-
eters of our investigation by considering the total assets of the world’s largest
SWFs together with the Democracy Index rankings of their home countries. It
also further examines the conceptual underpinnings of three key terms used

1 This is true not only within the Baltic states (Kornert 2019) but also in the two Med-
iterranean islands, particularly in the case of Cyprus because of the country’s partition
continuing to the present day.

2 Kobeli (2017).

3 BMI (2009).

4 For conceptual background, see Deppe (1989), as well as the sources cited in Kornert
(2019), 115-118.

Credit and Capital Markets 2/2020



The Potential for Sovereign Wealth Funds to Exert Influence 189

herein: critical infrastructure, significant banks and critical banks.> Section III
then considers the historical development of certain banks within the five bank-
ing systems, particularly those banks which currently comprise, or are the his-
torical origin of, today’s significant banks and critical banks, which are subse-
quently identified and discussed in section IV. Finally, section V. addresses the
questions of who the owners of the critical banks in the five banking systems
are, whether a controlling majority ownership of these critical banks could be
acquired, how much invested capital would be required to gain such control,
and how much of a burden this potential investment would be to the SWFs un-
der consideration. The article concludes with a summary of its findings.

II. Mechanisms for the Potential Exercise
of Influence by SWFs, Through Critical Infrastructure,
and Through Significant and Critical Banks

1. Potential Exercise of Influence by SWFs

SWFs are investment vehicles established and owned by a sovereign govern-
ment. These may, by investing across various financial asset classes, pursue con-
ventional investment objectives, at least on the surface. The “wealth” of a sover-
eign wealth fund may arise from surpluses in the balance of trade and balance
of payments, from foreign exchange transactions, from privatisations, or from
commodity exports.® Most of the world’s SWFs were established only in recent
decades, although there are two in the United States which date back to the
years 1854 and 1876.7

As of March 2019, the world’s SWFs held combined total assets of some USD
8,145 billion.8 Because some individual countries have multiple SWF vehicles,
total SWF assets are (with certain exceptions) summarised here by home coun-
try (Table 1).? Of the roughly 70 countries with SWFs, more than half hold total
assets in the single-digit billions; these together comprise just over one per cent

5 For more on the conceptual underpinnings of this paper, as well as examination of
the issue as it involves Malta and Cyprus, see Kornert/Junghanns (2019a, 2019b).

6 TheCityUK (2015), 7; SWFI (2019).

7 SWFI (2019). For more on Norways SWE, see for example Nolte/Nolting/Sarau
(2004); Blisse (2015).

8 This figure is more than twice the annual GDP of Germany and almost half that of
the United States.

9 The exceptions, which are here counted separately, include the SWFs of the subna-
tional constituent monarchies under the federation of the United Arab Emirates (UAE)
and the SWF under the control of the Hong Kong special administrative region, which is
part of China.
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Table 1
SWF Assets and Democracy Index of Countries with SWFs
(as of March 2019)
Countries with SWFs SWEF assets Democracy Index (out of 167 countries)
(USD billions)

rank regime type
1 China 1,677 139 authoritarian
2 | Norway 1,075 1 full democracy
3 | UAE - Abu Dhabi 923 147 authoritarian
4 | Saudi Arabia 876 159 authoritarian
5 | Singapore 765 69 flawed democracy
6 | Kuwait 592 119 authoritarian
7 | China - Hong Kong 523 139 authoritarian
8 | Qatar 320 133 authoritarian
9 | UAE - Dubai 234 147 authoritarian
10 | USA 141 21 flawed democracy
11 | South Korea 134 20 full democracy
12 | Kazakhstan 119 141 authoritarian
13 | Australia 103 8 full democracy
14 | Iran 91 150 authoritarian
15 | Russia 82 135 authoritarian

Sources: www.swfinstitute.org/fund-rankings/sovereign-wealth-fund; The Economist (2017), pp. 5-9.

of global SWF assets. A further 15 countries have SWFs with between USD 15
billion and 99 billion of total assets, together comprising a further seven per
cent of global SWF assets. Finally, there are a remaining 13 countries with mas-
sive SWFs, each with total assets of more than USD 100 billion; these giants
comprise more than 92 per cent of global SWF assets. It is striking, in addition,
that just four countries - China, Norway, Abu Dhabi and Saudi Arabia - to-
gether account for more than half of the world’s SWF-held assets.

The concentrated financial potency of SWFs is both a curse and a blessing.
On the one hand, the large capital amounts from SWFs may enable large-scale
investments that stimulate the economies of other countries, leading to a gen-
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eral increase in welfare. On the other hand, these investments can result in de-
pendency, which may in turn adversely impact the political systems of other
countries. This is not to suggest that excessive and problematic influence by
SWFs is a general assumption, but rather that it could, under certain circum-
stances, arise. Such circumstances must be assumed, and feared, in situations
where home-country governments demonstrate antipathy towards democracy
and the rule of law and, furthermore, where these anti-democratic tendencies
are exerted upon their SWFs and the holdings thereof. Investments by a SWF
should therefore always be judged against the backdrop of the fund’s controlling
home country and its attitude towards democracy and the rule of law.

The Democracy Index published by The Economist, the London-based weekly
magazine, provides a convenient measure of the degree of democracy in each
country, and thus of its government’s proximity to democratic principles and
the rule of law.10 Every year, The Economist assesses the state of democracy in
167 different countries on the basis of more than 60 different criteria across five
different categories, including the country’s electoral process and pluralism, civil
liberties, functioning of government, political participation and political cul-
ture.ll The universe of assessed countries is thus divided into four classifica-
tions: “full democracies”, “flawed democracies”, “hybrid regimes”, and “author-
itarian regimes” (Table 1).12

An authoritarian regime which rejects basic democratic values and the rule of
law will certainly not use its SWF holdings to foster democratic structures and
the rule of law in other countries. This is because authoritarian regimes depend
for their very survival upon lack of transparency, corruption, oppression, and
“elections” with limited choices. When democratic countries express criticisms
of authoritarian regimes, or propose sanctions, these are frequently met with
virulent counter-reactions from such regimes. It is therefore entirely plausible
that an authoritarian state might weaponise its SWF holdings as a bulwark
against criticisms or sanctions from democratic countries.!?

The threat outlined herein is not just a remote or theoretical possibility but
rather, as Table 1 demonstrates, a very real and looming issue: Of the 15 coun-
tries with the world’s largest and most powerful SWFs, fully two thirds are ruled
by authoritarian regimes. Just five are classified as full or flawed democracies.
This tilt towards authoritarianism is even sharper when weighted by the total
assets of these top 15 SWF giants, with authoritarian regimes accounting for

10 The Economist (2017).

11 The Economist (2017).

12 The Economist (2017), 63-66.

13 For more on this, see section 6 (“Threat scenarios”) in Kobeli (2017), 60-99, as well
as Kornert/Junghanns (2019b), footnote 3.
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about 71 per cent and democracies just 29 per cent. To the extent that we repeat-
edly focus on the examples of the SWFs of China and Russia, particularly in
sections V. and VI, it is because these two countries respectively hold the first
and last positions among the world’s 15 largest funds and thus define the range.
Within this range are the SWFs of various other countries of widely varying re-
gime types.

2. Critical Infrastructure

The question to be considered next is what entry points of particular vulner-
ability are present in modern democratic societies by which a foreign-con-
trolled SWF might gain and assert influence. First of all, our societies are
vulnerable to various disaster risks, both naturally occurring and made-made
(anthropogenic). Natural hazards include such events as floods, droughts,
earthquakes and epidemics, while anthropogenic hazards would include, for ex-
ample, disasters resulting from sabotage, system failure, terrorism or war.!4 In
order to focus attention on this issue in a systematic way, Germany, by way of
example, began in 2009 to launch a set of national and international initiatives
for critical infrastructure protection.!> The first step was to identify those sec-
tors of vital importance to the functioning of modern societies and to distil
from these a concrete list of critical infrastructure, defined as the “organiza-
tional and physical structures and facilities of such vital importance to a na-
tion’s society and economy that their failure or degradation would result in sus-
tained supply shortages, significant disruption of public safety and security, or
other dramatic consequences.”1¢

The German government initiative identified nine particular sectors that
stand out as critical infrastructure. In addition to the financial sector, these in-
clude essential parts of the non-financial sector, namely the power supply, water
supply and sewage disposal, public health and food, emergency services, gov-
ernment and administration, information and communications technology,
transport and transportation, and media as well as cultural heritage objects.!”
These different components of national infrastructure are “critical” in different
ways, both systemic and symbolic. Infrastructure is deemed systemically critical
if other subsystems are extraordinarily dependent upon, or interdependent with,
it. Infrastructure is deemed symbolically critical if its destruction could shake

14 BMI (2009), p. 16; www.kritis.bund.de (>Einfithrung, >Gefahren und Interdepen-
denzen) as well as (>Rechtsrahmen).

15 BMI (2009), 16; www.kritis.bund.de (>Aktivititen, >Internationales).

16 BMI (2009), 3.

17 BMI (2009), 5; www.kritis.bund.de (>Einfithrung, >Sektoreniibersicht).
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the cultural and identity-forming core of a society in such a way as to cause sig-
nificant and long-term social disruption of a more psychological nature.!8

There is no question that banks are systemically critical. Together, they make
up a country’s banking system, which is in turn an indispensable subsystem
within the broader financial sector. Banks are a vital lifeblood of any modern
society, not only because of their key role in the overall payments system but
also their economically essential role in matching asset and liability term struc-
tures, in aggregating investment capital, and transforming risks. The following
section will, for this reason, examine in greater details how a foreign-controlled
SWF could potentially gain and exert influence over key banks and thus entire
societies.

3. Significant and Critical Banks

Without functioning banking systems, modern economies organised as
trade-centric, money-based economic systems could not exist. This is because of
the financial dependencies of non-banks upon banks, along with financial inter-
twining. Banks exert great influence upon non-banks, in particular through
lending relationships, shareholdings, supervisory board seats, and discretionary
voting rights for shares held in custody.!® Furthermore, the study of “political
economy” presupposes that, at least in Western democracies, economics and
politics do not exist and act independently of each other but rather act in tan-
dem in setting the country’s future course. There is, therefore, an evident inter-
dependence between economic and political systems.?0 Through these close and
mutual interrelationships, banks may exert great influence not only upon a
country’s economic system but also upon its political system.

It has been demonstrated elsewhere that this economic and political influ-
ence, rather than just being limited to the level of individual countries, may be
further extended to supranational entities such as the EU2! The governing
structures of supranational political systems are particularly susceptible to such
influence. With regard to the EU, these are, in particular, the European Council
and the Council of the European Union, as well as to a lesser extent the Euro-
pean Commission and the Court of Justice of the European Union.?2 Through

18 BMI (2009), 5.

19 This assertion is based, in particular, on the application of “accumulation theory”.
For more on this, see Kornert (2019), 116f.

20 In addition to “interdependence” as a characterization of the relationship between
economics and politics, other models exist, in particular economic primacy, political pri-
macy, and totalitarianism. Kornert (2019), 117.

21 Kérnert (2019), 128-133.

22 Kornert (2019), 129.
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these mechanisms, banks have opportunities to exert far-reaching influence
upon national as well as international economic and political systems. They
could, in this way, influence socio-political policy for their own ulterior objec-
tives; that banks possess the power to potentially do so is beyond doubt.23

When does a bank become large and powerful enough to exert such economic
and/or political influence? To answer this question, we begin with the criteria
established under the Single Supervisory Mechanism (SSM), whereby a select
subset of the total population of roughly 5,000 banks within the Eurozone are
designated as significant banks.24 We have, in applying this differentiation to the
current question of potential economic and political influence, modified and
tightened these criteria, thereby further reducing the number of significant
banks (119 as of this writing) for the current purpose.2> We assume that a bank
may only exert influence or outright power within a country if it is either of dis-
proportionate and thus systemically problematic size, or if it has a dominant
market position. This specifically means the following:

1. A bank is deemed to be of “problematic size” if the bank has been classified
by the Financial Stability Board (FSB) as globally systemically important26
and is headquartered in the respective country (criterion 1a), or if the total
value of the bank’s assets exceeds 100 per cent of the country’s annual GDP
(criterion 1b).

2. A “dominant market position” is deemed to exist if the bank holds at least a
40 per cent share of the total market (criterion 2a), or if up to three of the
country’s banks would together hold at least 50 per cent share (criterion 2b).
Market share is measured here as a percentage of the country’s total bank as-
sets.2”

23 Weber (1980), 28; Albert (1955), 74.

24 The European Central Bank (ECB) considers a bank to be “significant” if the total
value of its assets exceed EUR 30 billion, or if its total assets exceed 20 % of the GDP of
the respective country. A bank is also considered “significant” if it is one of the country’s
three largest banking institutions in a country, if it has total assets of more than EUR 5
billion along with cross-border assets (liabilities) in excess of 20 % of total assets (liabili-
ties), or if it has requested or received official support through the European Stability
Mechanism (ESM). Significant banks are subject to direct supervision by the ECB, while
banks not deemed significant are supervised by national authorities (ECB/2014/17).

25 ECB (2019).

26 For a list of the 29 global systemically important banks (G-SIBs), see FSB (2018).

27 In establishing this criterion, we have relied upon the definition under German
competition and anti-cartel law, per sec. 18 para. 4 and 6 of the German Act against Re-
straints of Competition (Gesetz gegen Wettbewerbsbeschriankungen). The third compo-
nent of this definition, by which the five largest banks would be deemed to have a dom-
inant position if they held two thirds of the market shares, is here excluded because co-
ordination among five players would require extraordinary efforts, thus limiting the
ability of one player in any such constellation to exert undue political influence. The ap-
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For terminological clarity, we shall refer to this subset of SSM-designated sig-
nificant banks - i. e. those additionally meeting either of the above two criteria -
as “critical banks”, meaning that they are of problematic size (criterion 1) and/
or have a dominant market position (criterion 2). These critical banks, by their
nature, hold power within the country’s economic and political systems, al-
though it must be emphasised that being in a position of intrinsic power is not
the same as abusing this power, and abuse of power cannot be assumed from the
mere existence of power.28

Critical banks are particularly susceptible to abuse of power because their po-
tential for exerting influence can make them highly desirable acquisition targets
for undesirable investors who have their own investment agendas and ulterior
motives. A prime example of an undesirable investor within this sense would be
an SWF under the control of an authoritarian regime which seeks thereby to at-
tain economic and/or political hegemony over another country. The actual exer-
cise of such intent, however, requires sufficient voting rights or control, which
may be gained through direct investment.2? Although the share of direct invest-
ment in the total assets of SWFs worldwide was less than ten per cent, it has
gradually increased over recent years. Between 2007 and 2014 alone, SWFs in-
vested some USD 800 billion into foreign direct investments. The financial sec-
tor, at almost a third of this total amount, accounted for the largest share.30

Ensuring the interests of a nation’s critical infrastructure, specifically includ-
ing its critical banking institutions, is a central task of every sovereign state and
an indispensable component of its national security policy.3! While this is ide-
ally based upon partner-like cooperation with the banks concerned, it may need
to go considerably beyond this, particularly in the case of smaller countries.
Furthermore, without international cooperation, it is generally not possible to
effectively protect critical banks while at the same time ensuring fair competi-
tion.

In our designation of critical banks, we shall, in cases where one bank meets
multiple selection criteria or where multiple banks meet one selection criterion,

propriateness of total value of bank assets as a metric of market share may be inferred
from the accumulation theory. For further explanation, see Kornert (2019), 124f.

28 Kornert (2019), 1151,

29 “Direct investments” here means investments in foreign companies through which
at least ten per cent of voting rights have been gained, while “portfolio investments” in-
volve the acquisition of less than ten per cent of the foreign company’s voting rights. In
contrast to portfolio investments, investors in direct investments are, as a rule, more in-
terested in control of the company than in shareholding profits. See Austrian National
Bank (2019).

30 TheCityUK (2015), 6.

31 BMI (2009), 10, 12 & 16.
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impose the following simplifying restrictions. In both of these cases, we will, for
reasons involving both the theoretical mechanisms of power and transaction
cost theory, consider only those variants which result in the fewest designated
banks. Two examples will illustrate this: In Example 1, bank A has been classi-
tied as globally systemically important (1a) and, together with bank B, holds a
combined market share of more than 50 per cent (2b); here, we limit our further
consideration to bank A. In Example 2, three banks A, B and C have a combined
market share of more than 70 per cent (2b), but banks A and B already have a
combined market share of 51 per cent (2b); in this case, we limit our further
consideration to banks A and B.

A further situation that may arise is that some particular number of banks
meets criterion 2b but in different combinations. In this case, on the other hand,
we must rely more fully upon the mechanisms of power and transaction cost
theory, proceeding with that combination which has the largest combined
market share. By way of example: Banks A, B and C have respective market
shares of 25, 20 and 15 per cent. In addition, Bank D has a market share of
ten per cent. The combinations A + B + C (60 per cent), A+ B+ D (55 per
cent) and A + C + D (50 per cent) all meet criterion 2b. In this case, we limit
our further consideration to the combination of banks A, B and C because this
combination holds the largest combined market share. The following section III.
will outline the historical development of selected banks in each of the subject
countries, in particular the designated significant and critical banks which are
discussed in the subsequent section IV.

III. The Historical Development of Significant Banks
in the Five Banking Systems

1. The Historical Development of Significant Banks in Malta

In 1798, as he started off on his Egyptian campaign, Napoleon invaded Malta,
bringing an end to the long rule over Malta by the Order of St. John (Knights
Hospitaller). With the assistance of the British fleet, however, the Maltese suc-
ceeded in expelling the French just two years later, in 1800. In order to avoid a
return to rule by the Order of St. John, Malta initially accepted the alternative of
direct British rule. In 1814 it became a British crown colony, which it remained
for the next 150 years until finally gaining its independence in 1964 as a Com-
monwealth realm. In 1974 it became a fully independent parliamentary republic
within the Commonwealth.32 In the course of the major EU enlargement in
2004, Malta became an EU member state, then introduced the euro in 2008.

32 Frendo (2002), 327 f.; Meyers (1992) under the topic of “Malta”.
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The emergence of the modern Maltese banking system can be traced back to
the guiding maxim of nineteen-century colonialism: “Trade follows the flag33
Under his policy of Continental Blockade (1806-1813), Napoleon imposed an
economic blockade on the United Kingdom of Great Britain and Ireland, the ef-
fectiveness of which was far greater in northern than in southern Europe due to
the presence of French troops. Merchants thus sought safe havens to avoid the
blockade, which they found in the Mediterranean, particularly in Malta and Gi-
braltar. Malta later experienced a major economic boom during the Crimean
War (1853-1856), when Britain intervened against Russia as an ally of the Otto-
man Empire, using Malta as a key military base, as it likewise did in the subse-
quent World Wars. The opening of the Suez Canal in 1869 provided a further
long-term boost to Malta’s economy.34

Table 2

Number of Banks in the Banking Systems
of Malta and Cyprus at the End of 2018

Malta Cyprus
Commercial banks 12
L of which domestic L7
L of which foreign-owned (EU + non-EU) Ls (3+2)
22
Branches of foreign banks 17
L of which EU Ls
L of which non-EU L12
Cooperative banks - -

Sources: MFSA (2019); Central Bank of Cyprus (2019).

Malta’s first banks were founded during this Continental Blockade period,
namely the Anglo-Maltese Bank (1809), the Bank of Malta (1812) and Taglia-
ferro Bank (1812).35 In 1830, a fourth was founded, Sciclunas Bank.3¢ Later, in a

33 Consiglio (2006), 176. For a detailed examination of the origins of this maxim, see
Gini (1938).

34 For more on these three key influences on the nineteen-century Maltese economy -
the Continental Blockade, the Crimean War and the opening of the Suez Canal - see
Frendo (2002), 327, 337f. & 343.

35 These three anglicised names were only used starting in the early 1880s; before this,
the three banks were respectively called “Banco Anglo-Maltese”, “Banco di Malta” and
“Biagio Tagliaferro e Figli”. Frendo (2002), 331-339 & 346; Consiglio (2006), 41f., 46, 54;
Rudolf/Berg (2010), 36.

36 The bank was originally called “Josef Scicluna et fils”. Frendo (2002), 327 & 346;
Consiglio (2006), 68.
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process which unfolded over several decades, these four banks joined together
and ultimately became the Bank of Valletta, which is today the largest bank in
Malta. The first part of this process was largely fuelled by fears among the banks
that they would otherwise be nationalised: In 1946, the Anglo-Maltese Bank and
Bank of Malta merged to form the National Bank of Malta, which then in 1949
further merged with Sciclunas Bank and Tagliaferro Bank.3” In 1973, a collapse
of the National Bank of Malta orchestrated by the Maltese government led nev-
ertheless to its nationalisation, as a result of which the existing shareholders
were forced out without compensation, which has since been recognised by the
high court as a violation of human rights.3® In 1990, the state reduced its stake
in the successor bank founded in 1974, the Bank of Valletta, to 51 per cent.

Of the 22 banks operating in Malta today, two others besides the Bank of Val-
letta are also significant: HSBC Bank Malta and MeDirect Bank (Tables 2 and 4).
The origins of HSBC Bank Malta date back to 1881 when Anglo-Egyptian Bank,
a major British colonial bank, opened a branch in Malta.3® In 1925 this became
part of another British bank, Barclays, until its banking activities in Malta were
nationalised in 1975 and renamed “Mid-Med Bank”, which in 1999 was sold by
the Maltese government to Midland Bank of the UK, by that time fully owned
by HSBC.#? In contrast, MeDirect Bank was founded relatively recently, in 2004,
originally under the name “Mediterranean Bank”. Following the 2008 financial
crisis, it was recapitalised by a UK investment company and is now Malta’s third
largest bank after the Bank of Valletta and HSBC Bank Malta.!

2. The Historical Development of Significant Banks in Cyprus

As a result of the Russo-Turkish war of 1877-78, and in return for Britain’s
pledge to assist Turkey in the event of Russian attack on its territory, the United
Kingdom was awarded administrative authority over Cyprus in 1878.42 With the
First World War, the UK formally annexed Cyprus, which in 1925 became a
British crown colony and has been an independent nation and Commonwealth
member since 1960. In 1974, the conflict between the country’s Greek and Turk-
ish ethnicities came to a head, leading to the entry of Turkish troops, Turkey’s
occupation of Northern Cyprus and the country’s de facto partition, which re-

37 Consiglio (2006), 186-190; Rudolf/Berg (2010), 36.

38 Consiglio (2006), 192-207; Rudolf/Berg (2010), 36f. For more on the high court de-
cision issued some 40 years later, see National Bank case: Court finds shareholders’ hu-
man rights were breached (2014); Mangion (2014).

39 Frendo (2002), 343; Consiglio (2006), 103-106 & 112.

40 Consiglio (2006), 147 & 172; Rudolf/Berg (2010), 36.

41 https://en.wikipedia.org/wiki/MeDirect_Bank_Malta.

42 Kyrris (1985), 22 & 300-305.
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mains until the present day.#3 The southern portion of the island, which is inter-
nationally recognised by all countries except Turkey as the legitimate govern-
ment of Cyprus, has been an EU member state since 2004 and introduced the
euro in 2008.

The increasing British presence in the Mediterranean over this period led to
the creation of more modern banks in Cyprus. The pioneers were the Imperial
Ottoman Bank in 1864, which was a British-French enterprise, followed by the
Anglo-Egyptian Bank in 1879.44 These banks, however, were focused mainly on
financing colonial trade and refused to provide agricultural financing to local
farmers.> In the late nineteenth century, this gap was closed with the emer-
gence of the cooperative movement, and in the year 1899, Nicosia Savings Bank
was founded on the model of Italy’s cooperative “people’s banks” (banche popu-
lari).%¢ Its considerable success, as well the growing demand for banking ser-
vices by non-members, led Nicosia Savings Bank to change its legal form in
1912, moving from an unlimited liability structure to a stock corporation with
limited liability.#” At the same time, the bank changed its name from Nicosia
Savings Bank to Bank of Cyprus and, over subsequent decades, developed into
the country’s largest bank today.

In addition to the Bank of Cyprus, Hellenic Bank and RCB Bank stand out
among the current 29 banks in Cyprus as the two other banks of significance
(see Tables 2 and 4). Founded in 1976, Hellenic Bank was in 2017 the country’s
fourth largest bank by assets.*® Its rise to become the second largest bank is due
to the fact that the previously second largest bank, Cyprus Cooperative Bank,
ceased operations in 2018, with Hellenic Bank taking over its “good parts”.#®
RCB Bank, currently the third largest bank in Cyprus (Table 4), was founded in
1995 and traded until 2013 as Russian Commercial Bank (Cyprus). Its history,
however, dates back to earlier Soviet times, as it was originally the Beirut branch
of the Soviet foreign trade bank, which in 1985 was relocated to Cyprus because

43 Kyrris (1985), 306-414.

44 Phylaktis (1995), 5f.

45 Phylaktis (1995), 7£., explains the primary reasons for this refusal. See also Klean-
thous/Hadjimanolis (2016), 19f.

46 Phylaktis (1995), p. 8. For more on the German roots of the Italian cooperative
banks, see Kornert/Rossaro (2007), 82.

47 Phylaktis (1995), 9f. & 85-87. For more on the sovereign debt crisis and the role of
the banks, particularly in the context of Tables 2 and 4, see Theodore/Theodore (2015).
Demetriades (2017), 200, himself the Governor of the Central Bank of Cyprus, acknowl-
edges the international perception “that Cyprus was ‘a playground and money launder-
ing heaven for rich Russians’”

48 Kornert/Junghanns (2019a), p. 660; Phylaktis (1995), 88.

49 Manison (2018); Hellenic Bank (2019). For more on the rise and fall of the cooper-
ative movement in Cyprus, see sections 2 and 6 of Phylaktis (1995), 23-41 & 105-119.
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of war turmoil in Lebanon. Today, Russia’s second-largest bank, Vneshtorgbank
(VTB), is the largest shareholder in RCB Bank, with just under 50 per cent; ap-
prox. 60 per cent of the shares of VTB are, in turn, in Russian state ownership.>0

3. The Historical Development of Significant Banks in the Baltic states

The current structure of the banking systems within the three Baltic republics
is largely the result of developments over the past 30 years which have, at times,
taken place at a dizzying pace. Estonia, Latvia and Lithuania were independent
and sovereign nations during the 1920s and 1930s but were forced into the So-
viet sphere of influence in 1939 under the terms of the Secret Supplementary
Protocol to the German-Soviet Non-Aggression Treaty as modified by the Ger-
man-Soviet Border and Friendship Treaty (alternately known as the “Molo-
tov-Ribbentrop Pact”). The three countries were promptly occupied first by So-
viet troops, in 1941 by German troops, and in 1944 again by Soviet troops, at
which point they were subsumed into the USSR as Socialist Soviet Republics,
thereby falling under the centralised banking system of the Soviet Union. Only
following the proclamation in 1990 of the three countries’ renewed independ-
ence could fundamental structural changes, particularly to their banking sys-
tems, begin once again.>! The three Baltic states acceded to the EU and NATO
in 2004, followed by the introduction of the euro in Estonia in 2011, Latvia in
2014 and in Lithuania in 2015.

In these first years of Baltic independence, the first of two waves of banking
crisis swept the Baltic states, beginning in Estonia as early as 1992 but striking
Latvia and Lithuania only in 1995. These banking crises should be regarded as
essentially domestic events; economic imbalances in the overall economies as
well as in individual sectors, an excess of newly founded banks and a desperate
lack of market regulation were the result of the difficult transformation process
following independence and the dramatic shift from Soviet central planning to
market economies based upon private ownership.>? This turmoil inherently im-
pacted the financial systems of the respective countries, which in turn dragged
down the banks. The subsequent period of economic recovery lasted only a few
years. Just a short time later, in 1998 and 1999, the three Baltic countries expe-
rienced a second wave of banking crisis, the root causes of which are to be found
in the Asian and Russian financial crises.>® The big difference with the first Bal-

50 See https://en.wikipedia.org/wiki/RCB_Bank; www.rcbcy.com/en/about-rcb/history
and www.rcbcy.com/en/about-rcb/corporate-governance/shareholders [both as of 14 Au-
gust 2019].

51 For more on this, including further references, see Kornert (2019), 119f.

52 For more on this, including further references, see Kornert (2019), 120f.

53 Kornert (2019), 121f1.
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tic banking crisis, however, was that during the second wave of crisis, foreign
banks came to the rescue. In particular, two Swedish banks, Swedbank>* and
Skandinaviska Enskilda Banken> (SEB), made large-scale, long-term invest-
ment commitments.>® As a result largely of the market participation of these and
other foreign banks, a gradual process of market concentration took place in the
three Baltic banking systems starting in 1998, which has ultimately led to the
current concentrated market structure shown in Table 3.57

Swedbank entered the Baltic banking market through Estonia’s Hansapank, in
which it first acquired a shareholding in 1998, became the majority shareholder
the following year, and finally gained full ownership in 2005. Hansapank, at that
point a majority-owned subsidiary of Swedbank, initiated the delayed bank pri-
vatisation process in Lithuania through its 2001 acquisition of Taupomasis
Bankas, the state-owned savings bank. Swedbank also gained market entry into
Latvia through Hansapank, which had already had a Latvian representative of-
fice since the mid-1990s and shortly thereafter received a full banking license.>8

Table 3
Number of Banks in Baltic Banking Systems at the End of 2018

Estonia Latvia Lithuania
Commercial banks 9 16 6
L of which domestic Le L12 )
L of which foreign-owned L3 La Lg
Branches of foreign banks 8 6 6
Cooperative banks 22 34 67

Sources: data were taken and updated from Kornert (2019), pp. 138f.

5¢ Swedbank was formed in the aftermath of the Nordic banking crisis of the early
1990s, on the foundation of cooperative banks and savings banks which merged in 1992.
For more on this, see Kornert (2012), 225, and Kornert (2002).

55 Skandinaviska Enskilda Banken (SEB), created in 1971 through the merger of Stock-
holms Enskilda Bank (originally founded in 1856 by the powerful Wallenberg family)
and Skandinaviska Bank (founded in 1864), is currently among the four largest banks in
Sweden, along with Swedbank, Nordea and Svenska Handelsbanken. SEB continues to be
under the effective control of the Wallenberg family. SEB (2000), 8; Adahl (2002), p. 112;
www.wikipedia.org/wiki/SEB_Pank.

56 Sorg/Uiboupin (2001), 52.

57 For a detailed presentation of market structure as of 2017, see Kornert (2019), 124-
127 & 138f. Some of the commercial banks and all of the cooperative banks have only
very small market shares.

58 For more on this, including numerous further references, see Kornert (2019), 122f.
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Having been outbid by Swedbank in 1998 in an acrimonious bidding war for
Estonia’s Hansapank, SEB instead acquired a shareholding in Eesti Uhispank
that same year, gained majority ownership in 1999 and finally sole ownership in
2003. SEB’s entry into the Latvian market was likewise in 1998, through the ac-
quisition of a shareholding in Latvijas Unibanka, a private bank founded in
1993, which has been fully owned by SEB since 2007. In the case of its entry into
the Lithuanian banking market, the SEB first waited for the merger of the coun-
try’s two largest private banks, Vilniaus Bankas and Hermis Bankas, before ac-
quiring the newly merged institution in 2000.5?

Over the period from 2005 through 2009, Swedbank and SEB consummated a
far-reaching clean-up of the Baltic banking market, including the phase-out of
the previous local bank brands, such as Hansapank, Uhispank and Unibanka, in
favour of the Swedish parent brands. With these renamings, the market consol-
idation process was initially considered complete, although there have been in-
dividual subsequent events of note, such as the collapse of Latvia’s Parex Bank,
which was nationalised in 2008 and broken up in 2010.6° This likewise includes
the closure of Latvia’s fourth-largest bank, ABLV, in 2018 following allegations
of large-scale money laundering.¢! The headline-making scandals also led to the
arrest in early 2018 of Latvian central bank governor Ilmars Rimseévics.62 He was
charged with corruption and removed from office, an act which was subse-
quently annulled by the European Court of Justice. The charges were apparently
based in part on dubious accusations made by the Russian owner of Norvik
Banka, a small Latvian bank.®3 A penalty was imposed on Norvik Banka in 2017
because it enabled clients to bypass sanctions against North Korea. In November
2018, Norvik Banka changed its name to PNB Banka.¢4

There have been some additional recent structural changes in the banking
systems of the Baltic states, notably the 2016 announcement by DNB and Nor-
dea that they would merge their Baltic activities.®> Since then, the subsidiaries of
DNB in Estonia, Latvia and Lithuania have been operating together with Nor-

59 For more on this, including numerous further references, see Kérnert (2019), 1221£.

60 The break-up resulted in the creation of Citadele, the successor bank, as well as a
“bad bank” named Reverta. Kornert/Romanova (2014), 241-243.

61 ABLV (2018); Plickert (2018a).

62 Latvia central banker Rimsevics ‘targeted by disinformation’ (2018); Plickert (2018b).

63 EZB kontrolliert kiinftig lettisches Bankhaus PNB Banka (2019); Plickert (2019). See
also Table 4.

64 EZB kontrolliert kiinftig lettisches Bankhaus PNB Banka (2019); Plickert (2019). At
the request of the Latvian central bank, PNB was placed under the direct supervision of
the ECB in March 2019, than declared insolvent and liquidated in September 2019;
Steuer (2019).

65 Joint bank of DNB, Nordea to be headquartered in Estonia (2019).
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dea’s branches in the three countries under the name “Luminor” and with head-
quarters in Estonia,®® and with its banking activities in Latvia and Lithuania
now operated as branches of the Estonian entity. This transaction has changed
the market structure in all three banking systems and has, in particular, led to a
significant recent increase in market share in Estonia in 2019 compared to prior
years.%” During 2019, U.S. investment group Blackstone acquired a 60 per cent
shareholding in Luminor.¢8

IV. Determination of Significant and Critical Banks
in the Five Banking Systems

1. Determination of Significant and Critical Banks
in Malta and Cyprus

Malta and Cyprus were the EU’s two smallest economies during 2018, with
respective annual GDPs of EUR 12.3 and 20.7 billion.®® Compared to the size of
their national economies, however, the Maltese and Cypriot banking sectors are
relatively large; the combined total assets of all banks in Malta amounted to
EUR 45.8 billion in 2018, or approx. 3.7 times annual GDP, while in the case of
Cyprus, the figure is EUR 59.4 billion, or approx. 2.8 times annual GDP.70
Although both Malta and Cyprus each have a large number of different banks
(Table 2), the high ratios of combined total bank assets to GDP are, in both
cases, largely attributable to just a few large banks.

Of the 22 banks operating in Malta at the end of 2018, three were designated
as significant under the SSM and placed under the direct supervision of the
ECB: Bank of Valletta, HSBC Bank Malta and MeDirect Bank. Whichever of the
three metrics in Table 4 one might prefer, Bank of Valletta is Malta’s largest
bank. Although the bank, with total assets equal to 99 per cent of Malta’s 2018
GDP, falls just barely short of the 100 per cent threshold under criterion 1b, we
nevertheless designate it as a critical bank, to be examined in detail later in this

66 As of the close of 2017, when Luminor was still operating in the three Baltic states
by way of three separate banking entities, its total bank assets (market share) were EUR
3.6 billion (14 %) in Estonia, EUR 4.9 billion (17 %) in Latvia, and EUR 6.9 billion (24 %)
in Lithuania. Kornert (2019), 138.

67 The abrupt changes in the total assets of banks domiciled in individual countries
following such international restructurings of banking groups, particularly the conver-
sion of subsidiaries to branches, points to the weakness of this metric for measuring mar-
ket share as well as the ratio of banking assets to GDP.

68 Nordea’s sale of Luminor Bank to Blackstone delayed (2019).

69 Eurostat (2019).

70 Regarding total bank assets, see the sources referenced in Table 4.
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Table 4
Total Assets of Banks Declared Significant per SSM (2018/19)
Banks Total assets
in EUR billion | as % of GDP | as market share (%)
Malta Bank of Valletta 12.2 99 27
HSBC Bank 6.3 51 14
MeDirect Bank 2.6 21 6
Cyprus Bank of Cyprus 22.8 110 38
Hellenic Bank 16.1 78 27
RCB Bank 6.1 13 10
Estonia Luminor 14.2 55 39
Swedbank 10.6 41 29
SEB 6.3 24 17
Latvia Swedbank 5.7 19 25
SEB 3.9 13 17
PNB Banka 0.6 2 3
Lithuania | Swedbank 9.2 20 33
SEB 7.9 18 28

Sources: Significant banks: ECB (2019); GDP of respective countries: Eurostat (2019).
Total assets Malta and Cyprus Q4/2018: sdw.ecb.europa.eu/browse.do?node=9691144. [14 January 2019].
Total assets Estonia Q1/2019: www.fi.ee/koond/eng/bilanss_kred.php. [3 July 2019].

Total assets Latvia Q1/2019: www.financelatvia.eu/wp-content/uploads/2019/06/Bank-results-1st-quarter-2019.
pdf; www. fktk.Iv/en/statistics/credit-institutions/public-quarterly-reports-by-banks/public-quarterly-reports-by-
banks-1st-quarter-2019-2/. [3 July 2019].

Total assets Lithuania Q1/2019: www.lb.lt/uploads/documents/files/EN/our-functions/supervision-of-financial-in
stitutions/finacial-sectors/banks/Bank-activities/Banku%20sektoriaus%20rodikliai%202019-04-01%20s0lo%20EUR
%20eng. XLS. [3 July 2019].

paper, because this same ratio was 109 per cent as of the end of 2017.7! The
other two significant banks, HSBC Bank Malta and MeDirect Bank, are ex-
cluded from further examination, as neither is designated by the FSB as globally
systemically important and also headquartered in Malta (criterion 1a),’? neither

71 The fall in the ratio is attributable to two causal effects: firstly, the GDP of Malta
rose sharply from 2017 to 2018, and secondly, combined total bank assets declined sig-
nificantly from 2017 (EUR 67.6 billion) to 2018 (EUR 59.4 billion). See also Kornert/
Junghanns (2019a), 659.

72 While HSBC is indeed designated by FSB as globally systemically important, this re-
fers to the parent group with headquarters in London. FSB (2018).
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has total assets in excess of 100 per cent of GDP (criterion 1b), and neither
meets the defined criteria for holding a dominant market position (criterion 2).

Of the 29 banks that operate in Cyprus, the ECB regards three as significant
under the SSM: Bank of Cyprus, Hellenic Bank and RCB Bank (Table 4). None
of these three banks is designated by the FSB as globally systemically important
(criterion 1a). The total assets of Bank of Cyprus, however, exceed 100 per cent
of the annual GDP of Cyprus (criterion 1b), thus warranting our designation as
a critical bank, to be subsequently examined in greater detail.

Hellenic Bank and RCB Bank, on the other hand, are excluded from further
examination. It should be evident that neither would fall under the definition of
a critical bank under criteria 1a, 1b or 2a. One could argue that the Bank of Cy-
prus and Hellenic Bank would have a combined share of 65 per cent of the
banking market in Cyprus, which could be construed to mean that Hellenic
Bank, in conjunction with the Bank of Cyprus, would qualify as a critical bank
under criterion 2b. This, however, does not yet consider the simplifying restric-
tion explained in the above section IL.3., namely that we, for reasons involving
both the theoretical mechanisms of power and transaction cost theory, consider
only those variants which result in the fewest designated banks.

In summarising our examination of potentially critical banks in Malta and
Cyprus, we conclude that each has just one bank which is critical under our de-
fined criteria. Thus, only these two respective banks, the Bank of Valletta and
Bank of Cyprus, will be further examined in section V. as to their ownership
structure and vulnerability to takeover.

2. Determination of Significant and Critical Banks in the Baltic States

Estonia, Latvia and Lithuania rank just above Malta and Cyprus as the EU’s
next three smallest economies, with 2018 full-year GDPs of roughly EUR
25.7 billion, EUR 29.5 billion and EUR 45.1 billion respectively.”> The banking
systems of these countries are however, considerably smaller than those of Malta
and Cyprus, with combined total bank assets of EUR 36.5 billion in Estonia,
EUR 22.6 billion in Latvia and EUR 28.2 billion in Lithuania. Only in Estonia
do combined total bank assets exceed annual GDP, at a ratio of roughly 1.4
times; in Latvia and Lithuania, combined total bank assets are below the annual
GDPs of the respective countries. If one neglects the cooperative banks within
the three Baltic states on the grounds of their miniscule size,’* both now and in

73 Eurostat (2019).

74 As of the end of 2017, the combined market share for all cooperative banks was
0.4 % in Estonia, 0.1 % in Latvia, and 3% in Lithuania. Kornert (2019), 126. See also Ta-
ble 3.
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the remainder of this analysis, a comparison of Tables 2 and 3 reveals that Esto-
nia and Lithuania have far fewer banks than Malta or Cyprus, while Latvia has
the same number of operating banks as Malta and slightly fewer than Cyprus.

Of the 17 banks in Estonia, the ECB classifies three as significant (Table 4):
Luminor, Swedbank (Estonia) and SEB (Estonia). Of these, none is designated
by the FSB as globally systemically important (criterion 1a), and none has total
assets in excess of Estonia’s annual GDP (criterion 1b). Moreover, none has an
individual market share exceeding the defined threshold under criterion 2a
(40 per cent), although it should be noted that Luminor misses this threshold by
only one percentage point. However, two combinations meet criterion 2b: Lumi-
nor plus Swedbank (Estonia), with a combined market share of 68 per cent, and
Luminor plus SEB (Estonia), with 56 per cent. We shall consider only the larger
of these two combinations, under the simplifying restriction explained in the
above section II.3., and therefore proceed with further examination of only
Luminor and Swedbank (Estonia) as critical banks within Estonia.

In the case of Latvia, three of the 22 banks are supervised by the ECB as sig-
nificant banks (Table 4). In addition to Swedbank (Latvia) and SEB (Latvia), the
third is PNB Banka;”> in terms of total assets, PNB Banka ranks only sixth in
Latvia. None of these three significant banks is globally systemically important
(criterion la), or has total assets exceeding the annual GDP of Latvia (1b), or
has an individual market share exceeding 40 per cent (2a). Even a combination
of two or three major banks would not, at first glance, lead to the designation of
any banks as critical.

The particular circumstances arising from the aforementioned restructuring
of Luminor, however, warrant a closer look. As of the end of 2017, when Lumi-
nor closed down its Latvian bank vehicle as a legally independent subsidiary, its
total assets were EUR 4.9 billion, giving Luminor a market share of 17 per cent,
and putting it behind Swedbank (Latvia) and ahead of SEB (Latvia) as the coun-
try’s second largest bank — and Luminor’s Latvian subsidiary was, moreover, di-
rectly supervised by the ECB as a designated significant bank.”® However, be-
cause Luminor has since been conducting its banking activity in Latvia (and
Lithuania) as branches of a foreign bank entity, the bank continues to be desig-
nated as significant and directly supervised by the ECB but now only through
Luminor’s headquarters in Estonia, which is why Luminor only appears among
the designated significant banks in that country. In Latvia, as in Lithuania,
Luminor is no longer considered a significant bank. However, with total assets
of EUR 4.4 billion (as of the first quarter of 2019), and thus a market share of

75 Reference is made here to footnotes 62 through 64.
76 For more information including the source of these numbers, see footnote 66.
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19 per cent, Luminor’s Latvian branch continues to rank second in market share,
behind Swedbank (Latvia) and ahead of SEB (Latvia).

In augmenting Table 4 with this additional information, it becomes clear that
the combination of Swedbank (Latvia), Luminor and SEB (Latvia), with their
respective market shares of 25, 19 and 17 per cent, would have a combined mar-
ket share of 61 per cent, thereby meeting criterion 2b. Thus, all three banks
qualify as critical banks for further examination. While these are indeed a sub-
set of banks designated as significant under the SSM, it should be explicitly
noted that only Swedbank (Latvia) and SEB (Latvia) may be found in the list for
Latvia, as Luminor is the Latvian branch of a bank which is now only designated
as significant in Estonia.

Of the 12 banks operating in Lithuania, the ECB directly supervises only
Swedbank (Lithuania) and SEB (Lithuania) as designated significant banks
(Table 4). Neither of these banks is designated by the FSB as globally systemi-
cally relevant (criterion la), neither has total assets exceeding Lithuania’s GDP
(1b), and neither has an individual market share in excess of 40 per cent (2a).
The two banks together, however, would have a combined market share of
61 per cent, thus fulfilling criterion 2b. Swedbank (Lithuania) and SEB (Lithua-
nia) thus qualify for further examination as critical banks.

In summarising our examination of candidates in the Baltic states, we find
that Estonia and Lithuania each have two critical banks while Latvia has three,
which shall be further examined below as to their ownership structure and vul-
nerability to acquisition. These banks are: Luminor and Swedbank (Estonia) in
Estonia; Swedbank (Latvia), Luminor (Latvia) and SEB (Latvia) in Latvia; and
Swedbank (Lithuania) and SEB (Lithuania) in Lithuania.

V. Current Shareholdings in Critical Banks Relative
to Financial Power of SWFs

1. Malta

Not all critical banks within a country are available to SWFs as investment
control targets, only those in which majority control can, in principle and in
practice, be attained. This broadly excludes state-owned, public-sector and co-
operative banks. The preferred target for such purposes is thus a banking insti-
tution whose shares, with voting rights, are publicly traded on a stock exchange.
In such a situation, the SWE, as an acquiring investor, would - absent precluding
regulation — depend solely upon the willingness of shareholders to sell.

In the case of Malta, we have identified only one critical bank, Bank of Val-
letta, which is a publicly listed stock corporation. As of June 2019, 64.8 per cent
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of its shares were in free float, 25 per cent in the hands of the Maltese govern-
ment, and 10.2 per cent owned by UniCredit, Italy’s largest bank.”7 As to the
shares held by the Maltese government, it is hard to imagine that the govern-
ment would even consider a sale to a foreign investor with hegemonistic ambi-
tions. The government’s shareholding, however, is too small to prevent an un-
wanted investor from gaining majority control. As to UniCredit, which operates
as a publicly listed bank which seeks to make profits for its shareholders, it must
be assumed that UniCredit would, for the right price, sell its shareholding in the
Bank of Valletta. The same assumption must be made for the owners of the bulk
of shares in free float, which are generally held either by small shareholders or
as portfolio holdings of institutional investors. Because of their small proportion
of voting rights, neither of these investor groups can reasonably have any strate-
gic interest in their shareholdings and would therefore be expected to sell more
readily than a strategic investor. One must therefore assume that they would re-
spond positively to a takeover bid.”® Thus, the Bank of Valletta’s majority free
float, along with the UniCredit shareholding, makes it an entirely feasible take-
over target for a SWF with sufficient financial resources.

The current market capitalisation of the Bank of Valletta is roughly USD 728
million. The acquisition of a simple controlling majority would thus entail a to-
tal investment on the order of USD 364 million.” This means that the world’s
largest SWE, that of China, would need to dedicate a miniscule 0.02 per cent of
its total assets to acquire a simple outright majority of Bank of Valletta shares.
Even for the smallest of the world’s 15 largest SWFs, that of Russia, the required
investment would involve just 0.44 per cent of its wealth. Thus, a takeover of
Bank of Valletta would not present much of a financial challenge to the SWF of
China or of Russia, nor does the bank’s ownership structure present any par-
ticular obstacle. In either case, the acquisition of Malta’s sole critical bank by a
SWF controlled by an aggressively authoritarian regime would certainly raise
disturbing questions.

2. Cyprus

In the case of Cyprus, we have likewise identified just one critical bank, which
is Bank of Cyprus. It is a publicly listed and traded stock corporation, thus ful-
filling a basic prerequisite for the conventional attainment of majority share
ownership. Beyond this, the potential willingness of existing shareholders to sell
must also be considered. An examination of the bank’s shareholder structure

77 Wink (2014), 13; Bank of Valletta (2019), 9.
78 Bundeszentrale (2017).

79 Calculated as of 27 July 2019. Data: Rizzo-Farrugia (2019); exchange rate: finanz-
nachrichten.de.
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shows that, as of July 2019, 85.7 per cent of shares were in free float, with the
remaining 14.3 per cent held by Lamesa Holding (9.3 per cent) and the Euro-
pean Bank for Reconstruction and Development (EBRD; 5.0 per cent).80 The
large majority of shares in free float alone provides sufficient opportunity for a
foreign investor to gain majority control of the Bank of Cyprus. As to the EBRD’s
shareholding, this would, considering the EBRD’s ownership structure and busi-
ness model, presumably be out of reach; the EBRD is owned by the EU and
European Investment Bank together with the EBRD’s 69 member countries,!
and its aim is the long-term development of economies and companies. The at-
tempted destabilisation of a banking system would run counter to the EBRD’s
core objectives.82

An examination of the other major shareholder, Lamesa Holding, is far more
problematic. Lamesa Holding is a subsidiary of Renova Group, whose founder,
owner and chairman is Russian billionaire Viktor Vekselberg.3> On 6 April 2018,
the United States imposed sanctions against Vekselberg and his Renova Group.
The Russian oligarch, who is said to be close to the Kremlin, was accused of in-
terfering in the U.S. elections of 2016.8¢ These U.S. sanctions apply not only to
Mr. Vekselberg and the Renova parent entity but also, indirectly, to all compa-
nies in which Renova holds a majority stake.®> In view of these circumstances,
Russia’s Renova Group must be seen as an undesirable investor which is already
able to apply a degree of influence to the Bank of Cyprus through its existing
shareholding. Although Bank of Cyprus is not yet a majority shareholding, a fu-
ture increase in this shareholding to a position of outright control cannot be ex-
cluded.

As to the question of how financially feasible it would be for an SWF to gain
majority control, one may begin this analysis with the market capitalisation of
Bank of Cyprus, which is, as of this writing, approx. USD 794 million.8¢ China’s
SWEF would need to dedicate just 0.02 per cent of its total assets to acquire sim-
ple majority control of Bank of Cyprus, while Russia’s SWE, the smallest of the
top 15, would need to invest just 0.48 per cent. Thus, either of these authoritar-
ian-controlled SWFs would require only a relatively trivial investment to gain
outright control of Bank of Cyprus.

80 Bank of Cyprus (2019).
81 EBRD (2019).

82 EBRD (2019a).

83 Mordrelle (2018).

84 Sheth (2018).

85 Bricher (2018).

86 Calculated as of 14 August 2019. Data: Bloomberg (2019); exchange rate: finanz-
nachrichten.de.
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3. Estonia

In the case of Estonia, Luminor and Swedbank (Estonia) together account for
over 68 per cent of the market. They therefore have, under criterion 2b, a com-
bined dominant market position and are designated as critical banks. The ques-
tion to be addressed now is whether these two critical banks are vulnerable to
takeover and whether this, under the present circumstances, presents a real risk.
We will first consider Luminor. While Luminor is a stock corporation, it is not
publicly listed or traded.8” It was created through the 2017 merger of the Baltic
banking activities of Nordea Bank and DNB Bank.88 On 13 September 2018,
Blackstone, a U.S. private equity investor, announced its intention to acquire a
60 per cent holding in Luminor, with parent banks Nordea Bank AB and DNB
Bank ASA remaining as minority shareholders, each with 20 per cent of Lumi-
nor’s shares. For this 60 per cent majority shareholding in Luminor, Blackstone
is reported to have paid a cash purchase price of EUR 1 billion (USD 1.16 bil-
lion).8? It should also be noted that Blackstone entered into an agreement with
Nordea Bank AB to further acquire its remaining 20 per cent shareholding over
subsequent years.”0 Thus, a SWF could, at this point, only acquire majority con-
trol of Luminor through agreement with Blackstone as the new controlling ma-
jority owner.

Private equity funds typically strive for a target annual return of at least 25 per
cent over a target holding period in the range three to seven years.®! It is thus
likely that an offer by a SWF to purchase this shareholding at a price considera-
bly above that paid by Blackstone, and especially yielding an actual return above
this target, would meet with a positive reaction from a private equity investor
such as Blackstone. After all, private equity investors typically declare that the
investment objective of their funds is to maximise returns to participating inves-
tors (who are typically limited partners). Moreover, the compensation of private
equity fund managers is invariably, and to a very significant extent, linked to
investment success. For this reason, it is entirely possible that Blackstone, as a
private equity investor, would sell its holding in Luminor for the right price,
even well in advance of its originally contemplated holding period. Assuming
the long end of the typical range of holding periods, if Blackstone expected a
target return of 25 per cent annual over an originally planned investment hold-
ing period of seven years, a SWF would have to pay USD 5.53 billion to acquire

87 Kosk/Lepik (2009), 111; Nasdaq Baltic.

88 Luminor (2017), 3.

89 Blackstone (2018); Reuters (2018). Completion of the transaction is anticipated in
the second half of 2019. See Reuters (2019).

9 Blackstone (2018).

91 Schramm/Hansmeyer (2011), 208.
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Blackstone’s 60 per cent shareholding and majority voting control of Luminor.
This would, moreover, bring control over Luminor’s banking activities not only
in Estonia but also in Latvia and Lithuania. It should be recognised here that
Blackstone would be unlikely to sell only a simple majority (marginally over
50%), as it would face a more difficult task in finding an exit for its remaining
ten per cent share. Furthermore, the disproportionately high transaction costs
which would arise from selling the remainder in a second transaction, to a sep-
arate investor,”2 make this scenario even less likely.

To gain a dominant market position in Estonia, a SWF would, in addition to
gaining control of Luminor as explained above, also require majority control of
Swedbank (Estonia), which is a wholly owned subsidiary of Swedbank.?> A SWF
could theoretically reach agreement with the Swedish parent to purchase only its
Estonian subsidiary. On the other hand, Swedbank’s Baltic subsidiaries have re-
ported above-average profitability over the past few years and are closely inter-
linked with each other.* Moreover, the Baltic is the fastest growing region within
the EU.%5 It would thus seem unlikely that the Swedbank parent would be keen to
part with a particularly profitable part of its banking group, in a particularly high-
growth market. For this reason, we shall only consider the potential for a SWF to
acquire the Swedbank parent group in its entirety. Such a takeover would impact
numerous markets, as it would seize not only significant market share in Estonia,
Latvia and Lithuania but also in the Swedish home market and in other markets
in which Swedbank does business. On the other hand, this practical assumption,
upon which we will proceed, significantly amplifies the purchase price which
would, in theory, have to be offered to instead acquire only the Estonian bank.

Because Swedbank is a publicly listed and traded Swedish stock corporation,
a potential acquirer could purchase its shares so long as its existing shareholders
are prepared to sell. As of 30 June 2019, two significant shareholdings were in
fixed hands: Sweden’s savings bank group, with a share of 10.87 per cent, and
Folksam, with a share of 7.02 per cent.”¢ The remaining 82.11 per cent of shares
were, as of this date, in free float, and thus simple majority control of Swedbank
could be attempted through open market purchases. At current market prices, a
SWF would need to commit roughly USD 8.13 billion.®”

92 Schramm/Hansmeyer (2011), 208.

93 Swedbank (2018), 170.

94 The relatively high profitability of the Baltic subsidiary banks is evident from a com-
parison of their respective return on total capital with that of the Swedish parent group.

These figures may be obtained from the relevant annual reports of Swedbank AB, Swed-
bank (Estonia), Swedbank (Latvia) and Swedbank (Lithuania).

95 AHK (2019).
96 Swedbank (2019). See also footnote 54.

97 Calculated as of 20 July 2019. Market capitalisation: onvista.de; exchange rate:
finanznachrichten.de.
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Putting these two parts together, the 60 per cent shareholding in Luminor
(USD 5.53 billion) plus simple majority control of the Swedbank parent group
(USD 8.13 billion) would entail a combined total investment of some USD 13.66
billion. This sum would, moreover, bring control of both banks’ activities not
only in Estonia but also in Latvia and Lithuania. For China’s SWE, this sum
would represent 0.81 per cent of its total assets (0.33 per cent for 60 per cent of
Luminor, plus 0.48 per cent for a simple majority of Swedbank), which would
bring dominance over Estonia’s banking market (Table 5). For China, as the
world’s largest SWE, this would be a very modest challenge. Such a move would,
on the other hand, be far more difficult for Russias SWE, which would have to
commit 16.66 per cent of its total wealth holdings.

4. Latvia

As in the case of Estonia, economic and political influence in Latvia through
dominance of the banking sector could be gained only through some combina-
tion of the country’s largest banks, but in this case there are three: Swedbank
(Latvia), SEB (Latvia) and Luminor’s Latvian branch. As in Estonia, Swedbank
does business in Latvia through a wholly owned subsidiary, which is Swedbank
(Latvia).”® For the reasons already explained in the preceding section V.3., we
shall only consider the potential acquisition of majority control of the Swedish
parent group. To achieve this objective, a SWF would, as further explained
above, have to dedicate roughly USD 8.13 billion.”® As to the Luminor’s bank
branches in Latvia, we likewise refer back to our analysis of the preceding sec-
tion, in which we presented a reasonable scenario whereby the majority owner-
ship now held by Blackstone might be acquired for a purchase price of USD 5.53
billion.

Sweden’s SEB operates in the Baltics very much like Swedbank, with separate
bank subsidiaries in each of the three countries!® making disproportionately
large contributions to group profits.10! Because of these important similarities to
the scenario of Swedbank, we shall likewise only consider a potential acquisition
of the entire SEB parent group. As with Swedbank, this likewise would be pre-
conditioned upon the willingness of existing SEB shareholders to sell.

98 Swedbank (2018), 170.

99 Calculated as of 20 July 2019. Market capitalisation: onvista.de; exchange rate: finanz-
nachrichten.de.

100 SEB (2018), 129.

101 Here as well, the relatively high profitability of the Baltic subsidiary banks is evi-
dent from a comparison of their respective return on total capital with that of the Swed-

ish parent group. These figures may be obtained from the relevant annual reports of SEB
AB, SEB (Estonia), SEB (Latvia) and SEB (Lithuania).
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As of 30 June 2019, SEB had three large shareholders: Investor AB with 20.3
per cent of SEB’s voting rights, Alecta Pension Insurance with 6.5 per cent, and
Trygg-Stiftelsen 5.2 per cent. Investor AB is an investment vehicle controlled by
the Wallenberg family, which originally founded SEB.102 It seems unimaginable
that SEB’s founding family would submit to a sale of its shares to a SWF with
malign or hegemonistic ambitions, and thus we will exclude this scenario. Alecta
Pension Insurance is Europe’s fifth largest provider of occupational pension
schemes; in consideration of the company’s cooperative ownership structure
and its emphasis on long-term investment aims, an acquisition of this share-
holding is likewise considered unlikely.1%* The remaining block shareholding,
that of Trygg-Stiftelsen, is likewise considered out of reach, as SEB is closely in-
terlinked with Trygg: in 1997, SEB merged with Trygg-Hansa so that it would be
able to offer its insurance products through SEB Trygg Liv.1%4 Thus, it is difficult
to imagine a scenario in which any of these three fixed shareholdings could be
acquired by an undesirable SWE Nevertheless, a simple controlling majority in
SEB could still be acquired from the remaining 68 per cent of shares in free
float. Based upon SEB’s current market capitalisation, this would entail an in-
vestment of roughly USD 10.87 billion dollars.

Thus, a SWF which had already gained market dominance in Estonia through
the acquisition of the 60 per cent holding in Luminor and a simple majority of
Swedbank would need to invest an additional USD 10.87 billion to also gain
market dominance in Latvia by means of the third critical bank, SEB. In the case
of China’s vast SWE this would mean an additional portfolio allocation of
0.65 per cent, while in the case of Russia’s SWF it would mean an additional
13.26 per cent (Table 5).

5. Lithuania

In Lithuania as in Estonia, economic and political influence through domi-
nance of the banking sector could be gained only through control of two critical
banks, except that in the case of Lithuania, these are Swedbank and SEB. In the
preceding two sections, we considered the potential avenues for a SWF to gain
dominance over the banking sectors, and thus influence over the economic and
political systems, of Estonia and Latvia, which would, in the scenarios we al-
ready described, entail the acquisitions of the Swedbank and SEB parent groups.
Thus, because the Lithuanian subsidiaries of Swedbank and SEB are the re-
quired critical banks to gain dominance, then no additional investment would

102 SEB AB; Investor AB. See also footnote 55.
103 Alecta.
104 Walter (2001); SEB (2018), 159.
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be required to gain such dominance in the event that a SWF already held major-
ity control of the Swedbank and SEB parent banks.

VI. Summary

Each of the EU’s five smallest countries was under foreign rule for many dec-
ades of the past century. In each case, this has had a considerable influence of
the development of the country’s banking system, even to the present day. In
Malta and Cyprus, the countries” largest banks were established in the colonial
era and evolved over their long years as British crown colonies; in the three Bal-
tic states, the reestablishment of sovereign independence was quickly followed
by several years of turbulence and market transformation, in the course of which
several major Swedish banks gained major market positions.

In each of Malta, Cyprus, Estonia and Latvia, three banks are currently under
direct ECB supervision as designated significant banks, while in the case of
Lithuania the number is just two. However, not all of these have dominant or
otherwise critical positions in their respective countries. In Malta and Cyprus,
we concluded that only one bank in each meets our criteria for national critical-
ity: Bank of Valletta in Malta, and Bank of Cyprus. In each of the Baltic states,
on the other hand, a dominant market position could only be gained by control
of some combination of two or three critical banks in each country, and in all
three cases, this would mean some combination of the same three banks: Swed-
bank, SEB and Luminor. In the case of Estonia, the required combination would
be Luminor and Swedbank (Estonia); in Lithuania: Swedbank (Lithuania) and
SEB (Lithuania); and in Latvia: Swedbank (Latvia), SEB (Latvia) and Luminor
(Latvian branch).

Table 5

Total Investment (as Percentage of SWF Assets) Required for SWFs of China
or Russia to Acquire Majority Control of Critical Banks (or Their Parent Banks)
in Malta, Cyprus, Estonia, Latvia and Lithuania

Critical Banks SWF of China SWF of Russia
Bank of Valletta (Malta)* 0.02% 0.44%
Bank of Cyprus (Cyprus)* 0.02% 0.48%
Luminor (Estonia, Latvia, Lithuania)** 0.33% 6.74%
Swedbank (including Estonia, Latvia, Lithuania)* 0.48% 9.91%
SEB (including Estonia, Latvia, Lithuania)* 0.65% 13.26%
Total 1.50% 30.83%

Note: *= simple majority; ** = majority of 60 %.
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Controlling shareholdings in Bank of Valletta and Bank of Cyprus could be
acquired through the purchased of free float shares on the open market. The ac-
quisition of controlling majorities of the critical banks in the three Baltic states
would depend upon the willingness of the owners to sell: the Swedish parent
bank groups in Sweden, or in the case of Luminor, private equity investor Black-
stone. Because we see little reason why either Swedish parent bank, Swedbank
or SEB, would wish to consider the sale of their Baltic bank subsidiaries, we in-
stead examined the potential for a SWF to acquire controlling majorities in the
parent bank groups, at a far higher required investment, which would also bring
the buyer control over the Baltic bank subsidiaries. In the case of Blackstone, on
the other hand, we have assumed a willingness to sell the shareholding in Lumi-
nor, but only in its entirety, and only at a price that would meet the high target
for investment returns typical of private equity investors.

For the world’s 15 largest SWFs, this means that they would have to dedicate
a percentage of their total wealth ranging from 1.5 per cent (for China, the larg-
est) to just under 31 per cent (for Russia, the smallest) in order to acquire con-
trolling majorities of the critical banks required to achieve banking dominance
over all five EU member states: Malta, Cyprus, Estonia, Latvia and Lithuania
(Tables 1 and 5). Should the SWF of a foreign regime successfully carry out such
a strategy, it would gain considerable influence potential, not only over the
banking systems of these five countries but also over their economic and politi-
cal systems. Under the rules for consensus among EU member states within the
governing structures of the EU, such influence could be further extended to
these supranational institutions. When one considers that fully two-thirds of the
world’s 15 largest sovereign wealth funds are under the control of authoritarian
regimes, the dangers posed by this potential mechanism become even more
alarming. Against this background, the calls for uniform laws on foreign invest-
ment throughout the EU would seem entirely justified, as are the voices for the
continued plurality of bank legal forms within the EU’s various banking sys-
tems. Finally, this and similar analytical approaches could serve as a guideline
for European Commission review of proposed bank merger or acquisition
transactions.10

105 For an example of the review procedure in the case of Luminor, see European
Commission (2019).
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